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WORKSHOP ON U.S.-CANADIAN RELATIONS

SPENCER HALL, UNIVERSITY OF WESTERN ONTARIO
HOWEVER, CERTAIN LIMITATIONS TO A NORTH AMERICAN FREE TRADE ZONE FOR
NOVEMBIR 18-19, 1983

DEFENCE ITEMS DO EXIST. THESE LIMITATIONS ARE SIGNIFICANT, FOR EXAMPLE,
CANADIAN DEFENCE TRADE WITH THE U.S.

THE SMALL AND MINORITY BUSINESS SET ASIDES WHICH OVERRIDES THE DPSA,

BUT THESE ARE BASICALLY NON-DISCRIMINATORY AND PRESENT AS MUCH OF A
INTRODLCTION *

) PROBLEM FOR LARGER U.S. CORPORATIONS AS THEY DO FOR CANADIAN FIRMS.
THE DEFENCE PRODUCTION SUARING ARRANGEMENT (DPSA), WHICH .

MORE IMPORTANT ARE PROCRAMS OF A HIGHLY CLASSIFIED NATURE WHICH ARE
CURRENTLY IMPLEMENTS THE PRINCIPLES OF DEFENCE ECONOMIC CO-OPERATION

SUBJECT TO TRANSFER OF TECHNOLOGY LIMITATIONS AND THOSE LARGE DOLLAR
BETWEEN CANADA AND THE UNITED STATES, WAS FIRST DEFINED BY THE HYDE

VALUE PROCRAMS WHICH HAVE HIGH CONGRESSIONAL VISIBILITY AND FOR WiICH
PARK DECLARATION OF 1941, AND HAS PROVEN TO BE OF MUTUAL BENEFIT

THE “NOT MADE HERE" CRITERIA BECOME THE GOVERNING ELEMENT, AND MAY
TO BOTH THE UNITED STATES AND CANADA. THE PROGRAM WAS ORIGINALLY

OVERCOME THE COMPETITIVITY OF CANADIAN SOURCING. HOWEVER, AFTER
CONCEIVED TO PROVIDE CANADIAN MANUFACTURERS WITH THE OPPORTUNITY TO

REMOVING TIlOSE PROGRAMS WHICH ARE RESTRICTED OR REQUIRE SPECIAL
SUPFLY A WIDE RANGE OF DEFENCE EQUIPMENT AND SERVICES TO THE UNITED

CONSIDERATION, IT IS ESTIMATED THAT ABOUT 30Z OF THE ANNUAu DOD
STATES DEPARTMENT OF DEFENSE (DOD) WHILE OFFERING THE U.S. DOD A

PROCUREMUNT BUDGET (SOME 89 BILLION IN 1983) IS AVAILABLE FOR
EROADER INDUSTRIAL BASE TO DRAW ON TO MEET THEIR DEFENCE REQUIREMENTS.

COMPETITION BY CANADIAN INDUSTRY ON A REGULAR BASIS.
THE CANADA/U.S. DEFENCE PRODUCTION SHARING ARRANGEMENT (DPSA) AND

ITS COMPANION, DEFENCE DEVELOPMENT SHARING PROGRAM (DDSP) WHICH WAS CANADIAN DEFENCE EXPORTS TO THE U.S.
DESIGRED TO FOSTER JOINT RESEARCH AND DEVELOPMENT, HAVE NOW BEEN IN THE DPSA HAS SERVED CANADIAN INDUSTRY WELL, WITH 225
SAISTENCE, ESSENTIALLY UNCHANGED, FOR OVER 20 YEARS. COMPANIES, OBTAINING CONTRACTS FOR DEFENCE OR DEFENCE-RELATED ITEMS

IN 1982. EIGHTY-ONE OF THE 225 PARTICIPATING COMPANIES HAD SALES
THE MARKET

OF OVER $1,000,000, INDICATING THAT THE BULK OF THE BUSINESS IS NOT
THE DPSA PROVIDES U.S. DEFENSE MARKET ACCESS FOR CANADIAN

RESTRICTED TO A FEW LARGE CORPORATIONS. THE EXPORT SALES OF ALL
INDUSTRY BY VIRTUE OF THE WAIVER OF THE "BUY AMERICAN" ACT, THE

TYPES OF DEFENCE ITEMS TO THE UNITED STATES MAVE GROWN STEADILY 1IN
REMOVAL OF CUSTOMS DUTIES AND TARIFFS, AND THE FREE ACCESS OF U.S.

RECENT YEARS - $367.7 M IN 1979, $481.7 M (1980), $826.6 M (1981),
DEFEXCE PRODUCTS FOR CANADIAN DEFENCE NEEDS. THE ARRANGEMENT GUARANTCES

$1,027.9 ¥ (1982) AND APPROXIMATELY $714 M FOR THE FIRST SIX NMONTHS
THAT CANADIAN MANUFACTURERS ARE, IN ESSENCE, DOMESTIC SOURCES OF SUPPLY

IN 1983. AN AVERAGE ANNUAL GROWTH RATE OF SOME 42.3%, WHICH HAS MORE
FOR BOTH THE U.S. MILITARY AND U.S. PRIME CONTRACTORS T0 THE U.S. DOD.

THAN COMPENSATED FOR INFLATION. (SEE - SLIDE I)
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ALTHOUGR CANADIAN DEFENCE TRADE WITH THE U.S. CURRENTLY
EXCEEDS BY A LARGE MARGIN, THE TRADE IN THLS SECTOR WITH ANY OTHER
COUNTRY, EUROPEAN AND OTHER COUNTRIES HAVE BEEN SUCCESSFUL RECENTLY
IN SELLING MAJOR WEAPONS SYSTEMS TO THE U.S. BASED ON INDIGENOUS
TECHNOLOGY WHICH WOULD HAVE FUTURE SIGNIFICANCE TO THE CONTINUANCE
OF THE U.S.-CANADIAN RELATIONSHIP.

IN CONCLUSION, ALTHOUGH DEFENCE TRADE BETWEEN OUR TWO
COUNTRTES IS CURRENTLY HEALTHY AND BECAUSE OF MAJOR U,.S. DEFENCE
PROGRAMS, SHOULD OOZHmzcm%.mo IN THE SHORT TERM, wﬂcﬁJMMwMWMM%. AND
LIMITATIONS ON THE TRANSFER OF TECHNOLOGY COULD LIMIT CANADIAN PARTI-

CIPATION IN THE NORTH AMERICAN DEFENCE BASE.

7.764.0
8,733.4
969.4
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SUBSIDY PACTS
David Conklin*

Introduction

Throughout the worid, governments offer investment subsidies ‘o entice
firms o locate in particular geographic areas, ‘bail-outs' to encourage
firms to maintain plants they would otherwise close, and operating sub-
sidies, such as R & D grants or export credits, to ensure that firms
engage in particular types and volumes of production. Governments have
jmplemented a wide array of industrial policies to achieve specific develop-
ment goals.! A common instrument of industrial policies is the provision of
public money, sometimes through direct grants or subsidized loans, but
often through indirect subsidies. The latter may include procurement
programs that pay higher than market prices; tax concessions, available
only for specific types of activities; funding of government-owned corpora-
tions that need not achieve the proiit rates necessary in private {firms; or
provision of inputs at lower than market prices. The visibility and value
of subsidies - individually and collectively - appear to be increasing in
many countries. Furthermore, with current and projected reductions in
tariff barriers, such subsidies will become relatively more important as a
trade-determining process. Hence it will not be surprising if international
trade negotiations devote more attention to these government subsidies. In
pacticular, discussions of sectoral free trade between Canada and the
United States will have to confront the subsidy issue, since the elimination
of tariffs increases the vulnerability of a nation to the subsidies provided
by its trading partners.

1 See, for example, David Conklin Methodologies and Themes for the
Analysis aod Evaluation of Industrial Policies: A Survey of Recent
0.E.C. Studiezs, aa Ontario Economic Council Working Paper, October,
1983. Aiso, see Philiip H. Dolerty, Industrial Assistaace Programs
in Canzda, CCH Canadian Limited, published annually.

* Research Director, Oatario Economic Council.

It is tempting to discuss subsidies in the context of the substantial
literature that deals with international tariff agreements. At the outset, it
is important to note that subsidies differ from tariffs and that the tariff
reduction literature cannot automatically be applied to the subsidy issue.
Differences include the problem of defining and calculating subsidies when
government financial assistance can take a myriad of forms, the dissimilar
impact on regions within a nation and even on firms within an industry,
the roie of sub-national governments, and the procedures for enforcement.
Many such differences arise from the fact that tariffs are product-specific
and country-specific and they deal iﬂr.?vowﬁ. whereas subsidies can be
firm-specific, region-specific, project-specific, or activity-specific and can
deal with all types of production whether or not they involve imports.
Furthermore, subsidies cannot be analyzed in the same way as quotas,
which are product-specific, country-specific and deal with imports.

A central theme of this paper is that, if subsidies are implemented o
achieve specific objectives, then an intergovernmental pact that iimits
subsidies may diminish rather than improve the well-being of signatories.
Rather, a pact may increase welfare by improving the allocation of inves:-
ments among regions and industries through a more appropriate pattern of
subsidies. The phrase 'free trade' is frequently used in the tariff-
reduction literature to describe the elimination of tariffs. In a discussion
of intergovernmental subsidy negotiations, 'free trade' is a moare ambiguous
term. The definition of what should be considered a subsidy is not pre-
cise; the size of many subsidies cannot be calculated exactly; and much of
the existing literature concerning free trade is not applicable.

This paper examines the economic rationales for offering subsidics in
an attempt to determine the appropriate aconomic objectives ot international
subsidy negotiations. At the outset, it is impertant to note that current
high levels of unemployment and low rates of productivity growth underlie
much of the argument in favour of industrial policies and subsidies. if ali
political entities were to experience rapid growth and full employment, the
economic rationales for subsidies would lose some of their significance. In
fact, some observers may oppose subsidies, not because of their concern
that subsidies alter international trade, but because they believe in the
free adjustment of the economy as the optimal way of attaining officiency
and growth. This paper avoids an evaluation of the success or failure cf
subsidies and simply examines possible economic raticnales for subsidies in
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and the process of negotiating subsidy pacts will rely heavily on studies of
specific firms, production processes, groups of unemployed workers, and
regional disparities. = The techniques of industrial organization studies
including cost-benefit analyses of subsidies will be necessary to place
estimates on the various aspects of the externality-subsidy relationships.
Analysis and negotiation sector by sector seems most appropriate. A set
of observations are drawn from these discussions.

Under perfectly competitive conditions, the market for externalities,
like any other market, should result in an efficient solution, with invest-
ments going to those lccations (or staying in those locations) where the
internal rate of return, plus subsidies equal to externalities, is greatest.$
Collusion among political entities could reduce the level of subsidies, but
at the same time it could create distortions and inefficiencies. A subsidy
pact must find its justification not in the simple objective of reducing
subsidy levels, but rather in the desire to overcome specific market
failures in the externality-subsidy process. This paper argues that such
market failures do exist and that they determine the appropriate features
of a subsidy pact.

Many of these issues and analyses are reievant for all levels of gov-
ernment. Within a single nation, municipalities, provinces, and states use
subsidies to compete with each other for private investment and produc-
ticn. Concern for an internal common market or economic union may focus
on these issues.® Furthermore, international investment competition may
occur not only at a national level but also between sub-national
governments.

The problem of defining subsidies for the purpose of a pact

Negotiation of a subsidy pact will have to deal with the definition of sub-
sidies; and the definition chosen will affect the nature of the pact. The
following examples iliustrate this point:

S It should be noted that, as in other markets there may be intra-
marginal purchasers who are able to purchase externalities at a lower
price than they would be willing to pay. This may occur because an
investment's internal rate of return may vary from one political
eatity to amother. Iavestors may choose one particular location in
spite of being offered higher subsidies elsewhere.

6 See Trebilcock, et. alia, Federalism and the Canadian Economic Union,
Oatario Economic Council, 1983,

5

. Inclusion of state, provincial, and municipal assistance as subsidies
under the pact. A 1982 book by Davenport et. alia., Industrial Policy in
Ontario and Quebec has examined the recent substantial growth of provin-
cial financial assistance. The authors have estimated that total provincial
direct subsidies grew from an annual level of $1 million in 1970 to $204
million in 1979.7 Apart from these, provincial governments have imple-
mented various procurement policies through which domestic companies can
receive higher prices than those quoted by foreign companies. Such
practices are followed by many American states. All levels of government
provide goods and services at less. than market prices in a manner that
subsidizes the costs of private firms.

In regard to this aspect of negotiations, a subsidy pact will be quite
different from those aimed at tariff reductions. To what extent can a
national government control the actions of minor governments within its
borders? In both Canada and the United States, it is difficult to imagine
effective national government commitments. Will it be possible to include
provincial and state governments in negotiations? The mechanics for such
involvement would be new for many participants, and the process scmewhat
unclear. Even the Constitutional division of powers entails ambiguities
which could become important in such negotiations. A pact that includes
sub-national governments will likely have to focus initially on a narrow and
precise definition of subsidies, with gradual extensions in future agree-
ments to include additional types of government assistance.

. Government Ownership of Corporations. Canada and its .vno&:nom
have developed a large set of Crown Corporations, many of which produce
and sell significant quantities of goods that are pruduced by private firms
in other countries. Generally, such government operations do not base
their prices on the same market criteria followed by private firms, nor do
they pay corporate income taxes, as private firms must. In particular, a
market rate of return on capital invested is usually not of the same con-
cern in government operations. Government provision of capital to such
firms at less than market rates, and government payments to cover operat-
ing losses, can form significant subsidies for the products concerned, and
these subsidies may distort trade patterns. The energy sector provides

7 Davenport, Green, Milne, Saunders, Watson, Industrial Poli
Ontario and Quebec, Oatario Ecomomic Council, 1982, p. 12.
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. Cultural Subsidies. Canadian governments have developed significant
subsidy programs to stimulate the growth and refinement of a distinctive
culture.!® Some such activities reduce the level of Canadian spending on
non-Canadian cultural activities. In July, 1983, for example, a new fed-
eral government fund of $230 million was established to assist Canadian
television production over the next five years. Arrangements are made on
the basis of $1 of public money to match every $2 of private money.
Together with this explicit subsidy program, the government also intro-
duced additional tax concessions for such private investment.!! No doubt
some recognition must be given to a nation's desire to strengthen its
cultural identity, and some level and types of subsidies must be permitted
for this purpose. What level of such activity and what types of programs
exceed reasonable behaviour and so should become the subject for interna-
tional subsidy negotiations? The issue of tax-deductibility of Canadian
advertisements in U.S. magazines has shown that such cultural protection
can cause bitter reaction and significant retaliation.

. Different Assistance for Foreign versus Domestic Investors. The ex-
clusion of foreign investors from some of the subsidies offered to domestic
investors has created another area of potential conflict that could be the
subject of international negotiations. Special assistance to the exploration
activities of Canadian-owned oil companies through PIP grants leaves
foreign-owned firms at a competitive disadvantage even if their perfor-
mance within Canada is no different from that of Canadian firms. To
qualify as having Canadian content, {ilm productions must fulfill an arbi-
trary set of nationality requirements in terms of the individuals in such
productions. Within any subsidy pact, an important question will be the
right of access by foreigners to the subsidies being offered, and the
conditions that should govern that access.

Competition for Externalities: Recent Intensification

Three major investment externalities relate to employment, the sharing of
government costs, and the advancement of technology. In recent years,

10 See, for example, S. Daniel Lyon and Michael Trebilcock, Public Stra-
tegy and Motion Pictures: The Choice of Instruments to Promote the

Development of the Canadian film production industry, Ontario Economic

Council, 1982.

11 Globe and HMail. October 27, 1983, page B7.

9

these have grown substantially in importance for a variety of reasons:

. Political entities at all levels have increased their spending for
the unemployed. Many government programs cater specifically to
the needs of the unemployed. If a potential investor creates a
job opening for an unemployed person, this will result in a
decrease in government spending that will be equal to a substan-
tial portion of the wage. Hence the linkage has become clearer
and more substantial dnni.moa investment subsidies on the one
hand, and decreases in spending on the unemployed, on the
other.

. It appears that the nature of unemployment has changed. Many
of the unemployed will need to learn new skills in order to work,
and these skills may best be learned in an apprentice-type of
training within a firm. Without such retraining, many of the
unemployed may remain jobless indefinitely. In the past, gov-
ernments may have viewed unemployment as a cyclical phenome-
non, with economic recovery bringing an automatic solution.
The perceived investment externality is thus much greater than
in former years, since investment may provide the optimal means
of retraining and since the spending on. some members of the
unemployed may otherwise continue indefinitely.

. Government expenditures have risen dramatically in recent de-
cades. New investment is often seen as a means of spreading
these high government costs over new taxpayers. Recent reces-
sion and diminished productivity growth have strengthened this
view.

. Many governments have become more responsive to the lobbying
of third party individuals who may be affected by an invesiment
decision. In particular, the closing of a plant will hurt em-
ployees who, in their own right, will influence a government's
decision to provide industrial subsidies.

. '*High tech’ has come to be a significant component of productiv-
ity growth. New ‘high tech' investment can advance the general

10
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establishing these ratios may affect the ratios themselves. In Canada,
substantial discussion has focussed, in the past, on the impact of tariffs
on different regions of the country and the question of the regional bene-
ficiaries of tariff reduction. Such discussion will probably shift its focus
to subsidies, and regional political forces will advocate their respective
interests in any subsidy pact negotiations.

Third, a pact of this type exposes all of its participants to the risk
that ncn-signatories will gain the benefits of the pact. Firms with exter-
nalities having a free market value higher than the permissible subsidy
levels will consider locating in political territories that are not subject to
the pact. The participants in the pact have deprived themselves of a set
of potential investments, while for non-pact members the total supply of
externalities has increased, thereby decreasing their market price of
subsidies.

Fourth, the extent to which such a pact can achieve its objective will
depend upcn the degree to which firms can locate in non-pact political
territories. The post-1945 expansion of international investment suggests
that such a pact will become less useful. Firms are increasingly able to
shift production facilities to other nations, particularly with recent and
projected decreases in tariff barriers.

Fifth, a subsidy pact that deals only with new investment may shift
the ccmpetitive bidding towards bail-out subsidies, as pact members strive
more vigorously to retain the investment they already have. The extent to
which such bail-out cempetition will intensify will depend upon the degree
to which the subsidy pact forces new investment to other nations. Hence,
a subsidv pact which firms can avoid through international investment will
face particularly severe difficulties in terms of bail-out competition among
the signatories.

A subsidy pact may focus on one particular type of subsidy, such as
government export financing. At present, a consensus arrangement exists
among twenty-two industrial countries, establishing minimum government
interest rates for export financing. The comments above are generally
applicable for such agreements. In particular, recent significant changes
in interest rates and exchange rates have emphasized the need for flex-
ibility in the provisions of such a subsidy pact. Recent amendments to
the O.E.C.D. pact provide a formula for automatic adjustments in permis-
sible interest rates for export financing. Only experience will be able to
tell whether the formula itself will have to be changed over time.

13

Market Failure Due to Too Few Firms

The perfectly competitive model presented above will fail if a particular
industry has so few members worldwide and such a low elasticity of pro-
duct substitution that firms in that industry possess market power. Such
a situation may rest upon the existence of substantial economies of scaie,
or the possession of essential technical knowledge. In such a case, the
location decision of the firm involves more than the externalities discussed
above. By enticing such a firm, a political territory may alter the market
structure for the relevant preduct. In the extreme, a political entity
might attempt to monopolize production and alter the international terms of
trade. A substantial body of economic literature deals with competitive
behaviour when few preducers exist, such that decisions of one firm
directly affect the welfare of the others. Game theoretic analysis suggests
a variety of strategic reactions. Much of this discussion is relevant in
considering the use of subsidies by political entities in order to maximize
their interests vis-a-vis those of other political entities.!*

When such a situation exists, there js no doubt that the subsidy
market can deteriorate to a crude level of economic warfare. One might
imagine a country monopolizing production of particular types of aircraft,
or some microelectronics or biotechnology product, and then raising the
international price. And one might imagine a country offering special
subsidies to attain this objective, particularly R & D subsidies.

Such situations can be important, politically as well as ecopomically.
Boeing argues, for example, that Airbus Industrie has been subsidized by
over $5 billion in 1982 prices. From the perspective of Boeing, these
subsidies have created unfair competition. From the perspective of
France, these subsidies have prevented a complete reliance on Boeing,
with the risk of substantially higher aircraft prices.

Professor Wonnacott has focused on this type of market situation in
discussing the question, 'Can comparative advantage be created or engi-
neered? He refers to 'a broad range of high-tech preducts that may now
be almost equally well produced in the U.S., Europe or Japan'.!S Tech-
nology is now of central importance to many production processes, and

14 A receat article by James Brander and Barbara Spencer cites many such
references. See 'Strategic Comvitment with R & D: The Symmetric
Case' in Bell Journal of Economics, 1983, Volume &, pages 225-235.

15 R.J. Wonnacott, Canada-U.S. Economic Relations - A Canadian View, page
8. Although Wonnacott refers to this as a 'modern-day infant protec-

14
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Third, the future stream of net externality benefits must be dis-
counted to calculate their present value, which will be the upper limit of
the subsidy to be offered. What is the appropriate rate of discount for
this purpose? Economists have encountered substantial difficulties in
analyzing this issue, and no particular discount rate can avoid criticism.

Faced with these imperfections in information, one may conclude that
the calculation of subsidy offers is subject to a substantial margin of
error. From this perspective, a subsidy pact could be helpful if it sought
to improve the quality of information on which political entities base their
subsidy calculations. That is, participants could agree to collude in the
sharing of information while agreeing to maintain competition in the offer-
ing of subsidies.

Such an information-sharing pact might improve the welfare of all
participants, for two reasons. first, when a government quotes an erron-
eousiy high subsidy and thereby acquires a particular investment, the
government for whem the benefits would be greatest must experience a
welfare loss. The existence of a large number of other potential invest-
ments may mean that any such loss will be small. Nevertheless, if a large
proportion of subsidy offers is erroncously high, one might expect a major
deterioration in the market. On the other hand, a consistent under-
pricing of subsidies would also result in market distortions. In the latter
case, the wise bidder would gain from, rather than be hurt by, the errors
of other governments, since it would pay lower subsidies than otherwise.
Consequently, a participant that was confident of its relative wisdom might
eschew a pact. Apart from this possibility, an information-sharing pact
could reduce the number and extent of erroneous calculations and, hence,
could improve all participants' positions.

The second reason why an information-sharing pact might improve the
welfare of all participants is that the process of exchanging information
could lead to an improvement in the quality of that information. Ideally,
such an exchange would provide for discussions of differences in the
calculations among governments. Even the discussion of previous subsidy
experiences could improve the process of analyzing such information.
Faced with more accurate information, all participants would be able to
reduce errors in their subsidy offers, and so all might gain as a result of
such a pact.

Such information-sharing seems to occur regularly within nations as
different levels of government participate together in providing m:msn.E

17

assistance. However, among nations, this process seems to be at a pre-
liminary stage. The GATT, Tokyo Round Code on Subsidies and Counter-
vailing Duties provides a structure for the examination of complaints and
the resolution of disputes which may, over time, serve the purposes of an
information-sharing pact. The informal understandings among its signa-
tories also provide for negotiations prior to the appeal to the formal GATT
structure. For example, the 1982 U.S. - EEC steel pricing dispute was
settled directly by the parties involved.}? Conflict resolution may be a
useful forum for information-sharing, but more efficient arrangements can
be envisaged. In regard to the U.S., and Canada, Rodney Grey has
expressed the view that "One proposal of the highest priority is the need
to develop the habit of Canada and the U.S. consulting about subsidy
policy."18

Market failure due to spillover effects

The perfectly competitive solution rests upon the assumption that, for each
potential investment, all externalities can be captured by individuals, firms
and the government within the political area in which the investment
locates. In fact, however, externalities may accrue to individuals and
firms outside the political region. In such cases, governments will not be
prepared to offer a subsidy equal to the investment's externalities, but
only a subsidy equal to the portion of externalities captured by its
residents. ’

(a) Net Positive Spillovers

In such circumstances, governments may improve upon the perfectly
competitive solution through a subsidy pact that results in jointly funded
subsidy offers, larger than any one government could propose. That is,
governments may recognize the spillover effects of an investment, realize
that more than one political entity can gain from the invesiment, and
calculate a sharing of subsidy costs in accordance with the expected divi-
sion of externalities. Effectively, this process occurs when subordinate

17 See Hans Mueller and Hams van der Venm, "Perils in the Brussels-
Washington Steel Pact of 1982", World Economy, Volume 5, 43, November
1982, pp. 259-278.

18 Rodney de C. Grey, "Some Issues in Canada-U.S. Trade Relations",
Canadian Public Policy, October, 1982, p. 453.

18
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through the pacts discussed above. The reduction of political barriers can
also improve efficiency through facilitation of labour and capital mobility
and the reduction of tariffs. In such a process, a high unemployment
area may experience emigration. Consequently, the externalities that
investment can provide may be diminished and the optimal subsidies for
investment in such an area may decrease.

Enforcement mechanisms

A discussion of enforcement of subsidy pact provisions crystallizes the
ambiguities and complexities of this subject. It is not likely that state,
provincial and local governments can be prosecuted before {nternational
judicial bodies. The place of such governments in international agreements
and enforcement bodies has not yet been clarified. Definitions of subsidies
are necessary for compliance and essential for enforcement. Yet such
definitions will not be developed easily. A wide array of government
activities can act as substitutes within the subsidy field, and the prohibi-
tion of a few specific types of subsidies may well lead to a shift to the use
of other types of subsidies. Furthermore, many programs such as those
assisting R & D can be tailored so that in practise, they benefit only one,
or a few, firms.

An injured nation may have difficulty in retaliating directly against a
violator of the pact without at the same time punishing all the signatories.
A recent illustration of this type of probiem was the 1983 U.S. restriction
of specisity steel imports in retaliation against EEC subsidies. As noted
by Robert Stern, 'Canada may be affected adversely even though its
exports are not subsidized'.2® This situation, which Stern has called the
‘innocent bystander' problem, is likely to occur regularly in the enforce-
ment of subsidy pacts. Conceivably, a U.S.-Canada subsidy pact might
preclude U.S. action of this type.

The U.S. Trade Agreements Act of 1979 rests upon a "“material
injury" requirement. As such, it relies upon complaints by U.S. firms;
and it provides for the U.S. imposition of countervailing duties if such
injury is proven. Rodney Grey has referred to these types of provisions

20  Robert Stern, U.S.-Canadian Trade and Investment Frictions: The
U.S. View pages 5-6.

21

as "a system" and has described "the increasing legalization of trade
relations,"2! caused by this reliance upon contingency protection. Grey
has gone so far as to state, "Nor is it clear that GATT is now about trade
liberalization. Rather, it is about trade policy regulation."22

In this process of enforcement and regulation, interesting questions
will arise concerning the effectiveness of one's ability to retaliate if
injured. Important to this will be the nature and extent of one's relations
with the violating government. For example, Canada's ability to enforce a
pact will be much less than that of the United States. Small signatories
will have to rely on joint retaliation or upon the goodwill of larger
members.

Political elements will no doubt enter the enforcement and dispute-
resolution mechanisms. This tendency has been illustrated in the U.§.-
EEC 1982 steel subsidies conflict:

'The Reagan Administration had repeatedly voiced its resolve to stay
out of the conflict and not to interfere with the steel industry's
efforts to seck relief under the laws of the land from alleged unfair
competition. This resolve did not endure, however. What had begun as
private legal action turned into a bitter international dispute and,
also, as on previoss occasions, high-level government officials soon
found themselves engaging in 'shuttle diplomacy''.23

The Ontario Ministry of Industry and Trade has published its position
on these enforcement issues in a document, Canadian Trade Policy for the
1980s: An Ontario Perspective. The following quotation is significant not
only as an indication of Ontario's views but also as an insightful com-
entary on the shortcomings of the existing GATT procedures:

‘The various concepts of injury both in relation to unfair trade
practices, as in the Antidumping and Countervailing Codes, and to
disruptive trade, as in the Safeguards Code, have never been defined
to GATT signatories, It is, therefore, left primarily to domestic
legislation and practice to give interpretation of these key concepts.
In a number of countries, moreover, national legislation is not
sufficiently consistent with the GATT codes, thus creating disparities
between levels of import protection afforded to domestic industry ia
different countries.

21 Rodney de C. Grey, "The General Agreement After the Tokyo Round,” ian John Quinn
Tokyo Round, Institute

and Philip Slayton editors, Non-Tariff Barriers After the
Research on Public Policy, 1982, p. 8.

22 Ibid, page 17.

23  Hans Mueller and Hans van der Ven, op. cit., p. 262,
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production processes, groups of unemployed workers, and regional
disparities. This industrial organization approach will involve ele-
ments not central to traditional trade theory - elements that seek,
through cost-benefit calculations, to place estimates on the various
aspects of the externality-subsidy relationships. Consequently, the
analysis and negotiation sector by sector seems most appropriate,
toegether with the recognition that this must be an ongoing process.
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The Behaviour of U.S. Subsidiaries in Canada:

Implications for Trade and Investments

Introduction

This paper first presents in summary form details of
the primary characteristics of the Canadian subsidiaries of the
largest U.S.-based multinational enterprises (MNEs) operating
in Canada. Data are reported on the sales, R and D to sales
ratio, exports to sales ratio and performance of each of the 22
largest U.S. subsidiaries. These data are used to interpret
some theoretical propositions about why the parent. MNE chose to
eanter the Canadian market by FDI rather than alternative modes
of entry. The nature of subsidiary performance is also
discussed and related to the behaviour of U.S. parent MIEs and
Canadian based MNEs. Finally I discuss the manner in which
recent. Canadian policy towards FDI has evolved and drawn
reactions from U.S. !MINEs as they have adjusted to changes in
the enviroamental parameters imposed by Canadian federal and
provinciai goveraments.

The second major theme of the paper is developed in
sections which investigate the implications for trade and
investments of two critical aspects of the behaviour of U.S.
subsidiaries. These are; first the degree to which R and D can
be decentralized by U.S. parents to their Canadian
subsidiaries, and second the contribution made by such

subsidiaries to Canadian exports. Other important topics, such

as local purchasing requirements and their effect on Canada's
imports, cannot be discussed in this short paper. In the
latter part of the paper reference will be made to issues of
public policy concerning, firstly work on Canada‘'s world
product. mandate policy uwa its potential effect on
parent-subsidiary nmwwnvmam#wvu..w:m.monoan. evidence of the
export performance of subsidiaries, and the reasons for their

surprisingly good export performance.

Identification and Size of the Largest U.S. Subsidiaries in

Canada

The significance of foreign direct investment (FDI) in
Canada is well known. Foreign ownership of the Canadian
economy is approximately 27 percent in non-financial
industries. Certain sectors of the economy have a far greater
foreign participation than this, notably fuels at 60 percent
and manufacturing at 43 percent (see CALURA, 1980). The

latest Financial Post listing of the 500 largest corporations

in Canada includes 222 foreign-owned firms, which is 44 percent
of the total. American (U.S.) FDI accounts for the great
majority of the FDI in Canada. To keep this study ©o a
manageable size I confine my analysis to the largest 22 of
these U.S. subsidiaries in Canada.

The 22 largest U.S.-owned Canadian subsidiaries are
identified in Table 1. They are ranked in decreasing order of

siza, as measured by 1982 Canadian Sales. The largest, General
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Performance of 22 Large Canadian Subsgidiaries

Table 2

Subsidiary

(]

Imperial
Ferd

Tezaco

Gulf
Chrysler
Safeway
Sirpson Sears
i3M
Woolworth
cGe

Suncor
ACT
Mobil

z20CO

Dow

DuPant
K-Mart

I. Harvester
P and G
Chevron
Westinghouse

MEAN

Sources: Financial Post, "The Financial Post 500", Annual.
Fortune, "'The Fortune 500 Largest U.S. Industrial
Corporations", May Issues, 1974-83,
Financial Post Survev of Industrials.

of U.S. Multinationals
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perspective the previous findings in Rugman (1980, 1981, 1983),
and by others, that the ROE of MNEs average around 12 to 14
percent and that there is no significant difference between
the reported earnings of MNEs and uninational firms of similar
size, or between the reported ROE of parent MNEs and their
subsidiaries. .

In 12 of the 22 cases the subsidiary‘'s ROE exceeds that
of the parent although generally at greater total risk. The
mean ROE of both subsidiaries (at 14 percent) and parents (at
13.4 percent) is not significantly different. But the S.D. for
all 22 subsidiaries is 5.88 percent. compared to that of the
parent MNEs at 3.87 percent. On average, the subsidiaries
have similar returns to their parents but the variability of
returns, or risk, is substantially higher. 1ldentical results,
but for earlier time periods, and especially for MWEs in the
petroleum and mineral resource industries were reported in
Rugman (1979, 1980). It should be noted from this previous
work that the mean return for oil subsidiaries has increased
steadlly over the last 20 years, while the risk of earnings of
mining subsidiaries has decreased.

While the level of profits is the same why is the mean
S.D. of the subsidiaries more than 50 percent greater than that
of their parents? The answer probably lies in the relatively
smaller size of the Canadian economy in which all firms
experience more risk than firms operating in the larger and

more diversified U.S. economy. Canadian business cycles are
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For Canada to join the high-technology race would imply
the creation of a new country-specific advantage (CSA).
Canada's current. major CSAs are in the exploration, processing
and marketing of raw materials and resources. Only in isolated
cases has Canada enjoyed preeminence in a particular
technological field. The movement of scarce resources to
high-technology industries may be at the expense of Canada's
traditional CSAs at a time when considerable improvements in
efficiency are required to meet expanding global competition.

The underlying objective of the promotion of WPl4s by
selective R and D subsidies is to Jdecentralize R and D from
parent. MNEs to Canadian subsidiaries,but this faces many
problems at the MNE level, see Poynter and Rugman (1982} and
Rugman and Bennett (1982). These studies applied
internalization theory to conclude that parent MNEs would be
unwilling to compromise their internal organizational structure
by mcving towards the decentralization required for WPMs. Thus
the two primary benefits sought by the WPM policy, increased R
and D expenditures and more techrnologically based exports, are
both doomed to failure. 1

Furthermore, the WPM policy is not based on a sound
assessment of the R and D performance of subsidiaries, which is
just as good, if not better, than domestic Canadian firms. For
the 22 largest U.S. subsidiaries in Canada the evidence on R
and D is now examined, as is the export performance of their

subsidiaries. Data on R and D expenditure and export sales are

10

presented in Table 3 for 18 of the 22 subsidiaries. Data for
Woolworth, Anglo Canadian Telephone, Simpsons-Sears, and K-Mart
Canada were not. available, so these four U.S.-owned
subsidiaries are excluded from further work.

It is to be expected that most U.S. subsidiaries in
Canada would be in import competing sectors, having entered
Canada to either avoid the tariff or other barriers to entry.
This is difficult to test using these firm level data since
Canada is a more open economy than the United States, so its
f£irms should be expected to export more on average. In Table
3 no support is found for the belief that foreign ownership
worsens Canada's trade position. It can be observed that
exports by the subsidiaries exceed those of the parents at 29.5
percent and 10.2 percent respectively2. It should also be
noted that the largest 22 U.S. subsidiaries are not dominated
by resource extraction firms, which might have been expected to
export from Canada simply to supply their parents.

Instead,most of the 22 subsidiaries use parent firm specific
advantages in technology, knowledge and other areas to service
the Canadian market, so exporting is a bonus.

The export performance of this group of subsidiaries is
indeed remarkably similar to that of the largest Canadian-owned
MNEs listed in Stopford's Directory. The mean export to sales
percentage for these Canadian firms is 28.8, roughly the same
as tha export performance of the subsidiaries.3

Turning from export performance to R and D performance,
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1.19 respectively. 4

To extend this work, the R and D to sales for 13
canadian MIEs was calculated for the same time period reported
in Table 3. The mean R and D of these Canadian-owned firms is
0.94, which is not significantly different than the mean R and
D of the 10 subsidiaries for which data are available. If
Northern Telecom, Canada‘'s largest R and D establishment, is
omitted the mean falls to 0.44. This similarity in R and D
per fornance (and in export intensity) of U.S.-based
subsidiaries and in Canadian MNEs is surprising to many
people. They expect the U.S.-based MMEs to be R and D
jntensive and Canadian MNEs to be natural resource intensive,
which implies a far higher R and D to sales ratio for U.S.
MNEs. Yet this is not observed. Canadian MNEs do as well as
U.S. MiEs in these areas.

The ratio of R and D expenditures to sales for an
expanded list of U.S. subsidiaries is given in Table 4. Eleven
more subsidiaries (for which data are available) are added to
the list of ten in Table 3. All firms are listed in the

Financial Post‘'s leading R and D spenders in Canada, so the

higher mean R and D to sales percentage of 1.73 is to be
expected versus 0.80 in Table 3. It is interesting to note

that the Financial Post's total sample of leading R and D

spenders includes eight government controlled firms, 22 private

Canadian-owned firms, and 21 foreign subsidiaries.

14
Table 4
R and D to_Sales Percentages for Selected
Canadian Subsidiaries of U.S. Multinationals
P 3
arent Co.” Sub. .
Mean Mean 1982 - 1981 1980 1979 Trend
General Motors 3.47 0.25 0.3 0.2 2
. . . na [
anonuwp 0il 0.53 0.65 0.6 0.7 0.7 owm wmwwwm
n”mwno 2,33 0.37 na 0.5 0.4 0.2 Rising
Gul 0.55 1.27 na 1.6 1.1 1.1 Rising
now W.Ww 1.23 1.6 1.2 1.1 1.0 Rising
e o”uo W.MW W.M w.w 1.9 1.5 Fluctuating
¥obil 0.30 035 0.2 0.5 na na Y
> . . . 0.5 na kY
w”womwma»onw w.wo 1.00 1.0 1.0 1.0 Muo mwmwwn
; .20 0.90 1.2 0.9 0.7 o0
Prace and ¥hitney! 5193 16010 2106 146 1201 159 Rtoing
SR na 6.78 8.7 7.3 6.6 5.1 Rising
¢ ro wwmnw na 6.08 5.2 5.7 6.3 7.1 Decline
xmwmmdw 6.17 1.43 2.7 2,0 0.8 0.2 Rising
r»nnosw w.ww 1.43 1.4 1.3 1.5 1.5 - Stable
acon .73 4,10 5.8 2.4 4.1 na Fluctuacin
erglass na 1.68 2.0 1.6 1.6 1.5 Ri : ®
General Foods 1.37 1.00 1.0 1.0 1.0 1.0 Stable
Johnson & Johnson 4.87 3200 3.2 3.2 na  na et
Sheritt Gordon na 1.53 1.8 1.7 1.3 1.3 w» 1in;
Ingersoll Rand na 0.80 1.2 0.4 na sm A»m 8
Union Carbide 1.90 0.30 na 0.4 0.3 0.2 thVna
4
MEAN 2.76 1.73
Notes: w. Firm has a world product mandate.
« S i
3 ~MWMWMwa.nmm»:oa as fluctuating by less than 0.2 perceatage points.
4, E d
mwwwﬂwww Pratt and Whitney as unrepresentative of the sazple in
5. na - Yot Available.
6. NA - Not Applicable, insufficient data available to indicate a trend.
Sources: Financial Post, March 12, 1983.

Financial Post, November 28, 1981
Corporate Annual Reports.
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lead to major problems of unemployment and resource
reallocation, especially in Southern Ontario. However, one
hundred years of inefficiency is no recommendation for another
ceatury of myopic Canadian trade policy. Vertically integrated
¥XEs can be discouraged by the development of Canadian-based
MiXEs.

1f Canada encourages the development of its own MIEs
waich build upon its CSAs in resources, energy and services,
then they will act as rivals to U.S.-based MiUEs. 3y building
upon Canada‘s natural CSAs both trade and investments will be
encouraged and promoted. R and D can be focused upon Canadian-
based MNEs, where this R and D builds upon the natural CSAs of
Canada. MNovel technologies in the energy, fish, food and
services sectors can be developed by Canadian MNEs, which can
gain markets in new global niches.

Such a strategy has been advocated elsewhere, see
Rugman (1984). It is a fitting antidote to the current
self-inflicted sickness observed in some sectors of the foreign
owned Canadian economy. That the patient has not yet died is a
tribute to the efficiency of MNEs, which survive despite the

poison of government regulations.

18

Footnotes

lFor a more sanguine view of the possibilities of
decentralization of R and D through a WPM strategy see Wolf
(1983) and Crookell (1983).

2The sample size is small at six for both subsidiary
and parent MNE. nm:nwoa should be used in interpreting the
data on exports to total sales. Yet as a mitigating factor
consider that both Canadian and american accounting coaventions
require disclosure of exports when thesae exceed 10 percent of
sales. Therefore the large number of firms not disclosing
exports presumably indicates in their cases that the ratio of
exports to total sales is less thaa 10 percent. Thus althcugn
the export to total sales percentages discussed may be
overstated for both parents and subsidiaries, they are suitable
for the group comparisons made here.

3These Canadian MNEs are: Northern Telecom, Canada
Packers, Noranda, MacMillan Bloedel, Abitibi Price, lolson,
Inco, Consolidated Bathurst, and Husky o0il.

4For R and D findings of a different nature, see Caves,
Porter, Spence and Scott (1980).

SThe good performance of the group of U.S. subsidiaries
in terms of R and D is all the more remarkable given the recent
chastening experience with the compulsory licensing of
pharmaceuticals in Canada. Recent government imposed
legislation to substitute the use of generic drugs for the
products of drug MNEs after a patent period of only three years
has led to the virtual cessation of R and D activity in the

subgidiaries of U.S.-based drug MNEs operating in Canada.
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