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ABSTRACT

This thesis examines recent transformations in international political economy. particularly the role
of the nation-state in responding to the challenge of competitiveness within a new world cconomy
characterized by globalization and technological innovation. Developing a typology of
competitiveness from a survey of four leading new theories of economic competitiveness, the thesis
presents a hypothesis that an evolving, post-fordist regime of accumulation shaping the new world
economy requires new means of state intervention in trade, foreign investment. innovation
promotion and other specific policy areas. Applying selected case studies of federal privatizations
in Canada under the Progressive Conservative govemments of Brian Mulroney fromt 1984 to 1993 —
a policy area central to the Mulroney Governments' neoconservative agenda -- against the typology
of competitiveness clearly indicates that when confronted with the conflicting imperatives of global
markets and economic prosperity, governments will likely choose to intervene to protect and
promote the latter rather than pay homage to the former. The results of the thesis' analyses challenge
the viability of neoconservative ideology and particularly the effectiveness of free market policies
to respond to the challenge of economic competitiveness in the new world economy, presenting a
renewed case for progressive and proactive state intervention.
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CHAPTER ONE

From_Crisis to Competitiveness

1. Introduction

This thesis will investigatel recent transformations in international political economy,
particularls,' the role of nation-states in responding to the challenge of economic compétitiveness
within a new world economy characterized by teéhnological innovation, flexible production systems
and the globalization of production and capital.! Each of these competitive challenges have forced
states to reassess traditional policy options for ensuring national economic security. Most relevant
to our analysis is the intens¢ scrutiny of the state's positive economic role, a role inspired by John
Meynard Keynes' critique of classical economic theory and pursued by governments in industrial
states following the Second World War. Long restrictgd to passivity by economic orthodoxy,
- governments in these states intervened to underwrite a compromise between labour and capital to
exchange increasing productivit_y fdr increasing real wages and full employment th.rou'gh
expmlsion'a'r-yl fiscal and monetary policies.> This opening chapter will review how .prol‘onged‘
economic‘ crisis in the 1970’3 and 1980's prov.oked governments in many ipdustrial states to replace
wﬁKeynesianism with néoc_bnsefvative policies intended to retrench the state in thel economy and
_ validatc; the traditional capitalist means of productidn. In this investigation, neoconservatism will

refer to the ideology of returning economic, social and political power back to the capitalist class,

1
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or "business” in the usual media or government language. Whitaker argues that this objective is
accomplished in part by recourse to neoliberal, laisser-faire economic policies due to the inherent
power of capital within the free market.” In the 1990's, neoconservative hegemony over public
policy and discourse is increasingly under scrutiny in Western industrial democracies as global
economic imperatives challenge the state's capacity to underwrite economic growth and prosperity.
Just as neoconservatives challenged the orthodoxy and ideology surrounding the positive cconomic
role of the state upon their ascendency, so must this ideology's wisdom be challenged as we
investigate what is the role and what are the limits of state intervention in the new world economy?
We will explore these topics in light of the transformation of the Canadian state's economic
role from the advent of Brian Mulrohey and the Progressive Conservative government in 1984 until
its defeat in October 1993. In this first chapter we will see that Canada_is a suitable case {or analysis
as it followed a similar economic policy path travelled by most post-war industl;ial states.
Immediately after the war, the federal government instituted a unique Canadian model of the
Keynesian cornpromise, expanding social welfare significantly until recession forced Pierre Elliot
Trudeau's Liberal government to res_trﬁcture the Canadian post-war settlement in the 1970's. Upon
© coming to power in 1984, the Consérvative government intended to reject Keynesianism and
institute a neoconservative agenda under the veil of "economic renewal" and in the service of
increasing Canadian competitiveness in a changing world economy. The challenge for this
diésertation is to determine if the Mulroney go?emmeﬂt stood behind its aﬁnounced faith in the
market while confronting the need to support Canadian economic competitiveness in key industries -
as a‘result of the &ansfonﬁaﬁon to a new world economy. EXtrapolating fiom the Canadian case, our

conclusions will suggest that contrary to the neoconservative ideological faith in the free market,



n
o
state intervention is required to support competitiveness and ensure national economic security in

the new world economy.

2. Post-War Economic Transformation

Our analysis of economic competitiveness and the role of the modern state begins with an
understanding of the transformations that have occurred in the world economic system from the
Second World War until present. Crisis and the internationalization of production have over time
resuited in an emerging new world economy which favours technological innovation and supports
oligopolistic competitioo on a global scale reducing the state's economic role relative to transnational
corporations, global finance and other new economic actors. This evolution has challenged the post- -
war liberal international economy, an economic system structured on autonomous states and
internally coherent national economies. Thus, in the emerging new world economy, the state is
presentled with the problomatic of economic and political sovereignty restrained to a space known
as the national écooomy, whereas production.and competition occur within a space beyond the reach
of the national economy.* |

Upon exiting the Great Depression of the 1930's and the end of the Second World War, the
international oconomy was gradually organized within a structure referred to by the French schoel
of regulation as Fo;disol. Comprised of an intensive regime of accumulation and a monopolistic
mode of regulation, the Fordist model of economic development transformed the wage relationship
to establish a coherency between mass production and mass oonsumption.5 Thio coherence was

stabilized by the consensus between capital and labour in which higher productivity was rewarded
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by higher real wages. The state facilitated this compromise through Keynesian demand management
policies such as social welfare and income redistribution programs, positive labour laws
guaranteeing the right to collective bargaining and an easing of the management of credit.® Between
1950 and the end of the 1960's, generally understood to be Fordism's "golden age", productivity
gains’ outpaced real wage increases resulting in steady and rising economic growth {(Appendix A).

The autocentric character of national economic development implicit in Fordism and the
presence of one hegemonic power, the United States, guaranieed the coherence of the international
economy in the post-war period.® The capacity of national economies to generate sufficient rates of
economic growth within the state's frontiers transformed economic relations amongst the industrial
economies to one of coexistence rather than competition. For example, Alain Lipietz‘ describes the
international economy in this period as a series of autonomous, juxtaposing yet compatible rcgiincs |
6f accumulation "differentiated by individual rates of growth and international insertion."® At the
same time, the United States possessed the power and the interest to impose the cultural, military
and institutional conditions under which the liberal international economy would ﬂourish.‘d The
carly 1970's are characterized by Michalet as "l'épanouissement progressif du régime d'accumulation
intensif dans le cadre de la modalité de regulation monopoliste encore en vigeur. . . "', the onset of
a crisis which signalled the transformation from the fordist, liberal international to the emerging new
world economy.”?

The advent of crisis and the restructuring of producfion and finance on a global scale, or
eéonomic globalization,“:s challenged firms to change their strategies for oligopolistic compcliliqn
and national governménts to reconsider ecqnomic policies. In drder to restore proﬁtébility;

transnational corporations and banks began to coordinate production and finance on a worldwide
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scale and deploy an international network of financial, commercial and technological resources."
Michalet observes that initial "multinationalization” strategies gave way to more sophisticated
strategies for competition as the process of economic globalization intensified. The global strategy
of the firm has evolved from or;e of coordinating an international network of resources to identifying
its competitive advantage vis-a-vis current and potential competitors and consequentially eliminating
them through mergers and acquisitions so as to become an instant world leader in a given market.
Bec_ause of its importance to this organizational strategy, global finance has estabiished itself as a
dominant actor alongside states and firms." Globalization has also fostered over time a restructuring
of production in favour of knowledge-intensive industries and so-called lean production systems.
Lean production systems, developed in Japan and popularized in the West mainly in response to
Japanese competition, require lﬂexible strategies of production to gain access to lower labour cost‘s,‘
iechnologies, skillé, production methods, suppliers and markets with w};ich firms can increase
economies of scale, develop new products and add more value to existing goods and services.'s
‘These strategies are incompatible with fordist continuous production systems, relying instead upon
innovation and global access to capital, knowledge, technology, and low labour costs.” Lipietz and
other new régulationistes suggest, that flexible production systems and advanced manufacturing and
information technologies are creating a new techno-economic paradigm'® and possibly a post-fordist
regime of accumulation.

The mobility of capital and the possible evolution of a post-férdist flexible regime of
accumulatiﬁn have redrawn the parameters of oligopolistic competition and over ﬁrne, increased
pressure for reduced state intervention.?® As crisis became allaparent in the West, the‘ fordist

compromise came under scrutiny.'21 By the mid to late 1970's, the international economy was
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transformed from one of coordination to a tenuous conflict between multinational oligopolies. which
sought to homogenize national economic spaces, and nations-states which sought to diﬂ'ercntiatc
their national economies’ in an effort to gain competitive advantage over others.*® In order to
redress the consequences of intemationalization and multinational coordination. states turned to
policies of neoprotectionism and trade measures to promote their national economies’ welfare at the
expense 6f others'? By the 1980's Laux argﬁes that neoprotectionism gave way to neoliberal
economic policies as globalization became "a premise for policy making, not a process to be resited".
Within this new para\digm political elites in industrial democracies increasingly argued that -
economic conditions at home must rival conditions offered elsewhere. Thus nations-states sought
"to improve the climate for investment" through privatization, deregulatiﬁn and other programs to
reduce the state's economic infrastructure replete with a growing focus on deficit redul(:tion.24 The
withdrawal of the state from economic intervention in this period was intelnsiﬁed by ascending
neoconservative regimes in advanced capitalist states most notably in the United Kingdom and the
United States.

The recourse to neoconservative economic strategies in industrial nation-states in the 1980's
was justified by a reactive, ostensibly neutral, urgency to align natibnai conditions along
international standards. Yet Ben Fine and Laurence Harris argue that the global economy could not
have come about without the willing interventiéns’ of these regimes to strengthen the market ét the
expense of the state and tha;t' dismantling the Keynesian state comprised an ideological mission to

reconstitute the traditional capitalist relations of production at home and abroad:
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The policies actually adopted by the New Right on the basis of ideclogy which these theories
inform is extremely interventionist. Instead of pushing back the boundaries of the state, the
New Right's policies are a shift in the character of state intervention in line with a changing
balance of forces and material interests.?

The neoconservative era is under scrutiny as states reassess policies and strategies in the post-
fordist era of global competition. For example, some governments are encouraging the creation of
alliances and other cooperative consortia for the purpose of developing national oligopolies able to
compete against rivals in global markets. The European Strategic Program for Research and
Development in Infbrmation Technology, more commonly referred to as ESPRIT, is an appropriate
example.® Such state strategies tb counter the consequences of competition reflect the centinuing,
dilemma of the state in the new world economy and expose what Laux refers to as the "limits to
liberalism”.*” From the onset of crisis in the late 1960's, production has increasingly favoured non-
traditional, knowledg;:—intensive industries 6rganized in a space more vast than national sovereignty,
posing a challenge to post-war national economic security. To counter this challenge, nation-states
increasingly require new strategies of insertion into the new world economy which promote the

| national economy"s capacity to compete globﬁlly in innovation-driven industries. Yet, the

ideological foundations of ‘neocon;er\lfatism constrain the state's cépacity to coordinate such
strategies. Thus, the need .for nation-states to ensure economic security through globél
corﬁpetitiveness means that the prevailing ideological foundations governing state intervéntion,
specifically laisser-*fain; capitalism, are increasingly being questioned. . We will briefly review the

 transition of the Canadian state throughout this period of economic transformation.



3. The Crisis and the Canadian Response

A. 1945-1984: TRANSITION AND CRISIS

In 1945, victory over Nazi Germany and Imperial Japan appeared imminent. Cn April 12,
1945, C.D. Howe, the federal Minister of Reconstruction, presented to the Canadian House of
Commons the White Paper on Employment and Incomes which outlined the plans of MacKenzie
King's Liberal government "for a rapid and smooth transition from war economy to peacetime

n2g§

economy."" The April 1945 White Paper accofding to David Wolfe, also marked the official
pronouncement by the government of its intent to institutionalize Keynesianism as the framework
for the next generation of federal economic policy.? The transition from fiscal orthodoxy to fiscal
stimulus and demand management in Canada commenced with the 1944 Throne Speech in which
the government declared that the primary objective of post-war economic policy would be "social
security and human welfare". In pursuit 6f this goal, the government committed itself to institute
a minimum of social security with regard to such matters as employment, nutrition, housing and
protection from unemploynient, the eﬁ‘eéts of accident, ill-health and old-age.’® Over the next two
| years the King government proceeded to establish a Department of National Health and Welfare and
distribute "family ajlowances"; legislate price-controls for surplus supplies of maritime and
agricultural commodities; implément the National Housing Act, the E%pbrt Credits Insurance Act
and create an "industrial development bank."*! Wolfe argues, however, that the Keynesian model

in Canada was founded upon specific assumptions, most notably that Canada was an open economy

specializing in the export of resource staples.® High lt_:vels' of employment and economic growth
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could only be assured to the degree that a liberal trading environment stimulated resource export
products, thus introducing a high level of instability into the Canadian model.>

The instability inherent in the Canadian model alluded to by Wolfe became apparent upon
the onset of crisis in the late 1960's. In the midst of crisis, Canada expericnced what Francois Houle
refers to as a "double crise” in which inflation was compounded by a manufacturing base insufficient
to adjust to increased global competition.>* At the outset of the first oil shocks in 1973, Canadian
industry was becoming decreasingly productive compared to the United States’. This is reflected in
both higher labour costs and, with the exception of automobile parts, decreasing manufactured
exports compared to imports. Decreasing productivity and an anaemic manufacturing sector
contributed to a deteriorating balance of payments and consequentially, increasing inflation and
unemployment.

In 1975, the Liberal government of Pierre Trudeau ofﬁcialdly rejected a renewed policy of
~ fiscal and monetar& expansion and focused on reducing inflation, implementing a statutory prices
and incomes policy. This policy aimed t.o ensure that Canada would emerge from the recession with
declining prices, especially compared to the United States.’® At the beginning of the 1980's,
declining GNP went hand in hand with increasing inflation and a sharp rise in unemployment.*® In
1981, Canada's merchandise trade surplus fell from a record USD 7.1 billion (2.7 per cent of GNP
in 1980) to USD 5.8 million with the ‘deﬁcit in manufactured goods risirig from USD 9.8 billion to
USD 12.3 billiop.” ‘BetWeen 1975 and 1981, Canada's current account on its balance of payments
- was éonsistently in a deficit of USD four billion. léetween .1 963 and 1982, thelc':urrent account was

in surplus for only five years. Finally, the transformation to a new international division of labour
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exposed a relatively unproductive manufacturing sector which was decreasingly able to attract new
investment (Please see Appendix B for relevant indicators).

The period of crisis in the 1970's and 1980's revealed the incapacity of the staples. impost-
substitution model to foster a competitive, export-oriented Canadian manufacturing industry.
Debate concerning solutions to this dilemma have historically fallen into the "nationalist camp" and
the "cont‘inentalist‘camp", each requiring broadly different roles for the state in the Canadian
economy. Williams explains that the nationalist school has traditionally focused on the deleteriﬁus
effects of foreign investment on Canadé's industrial development and called for the state to intervene
through an industrial strategy to reorganize and reorient the branch plant economy towards a
competitive export manufacturing economy.*® Various programmes for this approach have been
presenteci in the government sponsored Watkins and Gray reports of 1968 and 1972 respectively.”®
. The continentalist school has traditionally argued that the solution to developing a competitive
domestic manufacturing industry is to expose Canadian manufacturers to both the stimulus of greater
competition and the potential economies of scale through free trade with the United States.
Williams confirms however, that since the Kennedy and Tokyo rounds of the General Agreement
on Tariffs and Traéle (GATT), trade between the United States and Canada had become increasingly
tariff free. Yet, in the same period, Canada experienced worsening industrial employment and
balance of payment diﬂicu!ties‘“’. Regardless, Williams argues that the attractiveness of the
continentalist school is accdunted for byla number of reasons amongst ﬁhich is its status as the
purveyor of "the comfortable World of orthodox liberal economic theory taught to ci\lri] service

managers in most universities."*!



11

In response to the deepening crisis, the Trudean government opted for the status quo. Herb
Gray, the Minister of Industry, Trade and Commerce presented to Cabinet shortly after the 1980
federal election, an industrial strategy which identified foreign investment as the main barrier to a
healthy industrial economy. In response, Gray called for interventionist "regulatory mechanisms"
to overhaul the branch plant economy’s caﬁacity to manufacture competitive exports. The
government rejected Gray's approach and optéd for an industrial strategy which called for $440
Billion dollars of resource extraction "mega-projects” in which, according to _Williams, domestic
manufacturers would find their niche through producing inputs for industrial activity generated from
the government's investment. In other words, staples exports would continue to drive Canada's
economic development and manufacturing would still be focused on the domestic market *2 The
1984 election of Brian Mulroney~and the Conservative Party signalled the end to the status quo.
Immediately | upon coming to power, the Conservatives indicated their intent to reorient the
economic role of the Canadian state to it neoconservativg principles. In line with this direction, one
year later the government declared its intent to negotiate a free trade agreement with the United
| States, resolving the struggle for Canada's future economic developrﬁent in favour of neoliberal

continentalism.

B. 1984-1993: THE MULRONEY, AGENDA

- The ‘Conservatives came to power in the midst of recession, high unemployment, low
economic growth, decreésing productivityu, high interest rates and a burgeoning federal budget deficit
and accumulating public debt (Appendix C). The newly-elected govéMent argued that Canada's -

deteriorating prosperity-was the result of intrusive and expansive government intervention that was
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inconsistent with the new era of global economic competition. Instead, the times Arcquired a
commiﬁnent to policy changé "to ensure that Canada's private sector can become the driving force
of economic renewal in an increasingly competitive world marketplace."* The government outlined
a new economic decision making framework in the November 1984 fiscal and economic statement,
An Agenda for Economic Renewal. In it, the new Finance Minister, Michael Wilson, made it clear
that restoring prosperity was contingent upon reducing the federal government's budget deficit
which, in turn, was contingent upon reducing the overall scope of government in the Canadian
economy. According to the government, increasing deficits were responsible for high inflation and
high interest rates. These factors undermined the conﬁdence of business and the private sector in
the Canadian economy and thefefore presenfed the foremost obstacle to economic growth, Steadfast
to their commitment, Wilson declared before the House of Commons in 1984: "Because I believe
that deficit reduction is the key to rebuilding confidence and confidence is the key to growth and job
creation, the deficit must be our priority job for this yéar and for each year of our mandate."*

A review of successive federal budgets and othe_r official ‘documents .r‘eveals that the
Conservatives aimed to realize the strategy outlined in the 1984 statement as a program for restoring
economic competitiveness. 'For example, In the May 1985 budget speech, the Finance Minister
complimented his government's initiatives thus far which were designed:

. . . to free-up the entrepreneurial spirit of oui' citizens, to remove obstacles to productive

growth, to lower barriers to international trade, to control and reduce high deficits, and to let

the dynamism of our renewed economies produce jobs and opportunities for all.**
The govemfnent focused its first budget on establishing the framework, procedures and policies té

reduce waste, increase efﬁciency and reduce the barriers to private sector innovation. A Ministerial

Task Force on Program Review was struck to rationalize unnecessary government programs;. the
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government congratulated itself on replacing the ili-perceived Foreign Investment Review.Agency
with a new, liberally inclined agency, Investment Canada, signalling, in the Minister's words, that
Canada was onée again "open for business". The Finance Minister also tabled plans to eliminate
several corporate tax incentives and lower the tax rate so that this regime would "promote growth
and job creation by allowing investment to be allocated more efficiently.” As part of its plan to
stimulate growth and innovation, the government committed itself to rationalizing the array of
gévemfnent subsidies and regulations in order to "remove obstacles to growth, cut waste, improve
effectiveness, and make better use of limited resources.” * In the 1986 Budget, the government
confirmed that its deregulation initiatives had been most successful in transporta‘tion,
telecommunications, financial institutions and competition policy.”’ Asa corollary to deregulation,
the government signalled its intent to privatize Crown corporations "with a commercial value but
no ongding public policy purpose”.*®
In the 1985 budget, the government officially equated trade liberalization (interprovincial,

multilateral and bilaterai \Izvith the U.S.) with economic growth and jobs. Later that year the
- government entered into bilatérai trade negotiations with the United States. Sensing the rise of a
new era of liberal world trade and investment, the Finance Minister declared that the initiatives
announced in the 1985 budget must be pursued to enable Canada's exporters to become more .
competitive in global markets. Specifically, tax reform must continue and expenditures must
continue to decrease to reduce the deficit and consequentially inﬂation and interest rates.” By 1987,
the government confirmed that each of these ini_tiatives, including privatization, were "part of our
combrehensive program to achieve oﬁ central objective of improving Canada's international

competitiveness."*® The completion of the Free Trade Agreement (FTA) with United States in
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January of 1988 consolidated the efforts of the Mulroney government to reorient the dircction of
Canada's future economic development towards neoliberal, continentalist prescriptions.®

After reelection, the Mulroney government dedicated its second administration to Canada's
economic competiﬁveﬁess by building upon the free market reforms identified in the 1984 Agenda
Jor Economic Renewal an.d the 1985 federal budget. The plan to pursue competitiveness in a more
aggressive fashion is evident from the start. In the April 1989 Speech from the Throne, the newly-

elected government's first of four priorities was:

To build a strong economy, encouraged by incentive and opportunity, an economy fully
competitive among the world's trading nations and one in which all Canadians may share in
its challenges, risks and rewards.*

The government's concern is confirmed by the various editions of the World C‘onwe!itiveness Report,
an annual study of how "national environments are conducive or detrimental to the domestic and

E global competitiveness of enterprises operating in these countries."> Although Canada was ranked
as the fifth most competitive economy out of the 23 OECD members in 1991, Table 4.1 shows that
this ranking and its scores in each of the eight individual factors measured by the study (Appendix
D) deteriorated between 1991 and 1993.

In light of all of this, the Tories launched the Prosperity Initiative in October of 1991 which
was billed as a series of ongoing public consultations and industry analyses for the purposc of
developing "a consensus on a national action plan for the balance of the 1990's to be implemented
by gc;vemments, business, llabom' and individual Canadians."* In the discussion papers

| acc;)mpanying this effort, the Tories outlined their rationale and-approach to stimulating economic
competitiveness. According to the government, indicators revealed that up until this point, the

Canadian economy had not adjusted well to what Michael Porter has termed the "new competitive
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TABLE 1.]

Factors of Competitiveness: Canada's Rank (out of 23)

Competitiveness Factof 1991 1992 1993
OVERALL 5 11 11
Domestic Economic Strength 10 15 12
Internationalization 16 17 20
| Government | 6 11 1
I Finance ‘ 11 7 3
' I Infrastructure e | 2 3 5
" Management 1 15 14
Science and Technology 17 17 16
| Peopie 5 8 n ||
Source: ﬂ World Competitiveness Report (Geneva: IMD and the World Economic Forum,

1991, 1992 and 1993).

realities" of economic globalization, namely rapid innovation in technology and telecommunications,
the internationalization of production and investment and the transformation to knowledge-intensive
production away from production based on scale and volume.** The most significant indicator was
slowly decreasing growth in Canadian real income since the mid 1970's which was due most
_ particula:l){ to the slowing trend in productivit}lf growth. Reversing this trend and increasing
productivity thus apiaeared to be the key to ameliorating Canada's economic compétitiveﬁess and

restoring national income.%
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This broad review of the rhetoric surrounding the Mulroney Conservative government's
approach to economic policy indicates that the government aimed to increase economic
competitiveness in Canada by strengthening the free market at the expense of the state, We argue
that this approach was premised on an ideological vision of the market as the natural means of
economic (;rganization, similar to that held by neoconservative governments in the United States
under Ronald Reagan and in the United Kingdom under Margaret Thatcher. Others arpuc
differently. Keith Banting concludes that the fragility of the federal system presented economic and
political contradictions whiéh prevented the Mﬁlroney government from an assault on the Canadiaﬁ
welfare state. Banting's argument is premised on his observation that the legitimacy of the
Keynesian state in Canada is, historically, not the result of the classic compromise between social
classes, as suggested by Wolfe, but determined by the degree to which it can redistribute income
amongst regianal and linguistic interests. This legitimacy function is realized in Canada by
accommodating modes of executive inter-federalism and elite intra-federalism, each of which
integrate regional and linguistic representatives into the national social spending decision making
process.’’ 'Thus, Canada under Mulroney did not see a "revolution" like th‘ose experienced under
Thatcher or Reagan in which neoconsewative regimes attempted to fundamentally realign .thc
capitalist relétions of production through recourse to market fiberalism. Instead, Banting argues that
the economic goal of the Conservétive government was to preserve the viability of the welfare state
and therefore the legitimacy of the Canadian state through "incremental” cuts at the mﬁrgin, often
accomplished by the "politics of stealth."* |

- Others argue that the biggest challenge to the Canadian welfare state during this period was

not a government ideologically predisposed to it but a fiscal crisis that threatened to eradicate it.
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This line of reasnning suggests that thé Tories' approach to economic development during their frst
administration was a non-doctrinaire and practical response to "the imperatives of the Canadian
state". Andrew B. Gollner and Daniel Salée conclude that the severity of the fiscal crisis at the time
the Conservatives came to power meant that the government was "forced to consider cutting down
on its éxpenditures, reorient its various interventions and strategies or actions and review the
organization and management of its activities."® Stanbury, for example, concludes that fiscal
necessity and respansibility was the primary reason behind the Conservatives' privatization program:
Times change and needs change, so it is not surprising that the government's portfolio of
instruments of intervention needs to be pruned as a reflection of good management. Further

- there has been a shift in the composition of the public agenda, but it may not have as much

to do with ideology of a new government than a reaction to the severe recession of 1981-
1983.9° '

This study does not deny the reality of the fiscal crisis of the Canadian state in the 1980's,
nor the need for the Conservatives to react to it. Moreover, the stated goals of the Tory government
for overcoming this crisis, namely greater efficiency, higher productivity and privately fuelled non-
inflationary growth have been goals soﬁght by all post-war governments according to Michael
Prince.*' The fundamental difference 1s that the Tories appeared to favour the market to achieve
these. goals and tﬁereby abdicated political responsibility for the consequences. For example, In the
1985 federal budget, although Michael Wilson declared that the primary vbjective "was about jobs'.'
in this budget and every succeeding budget of theif two administrations, the government consistently
devoted itself to reducing the deficit, cutting expenditure through reducing its interventions in the
national economy by means of privati’zation, deregulation, expenditure reduction, lower taxés and
.liberal rade and investment regimes. These meaSllres, the Tories ciaimed, would create the

- conditions required to foster economic growth and increase employment. By linking economic
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growth and job creation to reducing expenditure and consequentially reduced state intervention, the
Tories appeéred to believe that government cannot pldy an effective role in creating wealth or
stimulating the markets. Based on this evidence, Prince concluded that "for the Mulroney Tories,
stopping the federal debt from growing faster than the economy is both a matter of ideology and an
inescapable reality that must be dealt with."® By the early 1990's, Robert Campbell concludes that
the government's focus on containing inﬂaﬁon through reduced expeﬁditure was part of a broad
neoconservative strategy that precluded any neo-Keynesian attempt by the government to provide
for full employment.5* Finally, the statements surrounding many of its earlier "framework” policies
reveal the Mulroney government's vision of the Canadian state that goeslbeyond an efficient and
fiscally prudent broker of social welfars. Economic policies clearly reflected a self-declared belicf

amongst the Conservatives that;

Government is not only too big, it also reaches too far into almost every corner of the
economy. It over-regulates some industries and over-protects others. In trying to facilitate
investment, government too often distorts it. Instead of encouraging strength, many actions
perpetuate inefficiency. Too often, government frustrates and discourages initiative.®*
The Mulroney Conservative governments intended to govern Canada under a
neoconservative program and it follows that the policies adopted by the government, including
privatization, are products of the neoconservative vision of the state's role in the national ecconomy.
Again, one could argue that these policies were a matter of necessiiy, a matter of government
reaching its fiscal ends as opposed to a matter of ideological preference. However the market, as we
recall from the observations of Fine and Harris, is not a neutral instrument of economic organization.

The market favours certain interests to the detriment of others and produces its own kinds of failures.

Regardiess of intent, privatization, deregulation and the other policies adopted by the Tories to
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strengthen the market at the expense of the state are "one way of altering the social contract without

saying so."¢®

Prince observes that upon coming to power, the Tories made it clear that their
economic priority was to restructure govemment interventions so that the market would be facilitated
rather than "hampered”. This was part of the grand commitment to economic renewal in which

economic growth and expansion were clearly favoured over the traditional goals of equitable

redistribution of wealth and income.5®

4. The Research Plan

In light of deepening economic recession, the American and Canadian electorates' rejections
of neoconservative regimes in 1992 and 1993 respectively, signalled a change in attitudes and
perceptions of government and the role of the state in facilitaﬁng economic competitiveness and
prosperity. The Clinton victory in the United States and the election of the Liberal Party in Canada
signalled to many that the ideological hegemony enjoyed by neoconservatism throughout the 1980's
in Canada and other leading industrial countﬁes can no longer be assumed. By no meaﬁs conclusive
given subsequent electoral vicfories by committed neoconservative parties in both .countries, the
1992 and 1993 election results are nonetheless indicative of the rethinking amongst business
ecoﬁomists and political economists that national insértion in the new world economy requires new

 definitions of national economic competition and commitments to nev;r forms of state intervention.5’
Underlying this new analysis is a critical shift in economiic theory away from comparative advantage
| paradigms, étheory preniised on the classical coricepts of perfect competition and price equilibrium

for naturally endowed commodities.®® There is now a growing consensus that ensuring economic
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security depends instead upon competitive advantage, which we will broadly refer to as an
economy's capacity to coordinate global factors of production and be more competitive than other
economies, regardless of natural efficiencies. The implication for our analysis of the role of the state
in the new world economy is that neoconservative ideoiogy and free markets are perhaps an
insufficient basis for competitive advantage and that the coordination of production in pursuit of this
policy objective may require state intervention.

The current reassessment of competitive advantage and the role o, the state is driven by the
emergence of several new theories of competitiveness. Each is premised on the author's unique
analysis of the constraints of the national economy within the global economy and therefore each
is premised on differing conceptualizations of competitive advantage. While the premises for
intervention and the degree and scope of suggested state activity vary, each of the theories propose
a renewed commitment to state intefvention in order to foster economic competitiveness. The new
competitive theories challenge the hegemony of neoconservative ideology, its faith in the free market
and conseciuenﬁally, the minimalist role it affords the state in the national economy. Drawing upon
the models presented in this literature, this thesis will argue that, neoconservatism, and in particular,
ideological adherence to the free market, is not a sufficient basis for economic competitiveness.
Conversely this thesis will argue that state intervention is integral to any strategy designed by
governments to either create or protect the economy's competitive advantage.

| We will develop the study's core argument through a survey the new theorjes of
competitiveness in chapter two. Before moving to survey these theories, the study's core concept,
"competitive advantage” needs to be discussed. There exist several definitions of competitive

advantage in the literature. Each entails its own vision of the appropriate form and content of state
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intervention in the national economy. For our research purposes, we will not stipulate a definition
of competitive advéntage. Rather, after a review of the literature in chapter two, we will devise a
typology of state interventions and it is this typology which will form the basis for further case
study analysis of the Mulrorey government's approach to competitiveness in Canada.

In Chapters three and four we will focus‘our attentions on the préctices of the Canadian state
to determine whether or not the Conservative governments of Brian Mulroney acted out their
neoconservative agenda or used state intervention to pursue competitive advantage. We will select
one area of policy closely associated with this agenda - privatization. We will see that the
government privatized several CrQwh corporations consistent with its ideological commitment to
free-market capitalism over the state. However, contrary to the ideology of its neoconservative
agenda, we will see that in the course of implementing the divestitures and afterwards, the
government employed state intervention to i‘egulatc the firm's behaviour and realize policy objectives
following privatization. Confronted by the need to ensure economic security in the face of the new
realities of global cémpetiﬁon, we will argue that these interventions were aimed at creating and
.protecting Canada's cdmpetitive advantage in new world eqdnomy industries cﬁmacteﬁzed 'by
innovation ahd knoWledge-mtensive investment and R&D. We will proceed to develop micro level
case studies to test this secondary hypothesis. Specifically, we will analyze the Tories' privatization
of tlllree Crown corporations in the globally competitive aerosﬁace, .biotechnology and
telecommunications industries and their consequential reinterventions into the market following
each one of the pnvatlzatloxlls We will ﬁnd that the federal Conservative government dlsregarded
its ideological commitment to lalsser~fa1re liberalism through means of i intervention including a.

variety of policy instruments and state actors. Indeed when it came time to put their faith in the
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market to the test, we will see that the Mulroney Conservatives chose to pursue state interventions
consistent with some of the programs identified in chapter two which are designed to protect and
promote strategic industries and firms. The material from the case studies and the typology from
each case study will lead us to confirm, that despite ideological commitments to neoconservative free

market policies, state intervention is integral to the pursuit of competitive advantage in the new

world economy.

5. Conclusions

The purpose of this study is to investigate the role of the state in .the current era of global
economic transformation to a new world economy. .In an age where even the‘ relevancy of the state
as a coherent, sovereign unit is being reexaﬁﬁned, such an investigation is crucial.®® In this chapter,
we situated this problematic within a broad survey of the post-war economic transformation from
prosperity to crisis to competitiveness. We observed that as crisis ensued within industrial
democracies in the 1970's and 1980’5, the fordist-Keynesian approach to economic development was
not a suitable reference for sfate intervention in the post-fordist era of global competition, ﬂexible‘
specialization systems and technological innovation. Although the crisis of the i970‘s and 1980's
signalled a transformation to‘ a new international division éf labour and a possible new regifne of
accumullation, instead of adjusting modes of regulation to accommodate the new global ecpnomic
realities, we observed a risiﬁg neoconservative hegemony wﬁich souéht to eliminate state
intervention as the preferred means of exiting the crisis and re.storing national econdmic pfos_perity.

Following this broad survey of post-war global economié transformation, we turned to an analysis
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of the changing rolé of the state in one national economy, Canada. We al.o observed in this chapter
that the federal Progressive Conservative governments of Brian Mulroney from 1984 to 1993
favoured a neoconservative strategy to reduce the role of the state in the Canadian economy.
Tempered in their ideological pursuit by the unique political realities of Canadian federalism and
provoked to reexamine the role of the state in the Canadian economy by unsympathetic fiscal
realities, we observed that the government's policies to exit the crisis, restore prosperity and increase
competitiveness were based on faith in the free market.

The ongoing transformation to the new world economy continues to challenge nationz;l
governments to reassess state strategies for economic prosperity in the 1990's. The new realities of
globai competition -- the mobility of capital, rapid technological innovation and the diffusion
flexible pfoduction systems --mean that national governments must adjust economic policies in
pursuit of competitive advantage instead of comparative advantage. The balance of ﬂﬁs study will
address our argument that state intervention is required to support national economic
competitiveness, coﬁtrary to the hegemonic ‘power of neo‘conservative policy prescriptions in
industrial countries over the past decade. We shall justify this argument by reference to several
leading new theories of competitiveness and then test it by means of an analysis of the Mulroney
government's privatization strategy. By focusing on the Canadian Conservative government's policy
decisions and actiggs in ﬁee privatization case studies, we will observg how a governmenf
committed to neocon'f;ewatism reacfed to the imperatives of global compétition. This research will

confirm a disregard for free market, laisser-faire polices and a recourse to state intervention, however

variable in form in each case. We will conclude by situating our findings within the current context



24
of North American politics, an environment still dominated in some jurisdictions by extreme

neoconservative parties.



CHAPTER TWO
The New Theories of Competitiveness

1. Introduction

The central argument of this study is that neoconservatism and free markets are not a
sufficient basis for .economic competitiveness and that state intervention is necessary to ensure
competitive advantage in the new world economy. Our reassessment of the state in the new world
economy is theorized by reference to the work on competitiveness by Michael Best, Michael Porter,
Robert Reich and those economists known collecﬁvely as Strategic Trade Theorists (STT). This |
chapter will determine the degree to which each of these theories of competitiveness advocate state
intervention as a methpd of achieving competitive advantage. To begin this process we will
- summarize comparative advantage theories of national économiC'specialization. We will see that
cbmparative advantage theory is premised on the concept of perfect competition, confining economic
spécialization to the classical laws of market equilibrium. .Relying primarily on Schumpeter's
critique of the classical approach, we will argue that national economic specialization is not
beholden to the market and that indeed, the state may be expected tc coordinate a response to
multidimensional and complex global challengeé. This analysis will set the stage for a deeper
analysis of the new theories, and their respective concepts of competitive advantage as an approach
to national economic specialization and the role of the state in this process.

25
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Although there is a broad consensus amongst the theories as to what determines competitive
advantage and the viability of the state in the process, thefe is no broad consensus as to how exactly
the state should intervene to achieve it. For example, Best, Porter and STT focus on the national
economy's ability to create value as a measure of the success of national firms, industries and
industry sectors. Reich, in opposition, argues that in the day and age of the global firm, there is no
such thing as a national economy as determined by so-called national firms. Instead, the true essence
of the national economy is the nation's citizens and their capacity to add value to the global
economy. Reich therefore introduces a radically different concept of the national economy and
consequentially, proposes a significantly different pattern of policy interventions. 'Similaﬂy, there
is no consensus with regard to the appropriate' scope of state intervention. For example, Porter and
Reich focus on the need for macroeconomic interventions while Best and strategic trade theory
concentrate on the efficacy of microeconomic interventions. Instead of imposing a single definition

of competitive advantage, we will divine the principal means of intervention associated with each
theory ‘in our sample and place them ona typology according to three criteria: neoliberal, dircét or
moderate.! Means of intervention characterized as neoliberal indicate that the invisible hand of
market forces, not the visible hand of the state, is to determine the allocation of resources. Direct
means are relatively coercive in that their intent is to harness the command/control powers of the
state to determine whét will get produced, where and for whom. These may include iegislalion,l
regulations reéhicting competition or barriers to trade erected through tariffs or non-tariff barriers.
Finally, moderate lﬁeans of intervention combine the power of the state to command the economy's

resources along with the allocative efficiencies determined by the market. These means of
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intervention could include subsidies, grants, tax and investment credits and any other combination
of financial incentives.

The review of the theoretical literature on economic competitiveness will thus serve two
functions. First it will support our initial hypothesis that state intervention in the market is required
to protect and promote competitive advantage. Secondly, we will use the typology to compare our
case studies in the subsequent chapters. There we will test the hypothesis by evaluating the degree
to which the federal Conservative government from 1984 to 1993 employed neoliberal, statist or
mixed modes of intervention to promote Canadian competitiveness in three new world economy

industries.

2. Comparative Advantage Theory

Neoconservative orthodoxy concerning nationgl economic specialization is rooted in the
classical school of Eighteenth and Nineteenth century liberal political economy which finds its
origins in the literature of Adam Smith, David Ricardo, Thomas Malthus, James Mill élnd his son,
John Stuart Mill.* Extending the principal of free exchange to the study of specialization between
regions, this body of classical literature proﬁoses that free trade will benefit trading partners equally
as co.mpetiti__or'l will compel each economy to err;ploy scarce resources as efficiently as possible.
Under free l:‘ﬁ;zde, economies will specialize where they possess an advantage relative to other
economies by virtue of production costs, eXporting goods which can be produced for less cost than

what it would cost the importing nation to produce the same good at home and vice-versa.?
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Differences in production costs between regions forms the basis of comparative advantage theory,
the earliest antecedent of which is Adam Smith's theory of absolute advantage:

Under free trade all goods will tend to be produced in those countries where their absolute

real costs of production are lowest. Countries will tend to export those goods that can be

produced at lower real costs at home than abroad, and to import those goods that can be
produced at lower real costs abroad than at home.*

Ricardo refined Smith's relatively crude modei of absolute advantage and introduced a higher
level of sophistication to the study of comparative advantage by applying the labour cost theory of
production.® According to Ricardo, the basis of uade between regions is the labour cost of producing
one product in comparison to the labour costs of producing another product. Even though a national
economy may possess an absolute advantage across a range of goods relative to other economies,
countrigs will tend to specialize in those industries in which it is more productive in comparison to.
other domestic industﬁes.6 For example, in his grand interpretation of Ricérdo's theoretical model,
Sarﬂuel Hollander writes, "The fundamental condition for trade is the existence of comparative

| advantage in productivity from country to country."?

Ohlin and Heckscher much later criticized and. refuted Ricardo's labour cost theory as the
basis of comparative advantage and proposed instead that the cost of labour and other factors of
production, namely capital and raw materials are determined by their relative prices. These factor
prices are ultimately defennined by their relativé supply in each region and the demand for thém in
each region. | While Ohlin-Heckscher support | Ricardo's - principal assumption that relative |
productivity costs form the basis of trade and specialization between regiqns, the OH model argues

that these costs are a result of commodity prices which are determined by the relative supply and

demand for the required factors of production. According to Ohlin: "Nothing less than a
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consideration of all the elements that constitute the price mechanism . . . can adequately explain the
nature of interregional trade."®
The price theory of comparative advantage is premised on a number of questionable
assumptions when compared to capitalist production and specialization in the new world economy.
The Ohlin-Heckscher model is first a "double model" based on only two of each main variable: two
commodities, two countries and two factors of production, primarily capital and labour. It also
assumes that thé techniques of producing identical goods are the same in both countries. Finally,
the Ohlin-Heckscher model also assumes perfect competition in both markets, and it naturaily
follows, free trade between the two trading regions.” Perfect competition as described by Joseph
Sc;humfaeter is premised on the law of marginal costs developed by Alfred Marshall and Knut
Wicksell. This model holds that the capitalist will expand output "until the point at which the
additional cost that must be incurred in order to .produ_ce another small increment of product
(marginal cost) just equals the price they can get for that increment. . . .""® Schumpeter explains that
“where this is so, there exists a state of equilibrium in which all outputs are at their maximum and
all fﬁctors are fully employed. This case is usually referred to as perfect competition,!*
Schumpeter argues that perfect competition exists in the realm of economic fantasy. Hardly
a matter of responding passively to thle abstract law of marginal costs, production is a study of profit
maximization whi.ch has historically involved "a sequence of moves and countermoves, an indefinite
state of warfare between firms.""? To understand capitalism, Schumpeter argues, is to envision it as
‘an "evolutionary procéss"., a struggle not to administer existing structures, but to destroy oid ones
and create new ones. The geist driving this process is what Schumpeter refers to as creative

destruction or "the process of industrial mutation . . . that incessantly revolutionizes the economic
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structure from within, incessantly destroying the cld one. incessantly creating a new one."" Creative
destruction fundamentally chailenges price competition as the basis of economic specialization. Just
as Ohlin and Heckscher reversed Ricardo's theory of comparative advantage, arguing that
productivity costs are determined by factor prices, so to does Schumpeter turn the Ohlin-Heckscher
model on its head, concluding that price is not determined by the market but that the market is
determined by pricing and other deliberate competitive strategies:

- . In capitalist reality as distinguished from its textbook picture, it is riot (price) competition

which counts but the competition from the new commodity, the new technology. the new

source of supply, the new type of organization... competition which commands a decisive
cost or quality advantage and which strikes not at the margins of the profits and the outputs
of the existing firms but at their foundations and their very lives."”

Schumpeter's critiﬁlue remains extremely relevant to our currenf analysis of the role of the
state in pursuit of competitive advantage. The theory of creative destruction suggests that cconomic
decisions do not adhere to the abstract laws bf market equilibrium but are the result of deliberate
attempts to reshape the market through innovation. In chapter one we identificd technological
innovation as an enabler ﬁf corporate competitiveness, a process through which firms and workers
produce supérior quality goods and services, faster and cheaper than firms and workers in other
ecoﬁomies. Yet innovation, as Schumpeter established and as our analysis of tﬁe new compelitive
theories wiil confirm, is not necessarily the resuif of allocative efficiency but requires strategy,
planning and coordination, activities whicﬁ do not always obey the market.'?

At the level of the national economy, competitiveneés reveals itself in the pursuit of
specialization and insertion in the new world economy. Globalization has reversed the rules in this

new order, challenging countries to compete against each other in search of advantages relative to

corporate strategies, whereas in the previous order, firms would compete against each other for
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access to bountiful resources in privileged nations. While globalization has changed the rules of
national cconomic specialization, it has not left the state powerless in its wake. Indeed the centrality
of knowledge, innovation, strategy and coordination to the new competition suggests that state
intervention mzy be used by national governments to secure its own advantages relative to other
national economics.'® The th=ories of new competitiveness will support our central argument that
the state and its institutions are required to intervene in the globalization p.ocess in pursuit of

competitive advantage.

3.The New Theories of Competitiveness: Competitive Advantage Strategies

This brief survey will reveal variations among the theories concerning appropriate degrees
of state intervention in pursuit 6f competitivé advantage. After reviewing these options, the next
part of the chapter will reveal similar variations concem'ing the means of intervention governments
should employ to either create or protect competitive advantage.

A. MICHAEL PORTER -- NEO-RICARDIA_NISM

Michael Porter is one of the first business €CONomists to develop and give currency to the
concept ofl competitive advantage, devoting a large volume to it entitled The Competitive
Advantage of Nations. In this book, Porter studies how firms from ten advanced trading .
economies succeed in global competition against rivals from other nations. He concludes that
competitive advaﬁtage is a direct result of the firm's capacity to compete in innovation-driven
industries in a more productive fashion than industry rivals. The competitive advantage of nati'oﬁs "

is therefore contingent upon the presence of innovation driven, highly productive firms within the
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national economy which are able to compete successfully against industry rival firms from other
naiions."

Innovation and productivity are the pillars of Porter's theory of competitive advantage
which renders it a neo-Ricardian approach to a contemporary analysis of national economic
specialization. Indeed, Porter updates Ricardo's theory of comparative advantage to account for
the internationalization of production and investment, worldwide sourcing and the role of
technological innovation in firms' strategies. Specifically, he writes: "My perspective is Ricardian
in that I view trade (and foreign investmenf ) as detérmined by productivity differences, here
broadened from Ricardo's theory [of comparative advantage] to include differences in technology,
factor quality and methods of competing."'®

Having determined what constitutes the competitive advantage of natiohs, Porter's mission
is to determine why firms from some nations are more able to achieve and sustain competitive
ad‘}antage in their industry than firms from other nations.” The solution resides in "four broad
attributes” which transmit the forces to upgrade what is produced and how, as well as the insight
and tools needed for competitive alcivant.age.20 These four determinants, which when combined,
create what Porter refers to as a national "diamond". Briefly these four determinants consist of:

i Factor Conditiors: The nation's position in factors of production, such as sklllcd labour
or infrastructure, necessary to compete in a given industry.

'

ii. Demand Conditions: The nature of homé‘c__ln__e_mand for the industry's product or service.

iii.  Related and Supporting Industries: The presence or absence in the nation of supplier -
industries and related industries that are internationally competitive.

iv. Firm Strategy Structure and Rivalry: The conditions in the nation governing how
companies are created, organized and managed, and the nature of domestic rivalry.?*
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The diamond’s systemic and interdependent nature is manifested in the clustering of competitive
industries which are defined as industries linked together through various relationships.2 One
competitive industry helps to create another in a mutually reinforcing process. For example, such
an industry is often the most sophisticated buyer of ihe products and services it depends on. Its
presence in a nation becomes important to developing competitive advantage in supplier industries.
As an example of a competitive cluster, Porter cites American leadership in complex logic chips
which in turn are used in computers, telecommunications equipment and deft?nse electronics,
which are all industries in which U.S. firms are competitive.?

The tole of the state and economic policy in the process is to create an environment
conducive to innovation and upgrading and therefore rising productivity.** Government policy
must therefore be assessed for its influence on the diamond as its determinants ultimately shape |
the environment in which the nation's firms will achieve and sustain competitive advantage, or

~wither away. For example, in the determinant of firm strategy, Su'ucmre and rivalry, Porter
advises us that "few roles of govemmént are more important than ensuring vigorous domestic
‘rivalry."® This 6bligation ultﬁnately requires that the state intervene to establish é liberal climate
for trade, investment and innovation. These measﬁres will contrast sharply with the more directly

interventionist tendencies advocated in the theories which will follow.

B. STRATEGIC TRADE THEORY
For a radically different approach to the issue of competitive advantage and the role of the:
state in the process, we regroup a number of economists who have elaborated an approach to

economic analysis known as strategic trade theory. The initial premise of strategic trade theory
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is that trade and competition in the global economy are characterized not by the classical concept
of perfect markets but instead by imperfect markets. Market imperfections are caused and
manifested by the potential for economies of scale and the dynamics of technological innovation.
Each of these render untenable the concept of trade as tied to immutable factors of production and
as competitively regulated.?®

The second premise of strategic trade theory is that as a result of imperfect competition,
certain firms, industries or industry sectors ave "strateéic" to the interests of the national economy
by virtue of their potential for generating economic "rents” or external economies. Paul Krugman
defines rent as "pajrment to an input higher than what that input could earn in an alternate use"
be it wages for labour or return on capital investment. External economies, more commonly
referred to aé spill-overs, are defined as a benefit from one activity "that accrues to other
individual firms than those lengaging in the activity." The theory posits that an activist trade
policy which seeks to protect and promote the industries iﬁ which these benefits appear may raise
national income.” | | o

Laura D'Andrea Tyson argues that strategic trade thebry is most relevant to state po]icies
that seek to protect and prc'iinote national interests in high-technology industries. Tyson defines
these industries asl,thos: "in which knowledge is a prime source of competitive advantage for'
~ producers who in turn make large investments in knowledge creation. "% These industries account
for 60 percent of .all ihdustrial research and development (R & D) in the United States, therefore
genemﬁhg substantial national and local spill-over benefits. ,Thesé industries are also associated

with higher than average levels of productivity and wages.” High technology industries are
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therefore clearly associated with the strategic possibilities identified by Krugman and perhaps
merit protection and promotion through an "activist" trade policy.

Tyson, Chair of American President Bill Clinton's Council of Ecbnomic Advisors,
recommends a policy of "cautious activism" which she describes as a defensive strategy of
protecting and promoting America's interests in high technology industries amidst the efforts of
competing states to do the same. As we will see, cautious activism provides for a directly
interventionist trade and industrial policy which seeks to ensure market accesé for the nation's
high technology producers and protect them from unfair trading practices such as dumping and

at the same time promote their viability as global competitors against foreign rivals.

C. MICHAEL BEST -- STRATEGIC INDUSTRIAL POLICY
o In his book The New Competition,‘ economist Michael Best proposes a theory of the
organization of production which posits that competitive advantage is determined not by the
manner in which the nation allocates its economic resources, but the degree to which it organizes
- them so that production is targeted at achieving a strategic advantage over rival firms. While the
“onus is upon t‘ms to transform their production practices away from the Taqurist methods of the
0ld Competition, thé state can accelerate this process through a strategig; industrial pblicy.?“
Inspired by Schumpeter's theory of creative destfuction, at fhe foundation of Best's new
competition theory is the "enu‘epreneurial firm". The entrepreneurial firm, in con&ast to the
TayloriSt firm,*' values innovation over allocative efficiency; instead of continuity it is dédicated
to continuous_ impi'overhent in procesé in the pursuit of superior product performance and

quality.’ Once innovation and continuous improvement govern the relationship between firms,
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price competition cannot determine inter- and intra-sectoral arrangements. In the new competitioﬁ,'
they are shaped by what Best defines as consultative coordination and cooperation. For example,
instead of delineating specific products and choosing suppliers on the basis of which ones can
provide these products at the lowest cost, the entrepreneurial firm, in coordination with a limited
~ number of suppliers distributes desired product functions and works with these firms to develop
a superior product.® - |
This discussion atternpts to illustrate that in the new competition, competition within the
industry sector is neither peffect, nor solely competitively regulated. Instead the new competition
includes many inter-firm practices and extra-firm égencies “each of which facilitate inter-firm |
cooperation.” Examples include trade associations, apprenticeship programs, labour education |
facilities, joint ‘marketing arrangements and regulatory commissions. In some céses these may
include market C(I)ordination arrangements such as cartels. The idea of a sector as more thén a
~ collection of autonomous firms, and of iﬁter—firm relations as involving more than price
competition, suggests that both competition and cooperation are inherent in the entrepreneurial
firm's formula lfor success.’ Strategically managed inter- and intra-sectoral arrangements are
informed by Edith Penrose's vision of competition as both God and the devil.> As Best explains,
"what distinguishes the New Competition from the Old Compétition is ndt an awareness of this
paradox of competition, but the institutional capacity to turnl the.‘ parado:% to advantage. "
According to Best, Japanese industrial policy indicates how to administer the New
B Competmon, jts purpose being "to promote Schumpeterian competmon and (collective)
entrepreneunal firms."¥’ Thus in Japan, the crltenon of enterpnse success is not allocatﬁe

efficiency but strategic advantage; the criterion of economic success is not optimal resource
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allocation but the continuous reallocation of resources towards higher value-added production
processes and sectoral compositions. Best explains that "government is guided by a
Schumpeterian accumulation (which presumes markets are instruments of growth) and not an
allocation efficiency orientation (which presumes that market "interference' is bad).® The
presence of strategic institutions for the purpose of shaping market forées cannoi be accounted for
within the paradigm of comparative advantage. Instead, economic decision making should be
guided by competitive advantage.®® For example, Japanese policy makers do not choose to
specialize according to measures of relative resource endowments but to maximize growth by
specializing on those sectors where competitive advantage through organizational superiority can
be achieved. This strategy requires information not found in factor prices but drawn from a
comparison of the organizational strength and weaknesses of foreign firms sector by sector.®® It
also involves a number of direct and moderafe interventions on the part of the state and its

institutions which will be reviewed later in this chapter.

D. ROBERT REICH -- POSITIVE ECONOMIC NATIONALISM

The theories surveyed up to this point agree that competitive advantage results from the
presence of national firms in high value-added, knowledge intensive industries which are more
suc;cessful in global competition against rivals from other nations. Reich concurs with the
- centrality of knowledge intensive mdustnes in national economic success, but rejects the national
firm as the source of t]ns success. RClCh argues that the globahzatlon of production, finance and
tpchnology has de-linked firms from their economies of origin. The concept of the “national

- champion" or what he refers to as the domestic core corporation is invalid. Instead, the state must
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look to other sources of value, productivity and innovation to achieve competitive advantage
namely the skiils and capacities of its citizens.*!

The core of Reich's argument is premised upon his vision of the organization of production
in the high value-added global economy. Reich characterizes this structure as a series of
"entrepreneurial webs" which are developed and coordinated by symbolic analysts: "strategic
brokers" which weave so-called "problem identifiers” and "problem solvers" into the web's nexus.
Symbolic analysts in the form of strategic brokers, problem solvers and problem identifiers may
be individuals, firms, consortia or corporations. What unites them is that each is able contribute
the most value to a product through its superior knowledge, skills and technology.** The global
economy is the extrapolation of entrepreneurial webs to a conglomeration of "global webs." The
malleability of these configurations severs them and the goods and services they produce from any
national identity. Specifically he writes: "National champions are everywhere becoming global
webs with no particular connection to any single nation."* What remains constant in the global
web is that profits and power ﬂow to the organizations and individualé capable of con;ributing the
most value to it through spperior knowledge, skills and technology.

The de-linking of the firm from the national economy is of central importance to Reich's
theory of economic competitiveness. ‘Economic prosperity is no longer mediated by the success
or failure of domestic co.re corporations. Instead, compétitive advantage is the product o_f the
capacity of its citizens to contribufe superior value to the globai web and therefore weave the
national economy within its more strategic and powerful layers ¥ Therefore, natibnal

governments must begin to reassess the premises of national economic policy, a process which
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must be guided by asking, for any given product, "which nation's workers have gained what sort
of experience equipping them to do what in the future ?"%

In order to establish the foundations for a new competitive advantage, Reich offers a
program of positive economic nationalism. According to this concept: "Each nation's citizens
take primary responsibility for enhancing the capacities of their countrymen for full and
productive lives, but who also work with other nations to ensure that these improvements do not
come at the other's expense."*® The new nationalism advocated by Reich eschews zero-sum
strategies of nec-mercantilism and protectionism which, while marginally improving the welfare
of a state's own people, will ultimately damage the condition of others elsewhere and will
ultimately come full circle.

Positive economic nationalism also rejects what Reich terms laisser-faire cosmopolitﬁnism
which opposes zero-sum strategies but seeks to consolidate the global position of the symbolic
analy_s; as a new social stratum through conservative social and neo-liberal economic policies.*”

‘Rather, positive economic nationalism seeks to realize a virtuous circle of prosperity on a national
and gloﬁal scale. The fundamental role of the state within this agenda is to broker a new
consensus by which citizens agree to reduce barriers to global trade and investment in return for
the meéns to meet the resulting dislocations with a renewed sense of security. To this extent,
Reich offers 2 number of strategies which we willr_ come to afier a review of the means of

intervention associated with the first three new theoies of competitiveness.
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4. The New Theories of Competitiveness: Means of Intervention

Of the three firm-centric theories of competitive advantage, the means of intervention
associated with strategic trade theory are the most directly interventionist. According to this theory,
the imperfect nature of markets in the current era of global competition renders it desirable for state
strategies to affect market outcomes in the interests of national firms. Tyson, for example, hrgues
that this is especially true within the global high-technology, knowledge intensive industries where
intense competition and prevailing practises 6f intervention elsewhere oblige national governments
to employ activist trade and industrial policies to protect and promote the interests of their national
producers.

An activist tréde policy includes measures to promote market access for national producers
and to deter the unfair practices of foreign producers. In the first case, Tyson supports the United
States government's imposition of Section 301 of its trade legislaﬁon and its "temporary "Super' 301
variant." This practise is regarded as controversial because it bestows upén the United States the
self-given right of stepping outside of the multilateral codes of the GATT and 'unilaterally defining
Iits own list of unfair trading practices; to determine on its own when a trading partner is in Qiolation
of these practices; to demand direct negotiation with U.S. representatives to addréss them and if
necessary to threaten and impose retaliation to realize its objectives. Tyson acknowledges the
criticism of this trade policy instfument as "unilaterally aggressive" but argues in response that in
a world of structural trade barriers to which the GATT doeé not directly lspeak, the United States

does not possess an alternative.*®
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In terms of negotiating access to markets Tyson argues that efforts in this area must focus
on the outcomes of opening markets as opposed to the rules of the process. The preferred tool for
realizing this objective is the voluntary import agreement (VIA) which establishes identifiable
targets for how much of competitor A's market will be satisfied by imports from competitor B.
Tyson advocates the VIA over the voluntary export restraint (VER) as in her opinion, the former
seeks to increase trade and competition while the latter, by establishing limits to trade is inherently
protectionist and anti-competitive.*’ |

In the second case, countervailing duties (CVD) are the most common remedy employed by
governments to redress unfair trade resulting from unfair subsidization. The problem with these
measures are many, the most important of which is that while possibly deterring future
transgressions by foreiga firms and governments, the CVD does not address the viability of a
nation's own competitors in any given high-tech industry. For example, Tyson argues that the CVD
should be replaced or lcomplimented by a series of countervailing subsidies (CVS) that seek to rectify
unfair subsidization by offering the same assistance at home that the nation's competitors receive
abroad.*® |

The CVS is one of the measures contained in a larger domestic policy fespons_e to protecting
and promoting the interests of domestic high-tech producers in the midst of "unfair" trade and
competition and is meant to work in tandem with an act_ivisi trade policy. The challenge of the
domestic policy response, more commonly referred to outside the U.S. as an industrial policy, is to
address competitiveness in high-technology industries through policies at home rather than thfpugh
trade pelicies which concentrate on_attémpts to influence external actors. The approach advocated |

by Tyson ultimately involves investing in some technologies at the expense of others thus picking
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"winners" and by consequence "losers." A constant criticism of industrial targeting is that it is a
process which is open to political abuse. In order to avoid political excess, Tyson advocates a
"cautious activist" approach. This approach is limited to sector-specific measures in industries or
technologies that can be characterized as beneficial in terms of high productivity, wages, return to
capital or in terms of spill-over effects. Finally, the cautious activist "prefers” industrial policies that
take the form of funding for cooperative, pre-competitive R & D consortia "wherever possible."*!
Tyson's prescriptions for the regulation of foreign investment further elaborate the strategic
approach to trade and industrial policy. In keeping with her conclusion that high-technology firms
are beneficial to the nationai economy, any investment which seeks to foster the development of
these firms is positive, Tysop qualifies this position, however, when she delineates investments and
acquisitiqns by privately owned firms and state-owned firms. In the latter case national interests as
opposed to market incentives may motivate the decision to invest which may be at odds with those
of the host nation.? Whether the investment is made by a public or privately owned agent, any
purchase that will ihcrease industry concentration and Fedﬁce competition, especially in sensitive
input industries such as energy and electronic éomponents, could result in higher prices for domestic
-consumers and manufacturers who use these products and limitations on timely access to these
inputs because "foreign suppliers can restrict the market options and impé.ir the market performance
of their American rivals." In either 6f these two scenarios, Tyson recommends "that investment
should be carefully reviewed and in some cases blocked altogether in favour of a national solution,"*3 1
In The New Competition, Best concludes that governments should adhere to four principles
- when devising strategies. His policy priorities e;re the successful balancing of coordinatfon and

competition and emphasis on strategy over planning and on sectors opposed to. firms. A review of
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the Japanese government's approach to strategic industrial policy provides an indication of the
possibilities and constrzints associated with Best's model.** Industrial policy in Japan can be
summarized as the targeting of industries and technologies and the deployment of protectionist and
trade policies to promote their development.”® The goal of these measures has historically been "to
place undeveloped domestic industries with little competitive power under government's active
interference and to build up a large scale production system, while limiting entry into the domestic
market of foreign enterprises with already established mass production systems and restricting the
competition of foreign manufacturing in the domestic market."* Once identified as a strategic
| séctor, an industry becomes the potential recipient of both protective and nurturing instruments.’
Nurturing instruments include an array of policies and institutions to provide access to capital and
to research and development funding. The largest proportion of funds allocated to R & D in Japan
either directly through loans, grants and subsidies or indirectly goes to the development of new
products and technologies, through a network of government-sanctioned leﬁding institutions.*®

Protectionist instruments in Japan have historically included the allocation of foreign
exchange corn‘trols, tariffs, quotas, constraints on foreign direct investment, policies‘ discouraging the
purchase of fo;‘eign made products in favour of domestic ones and the exclusion of foreigners from
government procurement.* For example, the 1950 Foreign Exchange and Foreign Trade"Comrol
Act allowed the government to regulate both the nature and the quantify of commodities and
technology that were imported in post-war Japan.l Through the regulation and control of foreign
e);change; the Ministry of International Trade and Industfy (MITI) directed resources to those
industries which had been selected for targeting. Tariffs, quota restrictions aﬁd non-tariff barriers

“suchasa battery of Japanese-specific product standards and certification requirements have also
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limited the nature and quantity of commodities and technologies imported into Japan. Morcover,
as of the early 1990's stated-owned corporations in Japan explicitly pursued a policy of purchasing
from Japanese firms to the exclusion of foreign firms. Finally. the Foreign Investment Law of 1950
placed heavy restrictions on foreign direct investment into Japan and has thus been a significant
instrument of trade protection. Up until 1967, the government was able to restrict any incoming
direct invéstrnent. Although these restrictions were significantly relaxed by 1970, the liberalized
rules applied only to newly established ente'rprisgs and thus restrictions on the purchase and
ownership of national assets by foreign firms are still heavily restricted.®

During Japan's more recent policy phase of liberalization and privatization, trade restrictions
have been relaxed relative to the competitive success of the ‘industries targetg:d for support. .‘For
example, the evolution of a trade surplus after 1960 reduced concerns over foreign exchange
allocation, although other measures such as import licenses for newly-targeted industries such as
semiconductors remained in place.®! The number of industries in which impbrt quotas wérc in place
in Japan numbered 460 in 1962 and were down to 22 by 1973.2 The decreasing intensity. of
protcctionist measures in Japan does not ihdicﬁte their growing irrelevancy. Rather, their integral
role in a strategically-oriented industrial poiicy can be confirmed by the competitive success of the |
industries they still support, for example micro-electronics.“.

This brief .review of Japanese industrial policy is intended to determine the means of
intervention associated with Best's concelgt of a strategic inldustrial policy. In somé industries, the
Japanese government's interventions reveals a tendency towards moderate intervention (subsidics,
loans grants aﬁd ihstitqtions for R&D) and in some other ‘industries, a tendéncy towz;_fds direct and

active intervention (protection, nationally favoured procurement, trade and foreign investment -
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policy). Clearly the means of intervention associated with Best's strategic industrial policy approach
involve moderate and direct interventions.

The means of intervention associated with Porter's and Reich's theory of competitive
advantage, in comparison to strategic trade theory or strategic industrial policy, are relatively liberal.
As much as Porter concurs with Best that competitive advantage results from innovative economy
and the presence of entrepreneurial firms, he differs with Best on the administrative role of the state
required to spawn these firms. As much as he concurs with strategic trade theory that prosperity
resides in the capacity of nationally-based firms to compete and succeed in knowledge intensive
industries, he fundamentally rejects the directly interventionist role of the state to achieve this goal.
On the contrary, Porter advises us that th¢ role of the state in fostering an innovative economy is o
create an evolutionary environment in which "incentive, effort and competition” are preemineﬁt as
opposed to "the tempting but usually counterproductive. éhoices such as subsidy, extensive
collaboration and temporary protection that are often proposed."® Specifically, the role of the state
isto proﬁde an economic framework that will contain the competitive challenges firms require to
innovate and become more productive. This is ultimately the function of the industry "diamond"
and its four determinants. As such, state policy should aim to make each one of these an effective
transmitter of competitive advantage. |

“ .Porter prescnbes policy in three areas which exemplify appropnate state in terventlon to
stimulate and maintain competitive advantége First, a liberal competltlon pohcy‘ is "uniquely -
important to fostermg mnovatlon" and to ensuring that "a nation's firms gain advantages from other
parts of the diamond."®* Porter rejects the theory of the national champion as the primary source of

competitive advantage and argues that governments should legislate competmon policies which
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disallow anti-competitive practices such as mergers, alliances and industry cartels. Governments
should also reassess their economic and regulatory infrastructures to ensure a more conducive
environment for competition. Measures in this area include tax regimes which encourage private
investment and innovation. Specifically Porter recommends the elimination of capital gains taxes
to encourage long term equity investments in firms. Porter also advises governments to pursuc the
deregulation of competition and the privatization of state monopolies. They should discourage
protection "in its various forms" (tariffs, quotas, export restraints, subsidies and favourable national
procurement) and eliminate regulations which insulate firms from the pressures of international
competition.®

Secondly, Porter strongly supports a liberal foreign investment policy. Policies which seck
to restrict or regulate the flow of incoming productive investment are deemed counterproductive to
economic competitiveness except in cases where the investment dampens domestic competitive
rivalry or where the irﬁresting firm is benefiting from unfair trading practices ﬁt home.*” Liberal
policies in this area are necessary because foreign investment "wiii: still raise productivity by
stimulating improvements by domestic firms and supplanting less efficient rivals."® In any event,
foreign ownership is an inevitable consequence of rigorous competition in which the market obliges
firms to upgrade and become more proéuctive or decides which ones will wither. ‘C‘_iovlcrr‘l:ments can
best counter increasing foréign ownership and the ‘declining competitiveness that it indicates by
making their national economies more susceptiblé to innovation and competiﬁon through the liberal
means already described in this chapter. |

Thirdly, Porter states that creating factdr conditions, such as skilied human resources basic

scientific knowledge, economic information, or infrastructure, is among the most important and
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traditional roles for government. However, Porter also stipulates that state policy must not only
ensure that these factors are available, but that there exist "unique institutional mechanisms to
upgrade them continually."®® Therefore, government should create an environment in which the
access to factors and their creation is . - r a stimulant to innovation and competition or is a product
thereof. For example, in terms of R&D, "the overarching principle in addressing scienée and
technology shouid be to create an innovation policy and not just a science and technology policy."
As this relates to measures to eacourage firms to undertake R&D, Porter advises governments that
- other parts of the diamond such as vigorous domestic rivalry, sophisticated home demand and access
to market and technical information are more effective than R&D incentives "and offer the best
approaches for advancing science and technology in the nation as a whole as well as stimulating
R&D in firms."™

Porter offers a series of more specific means to encourage R&D within the economy such
as partial funding of specialized research institutes linked to industry clusters. Direct grants and
subsidies however, are not included on this liét. Acco.rding to Porter, the purpose of these measures
is to re&uce tﬁe cost to factor inputs but in .so doing they have the delitrious effect of delaying
innovation, ‘Tax incentives and indirect subsidies in areas such as education, research uni§ersiti,es
and advanced infrastructure "are much better investments of govémment funds from the perspective
of improving the competitive position of a nation’s industritlasl."" This moderate approach to using
‘the government's fiscal levers as a méans of investing in the economy's innovative caﬁ;;:ities must,
in Poner's prescriptions, be ma‘tched‘ by a conservativg monetary policy which will ensure ample
capital at a low cost for private investment. Govemme;fs\‘:must encourage sﬁvings and investment

tﬁi‘or.igh low taxes, low inflation and low real interest rates. To this extent, Porter advises that
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controlling government deficits "that are not being used to finance oroductivity enhancing
investments in the economy is the most direct way in which government can influence the pool of
investible capital."”

In the choice of the means of intervention, each of the analyses considered thus far reveals
a fundamentally different vision of the capacity and of the state to stimulate and maintain
competitive advantage. Some strategic trade theory economists, like Tyson, advocate a broadly
interventionist agenda while Best's theory of strategic industrial policy confirms tﬁe viability of
either moderate or direct interventions on the part of the state and its institutions. Portgr, in contrast,
argues that the state and its institutions are strategic players in the process of creating @d sustaining
compétitive advantage, but only to thé extent that they create a competitive environment in which
firms are compelled to innovate and do not directly intervene. Regardless of the scope afforded to
the state in each of these theories, all are premised on the assumption that competitive advantage is
directly linked to national firms, or firms based in a given national econmﬁ.);.‘

Robert Reich, as we have already established, rejects finn-‘centric state strategies and argues
that creating and sustaining competitive advantage depends not oh' which ration's citizens own what,
but “which nation's citizens learn how to do what, so they are capable of adding more value to the -
world economy and therefore increasing their own potential worth."” From these premises, Reich
develops a significantly different set of policy prescriptions than those alrcady reviewed. Whereas
the previous policy prescriptions focus on protecting and promoting the firm's capacity to produée ‘
wealth, Reich argues that govérnm::nts should instead focus on the redistribution of wealth to equip
citizens with the skills and knowledge thejlf reqa.iire to weave themselves and the national econorriy .

in the strategic layers of the "global web."
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The responsibility of governments to invest in the capacities of its own citizens is at the core
of Reich's agenda for positive economic nationalism. Therefore, Reich goes beyond Porter in his
vision of the state as an active player in the national economy. Yet contrary to the prescriptions of
strateéic trade and strategic industrial policy, these interventions are not inspired by what Reich
perceives as a "zero-sum nationalist” agenda, but on the premise that economic opportunity spawns
a virtuous circle of economic opportunity elsewhere, and so on. These premises require a
reassessment of current state strategies in areas of trade, foreign investment, research and
development, macroeconomic policy and social welfare policy.

National.competitiveness in high-technology industries first requres an open climate for
trade, investment and technological innovation. This is to be accomplished by a liberal foreign
in.vestment regime and non-discriminatory trade and R&D policies w’hich are moderately
interventionist. According to Reich, voters and their politicians wrongly believe that if national
assets are purchased by foreilgn firms, the recipient nation will be at the mercy of the foreign firm's
home government's economic, politi(;al, and perhaps military interests. This fqar is particularly acute
when the transaction involves the purchase of high-technology firms. The underlying assumption
is that the nation's technological assets are the providence of nationally-owned firms and it follows
that governments (or so strategic tfade and s&ategic industrial policy economists claim) should
restrict foreign ownership of these assets ahd restrict public support only to those ﬁrrﬁs which hoist,
the national flag. Reich élrgues .that this proposition is increasinglyl incohsistent in light of the
declining relevancé of corporate nationality and the increasing prepondérance of the global web.
Instead; Reich declares that the nation's real techﬁological assets are "the capacities of its citizens

to solve thie complex problems of the future,"™ a capacity which is lost only if insufficiently ﬁlirtured
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or developed. Contrary to strategic trade and strategic industrial policy. foreign investment may be
the agent not the destroyer of economic opportunity, bringirig with it the potential of deploying and
augmenting the skills of the nation's labour forc;.e. Governments should therefore adopt liberal
foreign investment policies.

Reich details the history of the American military-industrial policy apparatus to support his
view. It played a significant role in the development of military technologies with commercial
applications, namely microelectronics, mainly as a result of subsidies ahd procurement from the
Pentagon and the United States Department of Energy. By the 1980's, however, Reich argues that
subsidies to American corporations to develop new technologies began to "have less and less bearing
on what Americans learn to do."™ This is precisely due to the fact that firms, repardless of the
nationality of their ownership, weave fhemselves into where value is greatest. As an example, Reich
cites the case of SEMATECH, a consortium of American semiconductor firms created at the urging
of the Pentagon for the, purpo;se of establishing American superiority over the Japanese in the
computer microchip industry. As the consortium begén operations, some of its partners, such as'
Texas Instruments, began to weave globai webs of their own, with the latter building a USD 250
million dollar sémiconductor fabrication plant in Taiwan and joining with IHitachi 10 desi’gp.and ’
produce (what were at the time viewed as) 16K arc:hite'cture"'s'ur.rer(:hips."76 Reich cmpl(;;‘.a{\l_his
example to confirm his assertion that governments should be less interested in "helping Amc;riéﬁn
owned companies earn hefty profits from new technologies than in helping Americans become
technologically sophisti‘;atéd." Thus, while Reich supports government subsidies for technologiéal
development, he argues that such subsidies should be made available to any corporation regardless

L Lo
of nationality, so long as the company agrees to undertake research and development and fabrication
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in the United States "using American scientists, engineers and technicians." To further develop the
Iink between skills and government assistance, the amount of assistance could be tied to the number
of Americans involved in the research, development and engineering.” Similarly, American trade
promotion policy must not focus entirely on opening foreign markets to American owned firms
regardless of where they create value, but instead, opening foreign markets to companies that employ
Americans even if those companies happen to be foreign owned.”® More important than reducing
trade barriers to the exports of "national" companies, Reich writes that governments should focus
efforts on reducing structural impediments to economic opportunity such as domestic-content rules.
According to Reich, these rules deprive citizens of the opportunity to compete for jobs at home,
"jobs that produce valuable skills, knowledge and experience.""'? |
Beyond establishing the necessary environmgnt for competitive advantage, Reich argues that
the state must invest in the programs and services the nation requires to take advantage of open
investment, trade and technolbgiéal innovation. Far from a laisser-faire approach to state activity,
Reich "would encourage public spending within each nation in any manner that enhanced the
capacities of its citizens to leadl full and productive lives ...." He therefore advocates replacing the
Keynesiah social policie$ éf passive income maintenance by ﬁechanisms such as increased spending
on health care and access to post-secondary training, skills upgrading and job retraining and
improved public infrastructure. These public investments "would form the core of national
economic policy."*
- Given the global Web, Reich argues that governments must go beyond trade and private
investment as the only policies on which they can cooperate. He advocates a multilateral abﬁroach

to national public investment. For example, positive economic nationalism would seek to ease the
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transition of a nation's workforce out of older industries and technologies in which there exists
world-wide overcapacity. This assistance would take the form of various income maintenance and
subsidy programs and should be paid for through an international fund. as the global economy
benefits from the reduction of world-wide overcapacity. In order to ensure that national subsidics
are not emploved in a zero-sum fashion, Reich argues that an agreement should be negotiated by
states under the auspices of the GATT specifying acceptable amounts of subsidy, their targets and
other issues such as implementation. Other kinds of subsidies should result from the pooling of
national funds to support projects in various regions "whose fruits are likely to travel almost
immediately across international borders." How these funds are to be apportioned amongst
Jurisdictions and to what ends would be subject to negotiation.®

Contrary to Porter, Reich asserts the effectiveness of the state and - the capacity of its
institutions to stimulate economic growth and prosperity. Porter asserts the efficacy of private actors
and therefore regards state intervention in the market as ultimately ineffective.and counterproductive.
This debate is exempliﬁed in their opposing prescriptiens forlmacroeconomic policy. According to
Reich, national pfosperity is significantly affected by the degree to which the state actively invests
in the economy through public expenditure and increased taxation. Porter asserts that prosperity is
uitimately tﬁe result of private investment which fequires a ‘mac.rloeconomic climate characteri.zcd
by low taxes, low inflation and consequentially, low interest rates.* Reich maintains that low
inflation, interest rates and taxes are the result, not the cause, lof economic growth. Thus, Reich
supports using the government's fiscal levers to invest in the capacity of its .citizens, not its firms,

.to add value to the global economy and fuel national economic growth.



33

5. A Typology of State Intervention

At this point we are able to extract the principal means of intervention associated with each
of the new competitive theories and construct a typology depicting their relative position as
proéonents of liberal, moderate or directly interventionist state policies. In figure 2.1, we are able
to see that all of the new theories of competitiveness postulate that state intervention in the market
is integral to the purpose of achieving competitive advantage. This general conclusion must be
amplified by other observations based on this chapter's reading o the néw competition literature.
First, there is no broad consensus among the theories' respective proponents on the degree to which
the state should intervene in pursuit of competitive advantage. At one end of the spectrum, Porter
advocates a relatively liberal approach while on the pﬂ1er end, Tyson's Strategic Trade Theory model
advocates a relatively interventionist program. Secondly, there appears to be a sharp divide on the
role of the state in regulating foreign investment, with Reich and Porter arguing for a lliberal
approach and STT and Besfs strategic industrial policy model advocating a directly interventionist
approach. However, Reich insists that a liberal foreign investment policy must be complimented
by other redistributive interventions, while Porter opposes any intervention that will disruﬁt a
conservative, anti-inflationary macroeqonomic policy. On trade poli.cy Porter calls for the

elimination of the directly interventionist measures while strategic trade fheory and Best's model of

Y

strategic industrial policy call for a trade policy which protects and promotes national producers.
Thirdly, there is a broad consensus in support of moderate state intervent.ons to foster research and
development through public expenditure. Yet even within this consensus there appears to be varying

* degrees of separation. Strategic trade theory and strafegic industrial policy elaborate a possibly



Figure 2.1

A Typologv of State Intervention For Competitive Advantage

TYPE

PORTER

result)

MACROECONOMIC

POLICY:

* Encourage
savings & private
investment '
through low
inflation &
reduced taxes

* Reduce public
expenditure &
budget deficits

BEST - REICH TYSON (STT)
STRATEGIC NEO- - POSITIVE CAUTIOUS
INDUSTRIAL . RICARDIANISM ECONOMIC ACTIVISM -
POLICY NATIONALISM
NEO- COMPETITION COMPETITION
LIBERAL POLICY POLICY
PRIVATIZATION,
DEREGULATION
TRADE POLICY:
* Elimination of
protection i.e.
Tariffs, quotas,
subsidies,
import/export
controls
FOREIGN FOREIGN
INVESTMENT INVESTMENT
POLICY: POLICY:
* Very limited * Attract and
interventions {i.e. encourage
only when " quality, skills
industrial enhancing private
concentration will investment
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FOREIGN
INVESTMENT
POLICY:

* Targeted
restrictions to
protect favoured
industries

TYPE . BEST PORTER REICH TYSON (STT)
STRATEGIC NEO- - POSITIiVE CAUTIOUS
INDUSTRIAL RICARDIANISM ECONOMIC ACTIVISM
POLICY NATIONALISM .
MCDER- R&D POLICY: R&D/INNOVATION R&D POLICY INDUSTRIAL/R&D
ATE * Subsidized capital | POLICY: * Direct subsidies POLICY
* {oans, grants, * Indirect subsidies to encourage * Strategic analysis
subsidies to education skilis & targeting of
* Government research & development strategic
sponsored productivity industries
investment enhancing TRADE POLICY: * Subsidies and
institutions infrastructure * Intervene to grants for pre-
* Strategic analysis reduce domestic competitive
& industrial content rules in research through
targeting other countries cooperative R&D
* Focus on industry consortia i
sector
DIRECT TRALCE POLICY: MACROECONONIC TRADE POLICY:
¢ Foreign exchange & SOCIAL POLICY: * Aggressive
controls * Employ taxation unilateralism
* Tariffs, quotas, & public.- * Managed trade
standards expenditure to {voluntary import
* National directly invest in agreements)
procurement populations skills * {1) Voluntary
* Purchasing ‘ export
restrictions restrictions
{VER]), {2}

Counter vailing
duties (CVD), (3)
Counter vailing
subsidies {CVS}

FOREIGN
INVESTMENT
POLICY:

* Review

¢ Favour "national

solution” ]I

complex R&D bureaucracy which, in its approach to administering science and technology

expenditure, may in fact adopt directly interventionist practices. Certainly the practise of industn'al

targetmg provides for this possnblhty Reich's position on R&D pollcy 1s more problematic as the

target of expenditure is not firms but people. Although he calls for the state to directly "invest" in

R&D by a vaguely defined 'system of corporate subsidies, the goal of these poIiciés is to develop the
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skills of the nation's citizens. The essence of Reich's R&D policy may be better contained in his call
for the state to redistribute government assistance to the people away from firms through
macroeconomic and social policies. Conversely, Porter calis for public expenditure to support R&D
but only in an extremely indirect, and limited fashion. He maintains that the best solution to
fostering investment in R&D is a conservative macroeconomic policy, which enhances the supply

of capital available for investment, and a liberal competition policy, which encourages firms to

invest themselves.

5. Conclusions

Our analysis of the new theories of competitiveness in this chapter reveals that competitive
advantage depends upon the capacity of firms and workers to innovate and produce higher value-
added goods and servicés faster and cheaper than those located in other economies. Far from relying
on the invisible hand of the free market, these theories support our central argument that the capacity
of firms and people to innovate is very much affected by the visible interventionist hand of | the staté
and its institﬁtions. Moreover, our analysis reveals several broad policy areas within which the state
may employ pélicy instruments to foster cofnpetiﬁve advantage. LThhese‘ are rescarch and
de_velopment and innovation policy, foreign investment policy, trade policy, macrocconomic policy, -
competition polidy, privatization and deregulation, .industrial policy and sociai policy. Cur rcviclw a
of the literature also reveals a -lack of consensﬁs as to which of these pblicy areas the state should
pursue and whether they should comprise a liberal, direct .6r moderate interventionist brogram.- In

i

the course of our survey, we identified two extremes - Porter as an advocate of a liberal program of .
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intervention and STT economists, such as Tyson, as advocates of direct programs of state
intervention. The role of the state according to Porter is to establish an economic framework which
channels the market's forces towards upgrading, innovation and productivity. The role of the state
according to Tyson is to protect and promote strategic firms and industries.

Our survey in this chapter compares and synthesizes thé theorizing and policy prescriptions of four
leading Amerfcan political or business economists who have passed their analyses on the concrete
experience of the Umted States, Japan and, in Porter's case, 10 countnés across Europe and Asia,
mcludmg the United States during the 1980's. From this survey and tue resultmg typology, we
contend that while the state in industrial countries should intervene to foster competitiveness in the

new world economy, the policy means to accomplish this goal and the degree to which intervention
should be employed are varied. Focusing now on Canadian experience in order to test the hyplothe;sis
that the Conservative government intervened to promote competitiveness, we will analyze the
Mulroney government policies, assessing the meané of state intervention employed to promote
competitive advantage for Canadian firms in three high value-added, innovative, knowledge-

intensive industries.



CHAPTER THREE

a tudies: Connaucht Laboratori De Havillan n

1. Introduction

Despite the consensus surrounding the need for state intervention to support and foster
innovation, Chapter One indicated that the federal Conservatives came to power in 1984 pledging
to foster Canadian economic competitiveness through free-market, liberal ecbnomic reforms. Our

“analysis will now focuo on the om. major policy area on this agenda - privatization, Consistent
with its ideological drive to strengthen the market at the expense of the state, the Conservative
government fully privatized key firms which could have been considered Caoadian "national
champions” in the biotechnology, teleoommunications and aerospace industries. Each of these
are classified as high—téchnology industries (Appendix E) defined by‘ Tyson as those "in which
‘knowledge is a prime source of competitive advantage for producers who in turn make large
investments in knowledge creation.” Firms in these industries are associated with higher than
: avefage productivity, wages aod skills. As well, high technology firms may foster innovation
“throughout the economy by rendering knowledge-intensivo spillovers, outcomes which create
value beyond original investment. As ,a.result, high-technology industries afe regarded by many
economists as-":strategic" to national e.conomic‘ p;'osperity and it is in these indﬁstrics where global
competition is most intense and Qher‘e governments are oftén' directly interventionist.! In Chap;ers

38
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Three and Four, we will develop micro-level case studies of firms in each industry - Connaught
Laboratories, de Havilland Canada and Teleglobe Canada - in order to determine whether
neoconservative ideology provided a sufficient basis for national economic competitiveness.

In this chapter, after a brief review of the privatization program, we shall examine the
cases of Connaught and de Havilland which involved the divestiture of commercial assets. We
will devote Chapter Four to the case of Teleglobe Canada which involved the divestiture of a
Crown-owned monopoly in the federally regulated telecommunications industry. In each case we
will distinguish two phases: the initial privatization and the post-privatization period. In each
phase, we will ask whether or not the Conservative government intervened in the market and if
so, how, for what purpose, and with what policy instruments. Consistent with Jeanne Laux'
overall attalysis of t}te Conservative gdvernment's privatization progrem, the case studizs \rill
clearly demonstrate that the government disregarded its/ ir}eological commitment to
neoconservatism and employed state interyention to regulate eati’l‘; firm's behaviour folicwing
privatization. At the end of each case study, we will transpose the means of intervention onto the
typolog) developed in Chapter Two. These findings will be used later in the study to support our
central argument that free market neoconservative economic policies are an msvfi‘.:'e.tt response
to the imperatives of global competltlon and that state mterventlou is requlred 10 ensure

competitive advantage in the new world economy.



60

2. The Mulroney Government's Privatization Program
The first definitive policy statement on privatization appeared in the May 1985 federal
Budgei. Tn his speech, the Finance Minister unequivocally stated that "Crown Corporatiens with
a comraercial value but no ongoing public policy purpose will be sold."* In so doing, "the
government will return to the private sector activities that more properly belong there."> The new
Pfogressive Conservative government believed that privatization would reduce the size of
Forernment in thé economy and make room for private sector initiative by reducing political and
bureaucratic impediments.* To implement this agenda, the 1985 Budget also created a special
* Mizisterial Task Force chaired by the President of the Treasury Board and charged with
developing a "comprehensive privatization action plan.” Speciﬁcally, the Task Force was given
a series of principles to guide its review of Crown holdings and "recommend to the government -
a privatliiation plan for mosé"“;ﬂsrporations where no convincing public policy reason exists to-
__retain them in the public sector.” Amongst the principles llilsted was one which stated that, ‘in
\f;écognition of the diverse nature of the various corporate holdings, all issueé conr‘:erni‘ng the
method of sz;léﬁ domestic and foreign ownership restrictions and: govemment obligations and
Icommitments "will be examined on a case by case basis, rather _t_hen being subject to a general

approach."’

“In June of 1986, the privatization process was further centralized by the creation of a
Muuster of State respensible for Privatization and Regulatory Affairs. In addition, the Mihistc:,_
Barbara McDougajl, would chair the nel\lN Cabinet Committee on Privatization, Regulatory Affairs

and Operations. The effect of institutionalizing the privatization process in.the form of the

L
[Tty
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Ministerial Task Force and the successor Ministry of State was o subject all Crown Corporations

and responsible Ministers to the public policy test. In essence, each holding was a candidate for

privatization and the onus was on responsible Ministers to demonstrate why a particular asset
should nor be privatized.®
The government had established a succinct policy for priQatization and what would appear

as the necessary bureaucracy to implement it. However, as late as Vay of 1987 after 11

privatizations had already been completed,” the Conservatives had not yet clearly stated their

rationale for privatization. Besides the general ideologicgl and pragmatic motives already
described, the Minister for Privatization listed five specific reasons in a May 1987 speech:

. The changing economic environment: The public ﬁolicy objective of the Crown
Corporation is no longer relevant and other instruments such as taxation and spending are
available to meet public policy goals.

ii. - Effectiveness: The corporation will be more efficient under the "test of the market place."”

iii.  Public funds: Crown Corporations are a drain on the public treasury and the
accountability measures required to oversee the infusion of funds aie not in place.

Moreover, the funds required to finance a competitive corporation do not exist.

iv.  Management styles: The management structure of a Crown Corporation does not foster
risk taking and does not foster adaptability to rapid changes in markets and technologies.

V. Fairness and Equity: Crown Corporations often compete against private firms in the same
market sector. Firms therefore see their tax dollars being used to compete against
themselves. This is hardly fair or conducive to a free enterprise system.8
The Conservatives appeared to believe that privatization would reduce some of the federal

government's fiscal burden and increase efficiency and the viability of the free market in Canada.

McDougall's 1987 speech reveals that these conclusions were apparen_tly based on two important

premises. The first is a belief that governments can not, and should not be eXpected, to "do
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everything." More importantly, according to the Minister, the development of Canada’s social
and economic infrastructure was complete thus rendering several Crown Corporations of little
continued public utility. To ignore each of these facts and not curtail the growth of Crown
Corporations would increase the budget deficit and restrain the private sector, "the engine of
growth in the economy." McDougail did not completely rule out a continued role for Crown
Corporations and concluded in her speech that the privatizafion program "is based on the belief
that there has to be a préper balance‘ and relationship between the prii.rate and the public sectors."?
In 1989, McDougall's suc;:sSﬁr, John McDermidl said privati_zatiqn "very simplyl... is a matter
of good management‘.z‘_' Th'is statement is premised on conditions similar to McDougall's, the
esséntial one being that Cahada's public infrastructure is now mature and direct ownership of
resources by the State is no longer required. Instead, future growth and prosperity depends upon
cutting the budget deficit, and, as we argued in chépter one, thereby lirﬁiting the role of the
state. ! | ‘ Ty

Measﬁ;ed by thcse 'statements, policy ili‘ki.tiatives and this process of subjecting Crown
corporations to the sweeping test of public p()licy relevancy, the' Conservatives appeared
-.“\extrcmely committed to privatization as a means cf withdrawing the Canadian state from direct
‘interventipg\f;‘_i:.: ti:e market and as a prectical means of reducing the federal deficit. Mdreover,
privatizatioil was linked fo other crucial policy'objectives identiﬁed in chapter one ( deregu.lation,
free trade and deficit reduction) which the government presented as means of "laying the
fouﬁd-atibn".fogj:conornic compétitiveness in the 1990's."! The Conservative governnient matched

the rhetoric with action. At the end of their first administration, Tupper and Doern conclude that

"the Mulroney Conservatives have more s'er'ioulsly scrutinized the Federal stable of Crown
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"2

enterprises than any previous government. Jeanne Laux concludes that "the [privatization]
program had radically redefined the public sector in Canada.” Laux bases her conclusions on
research which shows that by 1991, the Conservatives divested state ownership of eight wholly-
owned Crown corporations — including Connaught, de Havilland and Teleglobe -- and other
government investments with bdok value assets over $9 billion; implemented legislation
uauthorizing the sale of other firms, including Petro-Canada; and wound up various inactive C-rown
corporations.'? |

The results of the Conservative government's privatization program between 1984 and
1993 are ironic given the free market objectives they were meant to satisfy and the interventionist
means used to achieve them. Laux also observes thaj; the Conservatives could not have achieved
the outcomes listed above without altering program policy and structuring divestitures so as fo
increase the legitimacy and accéptance of privétization in the eyes of Canadian voters and business
secto\rs.14 This required a disregard for the laisser-faire maxims of open competition and free
‘market entry and exit in favour of market concentration, foreign Q\ﬁnership restrictions and‘
legislated behaviour following divestitu're; Given these findings, Laux concludes that the
privétization experience in Canada underlthe Conseri/ative government is no different from the
experience in other nations because, "stgte involvement in the affairs of pri\'ratized companies,
before during and after their sale is habitual. "5 The subject for ouf analysis is to determine to
ﬁrhat extent nebconservatism, in the form of the Conservative government's privatization program
provided a sufficient basis for economic competitiveness m Canada. We will now begin to focus
on the cases of Connaught Laboratories and de Havilland Canada both during and Ifollowing

divestiture.



3. Connaught Laboratories
A. INTRODUCTION

In 1985, the Conservative government began liquidating the federal state’s interest in the
Canadé Development Corporation (CDC). In so doing, it indirectly privaiized Connaught
Laboratories and consequently disposed of the federal government's equity in the global
biotechnology industry. This case study will first review phase I, the tiquidation of the CDC and
Connaught, a task entrusted to the CDC's successor the Canada Development Investment
Corporation (CDIC); and then turn to phase II to focus on the post-privatization actions of the -
_ Conservative government when faced with attempts by two foreign-owned companies to purchase
a controlling interest in Canada's leading biotechnology firm. In each phase we wiu see that the k
government intervened directly through legislation and Investment Canada, a federal aéency which -

we will review in this study.

B. EXITING A HOLDING PATTERN: FROM CDC TO CDIC

Connaught Biosciences, previously Connaught Laboratories, is one of the world's foremost
developers and producers of vaccines making it Canada's biotechnology champibn. Its history
and achievements are a source of Canadian pride. In 1914 at the University of Toronto, physicist |
Joiln Fitzgerald produced vaccines to combat a rising incidence of diphtheria and in 1917, the
laboratories were named after Canada's Governor General at the time, the Duke of Connaught.
- In 1921, the research team of Fredei;ick' Bantilng, Bert Collins, John MacLeod and Banting's

student, Charles Best, won the Nobel Peace Prize for what probably remains the laboratories'
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most renowned achievement: the discovery of hormone insulin. In 1922, Connaught became the
first manufacturer of insulin.

Connaught continued to be a leader in its field. In the 1940's it fostered the large scale
production of penicillin in glass-lined steel tanks and in the 1950's developed and produced the
serum which Pr. anas Salk would employ to eventually eradicate the polio virus. Ips success
gained international attention. Inl 1966 the World Health Organization launched a campaigh to
eradicate the more than ten ﬁiillion reported cases of smalipox worldwide. Connaught was
designated as one of the two world smallpox Vaccine Centres. As a "leading" contributor to
WHO programs such as the Expanded Program for Immunization, Connaught supplied more than
100 million doses of vaccine every year from its Toronto Operations.“‘ Connaught was indeed
Canada's biotechnology champion and in order to ensure that it remained in domestic hands, the
Liberal gbveMent of Pierre Trudeau, through the CDC, ‘purchased itin 1972.77
| The CDC was a mixed (government and private sector) holding corporation created by
federal statute in 1971 in .respc'mse to increasing fears over foreign, predominantly American,
ownership in key Canadian eé&nomic sectors, such as nafural resources. Following the federal
budget of Liberal Finance Minister, Walter Gordon, economic nationalists sought means to
ﬁnance Canadian economic sovereignty, a role the CDC was expected to play.'® The choice of
a mixed-enterprise to realize this policy objective became increésingly problematic, By l1981 the
newly-elected Trudeau go;emment was not content with the CDC as an instrument of industrial
policy and décided to divest the Cfown's interest in the corporation. '° |

In order to manage ;he divcstitute of its CDC shares, the Trudeau government creatéd a

new holding company, the Canada Development Investment Corporation (CDIC) . Besides this
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initial function, the CDIC's origins result from the federal government's plan to engage in a more
active and directed investment policy and, coﬁversely, the failure of the CDC to act as a suitable
inStrument for this objective. The company's broad policy objectives were 10 participate in the
development of business or industry in Canada, or to invest in any enterprise, provided these
actions were "related to the economic interests of Canada” or "likely to benefit Canada.” The
CDIC was designated as a Crown Corporation which the government would completely own and
would be subject to Cabinet directives. All of these measures were intended to ensure the
government's control over its investment policy. By au‘tum_n of 1982, the holding company was
responsible for over 2 biliign dollars in assets, mainly as a result of Cabinet directive. Besides
its remaining shares in the CDC, the CDIC also held the government's holdings in Canadair and
de Havilland, Teleglobe and its shares in Massey-Ferguson amongst others.™
C.PRIVATIZATION ) . _—
| The CDIC acted neither as an‘instrument for a coherent investment or divestment strategy®
and in October of 1984, Sinclair Stevens, the Conservative Mihistcr of Regional Industrial
Expansion responsible for the CDIC announced thét "most" ‘of the CDIC's assets were to be
privatized. On the block were the governmeﬁt‘s holdings in the CDC and in other commercial
interests such as Teleglobe Canada, the.overseas commﬁnications company, and the two aerospace
manufacturers Canadair and de Havilland. Also up for sale were Eldorado Nuclear and the
government's shares in Massey-Fergusoh. Announcing the sale, Stevens said that it is not an
indicatpr of a "blanket policy"'_of privatization on the part of new government. Rather, tg‘uching

on what would become the Rosetta stone of the Tbry privatization program, the original mandate

i
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of the companies, according to Stevens, had been fulfilled "and other situations dictate changed
responses by the government.” The Minister implied that the privatizations were consistent with
what the Conservatives perceived as its role "to support the private sector by setting the right
atmosphere for business ... We wish to make these companies above all accountable to the
Canadian people through the mechanism of the private market."*

The Conservatives' plan to divest the government's 47 per cent interest in the CDC Was
intended to be a siilnijie' affair, given that the decision to do so had already been made by the
previous Liberal government. Appearing before the Parliamentary Committee studying the
divestiture bill, the Industry Minister claimed that the CDC will be properly placed in the private
sector and more open to investors both domestic and foreign, freeing it from the artificial
constraints of public ownership, enabling it to "respond quickly and efficiently to the demands of
thf; mafket place." At the same time, however, the post-privatization ownership structure
contained in the bill would preserve Can;;dian ownership by a ratio of three to one while
protecting thé Corﬁoration from .undué corporate lconcentration.“ The legislation governing the
divestiture limited fofeign ownership to a mgximum of 10 per cent per non;resident and a non-
resident aggregate maximum of 25 percent. The legislgtion also limited domestic ownership to
25 per cent éf the company by résidents and th‘eir‘ “associates. " An associate is defined in the
CDC Act as an affiliated conéern of a purchaser, in which the purchaser owned a 50 percent or
more fg}__{grest.z"“

The Cﬁief Executive Ofﬁcer of the CDC, Apthony Hampson also appeared before the

Committee and asked it to consider five amendments to the govefnmgnt's bill. One would have

“ ensured that the ownership restrictions proposed by the govemment would apply to any CDC
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successor corporation. According to Mr. Hampson, the bill would not prevent a CDC successor,
or for that matter the present directors, from transferring control of the CDC's assets to an
unregulated subsidiary and by-passing the domestic and foreign ownership restrictions.
Regardless, the CDC's Chief Executive made it clear that his amendment did not apply to any
decision of the CDC to dispose of assets in the "normal course of business. " Prophetically, (for
this study's purpose) an NDP Member on the Committee, Michael Cassidy, asked Hampson,
"Thérefore, in the ordinary course of business, w.ould there be anything to prevent your firm
from, let us say, seiling off Polysar in 1986..., the AES office equipment group in 1988 and
Connaught Laboratories in 1989?" In response, the CEO said "No, there would not be aﬁything
to stop that in a legal sense. No, there would not.">

The NDP suppbrted Hampson’s amendments but the Conservatives did not and the bill
passed untouched. The federal government divested its equity in thé CDC between 1984 and 1987
and in those same years the CDC divested its controlling interest in Connaught, a decision whlich
was therefore not an act of government but to use a phrase conjured in the Parliamentary hearings,
an act of a private concern "in the normal cdurse of business." Amongst the company's largest

shareholders at this time was Institut-Mérieux SA of France, a French state-owned competitor

with a 12.5 per cent interest.?

D. POST PRIVATIZATION: IN SEARCH OF CRITICAL MASS
As a private corporation, Connaught maintained its 'status as a world leader in the
production of human vaccines. | Leadérship translated into financial success. In 1988, the firm

reported‘revenues‘ of 200 million and its value was estimated at 700 million.?’ Moreover, the firm
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was not laden with debt and it possessed a solid presence in the American biotechnology market
through its operations in Swiftwater, Pennsylvania.?® In 1988, Connaught invested 14.5 percent
of its revenues into research and development (R&D). Although, according to Connaught
Chairman, Brian King, the actual dollar figure spent in R&D, 28 million, was minuscule
compared to the expenditures of such industry giants like Merck and Co. which spends USD 470
million per year. Despite Connaught's success, King argued that survival relied upon having the
Tesources to engage in more R&D in order to stay competitive in an increasingly global market.
King referred to these resources as a "critical rﬁass", without which little companies like -
Connaught would disappear and the big biotechnology companies would gét bigger.?

On March 6, 1989, by virtue of its commercial attractiveness and its need for additional
resources, Connaught and Institut Mérieux-Pasteur (Mérieux) of France announced that they had
agreed to a mcfger. The proposed merger would see the two companies swap shartf.s such that
Meérieux would possess a 51 percent interest in a combined biotechnology concern in Holland.
The reasons for the merger appeared rational enough. For example. Mérieux and Connaught
overlapped on 70 pétcent of all R&D projects. Given fhe rationalization of R&D resources that
would ensue aqd given each other's respective accless to the European and North-American
markets, King estimated that the merger would increase thfeefold the firm's coliective markgt size
and would "create a critical lmass of long-term' research." Regardless, soon after the mlerger was
announced, commentators declared the loss of Connaﬁghf as a damaging blow to Canada's

technology base and given Connaught's history, a damaging blow to the nation's industrial pride.*®
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The University of Toronto was not content to simply express its concern but acted on it,
indicating that it might take legal measures to block the sale. The University claimed that the
merger violated the 1972 purchase agreement it had with the CDC, which transferred control of
Connaught to the federal government. That agreement, the University argued, provided that the
CDC could not sell any part of Connaught to a foreign-owned firm, or transfer control of
- Connaught to a foreign-owned firm. We will recall that the legislation authorizing the
government's divestiture of the CDC did not provide for these constraints. At issue were the
"millions of dollars" worth of R&D contracts between the two parties. The University was
concerned that its research would become the property of a foreign-owned company, depriving
the Canadian academic community of any benefits derived from its research projects.' Another
academic, Robert Church, _who taught and researched at the University of Calgary, was reportedly
attempting to gather the estimated $700 million required to purchase Connaught and keep it in
Canadian hands.* |

Academics and nationalists were not the only ones cool to the de#l. The value of a
Connaught sharé, which had risen to 29 dollars on rumours of a bidding war from the entry of
Church’s group, fell to 27 5/8 by June 4, whenlit became evident that a competing bid would not
be entered. The negative reaction amongst shareholders and investors was partly due to the
complicated method in which the two companies' shares would be trqnsferred in order to maintain
Canadian tax breaks. Despite a resolution to these technicalities, i_t appeared that shareholders
were genérally uncertain about thé proposed benefits of tﬁc ‘merger.® The unég:rtainty was
exacerbated in July when the Universify of Toront'o‘ formaily‘ 'ﬁled sulit in the Ontario Suf)reme

Court to block the deal .*
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The merger continued to face more obstacles. On July 31, Jjust before the shareholders
were 1o vote on the offer, the Supreme Court of Ontario ruled that fully two-thirds of all
shareholders must approve the deal and fifty percent of all "disinierested” shareholders must do
so as well for it to succeed. The federal government demanded these conditions in light of a
possible conflict of interest between Mérieux and the Caisse de dépbt et de placement du Québec.
In 1988 Meérieux agreed to pay the Calsse a premium for an option on the latter's 20 percent
interest in the company. That agreement between the two companies was still in place rendering
the Caisse a vested interested in the Mérieux takeover bid.?

One hurdle which many expected to present little difficulty was the required approval from
the federal investment screening agency Investment Canada. Despite the fact that the University
of Toronto would submit a brief detailing the severe consequences of losing national control over
such an important firm, opponehls of the sale were hardly confident that it would be blocked given
that Investment Canada had not blocked one foreign takeover of a Canadian owned firm since its
creation in 1984. Therefore despite the rocky road the merger bad truvelled to thlb oomt L.,
Connaught and Meneux confidently expected shareholders to vote for it, given that it was the only
deal on the table. ‘However, this too would change.

- On September 11, 1989, JV Vax, a consortium of Ciha—Geigy of Switzerla'nd and Chiron
Corp. of California, made a $30 per share cash offer for control of Connaught (we'll refer to this
as the Ciba bid or Ciba for short). Ciba noted that the value of Connaught's stock had dropped
“to $25 per share headmg 1nto the shareholders annual general meeting. It concluded that
shareholders were dissatistied with the Mérieux plan and were waltlné for somet'lmg better

Besndes the superior monetary offer, the Ciba bid offered other benefits. First, Connaught would
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be maintained as an independent entity in Toronto. Ciba would also give the marketing link to
Europe so sought after by King. No rationalization of Connaught's efforts would be required
<ince Ciba and Connaught did not compete in the same markets. Quite the contrary, Connaught's
R&D base would increase as Ciba agreed to transfer Chiron Corporatibn‘s, its partner,
recombinant DNA technology. Besides avoiding a scale down of its operations, Ciba declared
that the transfer of this technology woﬁ]d allow Connaught to produce "safer, more effective
vaccines."* Recognizing that.tl.le Ciba bid was viewed by shareholders as superior to the merger
plan, Mérieux upped the ante and counter-offered $37 per share on September 25, 1989. At the
same time, the potential "Canadian” bid led by Robert Church never materialized.” Each
proposal was then submitted to Investrnent Canada for approvialll. Given its unexpected importance

as an instrument of policy following privatization, we will now turn to a brief review of this

agency.

E. INVESTMENT CANADA

Investment Canada (IC) was created on June 3I0, l1985 upon the proclamation of the
Investmeﬁt Canada Act (IC Act). IC replaced the Foreign Investment Review Agency (FIRA),
itself a product of the 1974 Foreignllnvestment Revz;ew Act (FIR Act). Like the CDC, thé FIR Act
was conpeived in the anxiety of increased foreign, always American ownership of Canadian assets
in key economic sectors and the ‘p‘erceived dangérs of increasing mmtinationallizaltion-on the
natibn's econornié sovereigﬁty. In order to address these concerns, the FIR Act sought to filter
foreign im_restment into Canada form.‘]abroad and FIRA was the administrative tool used fo

accomplish this task. For example, under the terms of the Fir Act, any non-Canadians wishing
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to establish a new business in Canada or invest in a Canadian-owned enterprisc were obliged to
submit a propesal to FIRA, regardless of the extent of the undertaking.

Contrary to popular perception, Russell Deigan, an IC expert, asserts that FIRA's goal was
neither to eradicate nor reduce nor discourage foreign investment in Canada, but to increase the
benefits to the national economy resulting from the investment. Even if the former were FIRA's
* goals, the amount cf investme;nt coming into Canada over the course of its lifespan shows that it
did not éccomplish them.” Regardless, by the end of 1984 it appeared that the negative bias
towards foreign inyestment inherent in the Act and in the agency's mandate was inconsistent with
the newly eiected Conservative government's “open for business” posfure towards foreign
investment. It also appeared that the FIR Act was unsuited to manage the transformation to a
global economy in which industrial nations were now competing against each other to attract
foreign investment into their economies.® Finally, the expansive authority of the agency angered
&e Reagan neoconservatives in Washington, a group of individuals the new Prime Minister was
Very eager to accommodate especially on the eve of the Free Trade Agreement (FTA)
negotiations.*! | |

The Investment Canada Act replaced the FIR Act and institutionalized a positive attitude
and a more open policy towards foreign investment. For example, the preamble states:

Recogniziné that increased capital and technology would benefit Canada, the purpose of this

Act is to encourage investment in Canada by Canadians and non-Canadians that contributes

to economic growth and employment opportunities and to provide for the review of

signiﬁcz:?t investments iln Canada by non-Canadians in order to ensure such benefit to

Canada.®?

Given its favourable disposition towards investment,* the Act conferred the Minister of Indlistry,

Science and Technology with the new obligation of promoting investment in Canada by residents
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and foreign residents alike. Conversely, the Minister is also obliged to limit his review authority to
"significant" invesnnentg only. As aresult of the reorientation towards a liberal Canadian foreign
investment policy, the rules governi.ng the Act's administrative agent, Investment Canada, are guite
different than those which govémed FiRA.

Relative to FIRA, the authority of IC is restrained by statute, the terms of which limit the
agency's scope and define more precisely the conditions the agency must use to render decisions on
forﬂién investment proposals.* Nowhere is this | more evident than in the terms governing
reviewable investments. Under the former Act, FIRA was permitted to review any foreign
investment relgardleszc of the amount of money and assets involved in the transaction. Under the /C
Act, with the exception of cultural industries, IC is not even authorized to review new business
proposals. In terms of investments in established Canadian lbusinesses, IC must limit its review to
"econofnically significant™ transactioﬁs, significant being defined by the value of assets involved in
the transaction.

- The rules regarding asset thresholds are not the same for all foreign investors in all industrics.

Section eight of the Act defines five "sensitive" economic sectors (oil and petrolépm, uranium,

WY o

culture, financial services and transportation) in which any direct acquisition of a anadian firm
invblving assets worth at least five million dollars or inditect acquisitions involving at least filty
million dollars in asseté must be re\./iewed. Becaulse o.f the FTA, the threshold for Americans dircctly
investing in Canadian conﬁems outside of these industries is ;considerably relaxed. In 1989 th_c‘
threshold w;'is 25 million dollars, increasing to 50 niil_lion in 1990 and 160 million in 1991. Asof
1992 the threshold’ is 150 million dellars, with indirect acquisitionrs no longer reviewable. |

Thereafter, the threshold for direct aéquisitipn of Canadian assets by American firms or residents
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will rematn at 150 million measured in constant 1992 dollars.® Despite these limitations, the Act
confers upon the federal cabinet a reserve review power. Section 135 states that notwithstanding the
limits described above, an investment may be reviewable if in the opinion of the Governor-In-
Council (the federal Cabinet), it is "related to Canada's cultural heritage or national identity."*
Regardless, Deigan argues that by limiting the scope afforded to IC and making the rules tighter, the
Conservative government accomplished its goal of preventing a future "regulatory creep” back to
a more interventionist state of affairs.*’

The IC Act also attempted to make the review process significantly more transparent and
accountable than under the former Act. However, it is clear that the new review process still affords
the agency and the‘responsible minister a significant amount of discretion. The review process is
initiated once an application is submitted to the agency by the potential foreign investor. IC then
begins a process of consultation at the federal level. This .involves soliciting the advice of affected
bure':‘ilucracies on the potential impact of the investment and taking into account all relevant federal
economic, industrial and cultural policies. The minister is only obliged to take into "consideration"
the same policies "enunciated” by provincial governments or their legislatures.

The federal Buréau of Competition Policy often assumes a significant role in the IC review |
process. The Bureau of Competition Policy is the administrative and investigative secretariat for the
federal Competition Tribunal, a quasi-judicial body .which' has the authority under the 1986
Competition Act to review and adjudicate on cfiminal and non-criminal busiqess pfactises wﬁfch
contravene the Act's stated purpose: "to maintain and encourage competition in Canada."*
Accord_ihg to a discussibn paper prepared by the federal Department of ConSuﬁler and Cofpbrate

Affairs, the department to which the Bureau was responsible during the Connaught and de Havilland
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reviews, the Compertition Act’s goals are pursued with a view to "promoting economic
competitiveness and facilitating the role of market forces in the economy.™” In the case of foreign
investment aimed at the merger or acquisition of Canadian assets. it is the Director of the Bureau's
responsibility to recommend to the Competition Tribunai that such transaciions be blocked or
ordered dissolved if it is believed they will "prevent or lessen competition substantially."*

After receiving input from the Bureau of Competition Pelicy and other burcaucracies and
after determining the relevant issues in each case, Investment Canada then approaches the investors
"to discuss their plans, to obtain needed clarification and, when necessary, to identify concerns
regarding assessment of the investment's benefit to Canada."®' It should be noted that this process
is applied to each proposal on its own merits and therefore not relative to the merits of other,
- competing proposals.”? The agéncy then makes a recommendation to the ilinister who must inform
the investor within 45 days (75 with the investor's approval)® whether or not the investment will be
of "net benefit" to Canada.>* |

The "net benefit" test is an amorphous concept, defined nowhere in the Act, but at the hczirt
of the review process. Instead, Section 20 lists six factors which the minister must take into account
when deciding whethellr or not an investment will be of benefit and therefore whether it should be
approved or rejected. These six factors are as foIloWs:

L. "the effect of the investment on the level and nature of economic activity in Canada”
including employment, resource processing, Canadian content and on exports from Canada;

ii. " .2 degree and significance of participation by Canadians” in the proposed investment;

iit. "the effect of the investment on productivity, industrial efficiency, technological
development, product innovation and product variety in Canada;"

iv. "the effect of the investment on competition" within any industry;
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V. "the compatibility of the investment with national industrial, economic and cultural policies”
and taking into "consideration" the same policies "enunciated by provincial governments
and/or their legislatures; and
vi. “the contribution of the investment to Canada's ability to compete in world markets."5’
The net benefit test replaces the equally amorphous "significant benefit” test contained in the
FIR Act. Yet thé factors involved are similar in both cases with two exceptions. The first is the
addition of cultural policies in the JC 4ct to the list of federal policies with which investments must
be compatible. The second is the responsibility to take into account the affect of the invesUn¢nt on
Canada’s intemational competitiveness. Nor are the six factors listed in Section 20 accorded any
| hierarchical preference. Instead, the relative weighting of each one is confingcnt upon the nature of
the transaction and the particular circumstances at that tirﬁe. As aresult, the net benefit test is very
ﬂuid, allowing for a ﬂexibility inl the application of policy and affording the minister the ability to
use it to address region;éi aqd other political concerns.’ |
Areview of the legia;,iation and regulations goveming IC leads to the following coﬁclusions
relevant to this case study and the succeeding de Havilland case study. The first is that the capacity
of ‘the llgéi/emment' to infervene in foreign investment decisions should have been restrained in
keeping with market ideology by reducing the scope and increasing the transparency of IC. Yet, the
fluidity of the net benefit test within a review process that provided for private negotiations suggests
that the government could still iﬁtervene to extract commitments form the iﬁvestor ir. the crucial
 areas of jébs, exporls.l Canadian control and participation, technologiééi development and innov#tion
all of which significantly affect Canada's competitiveness. Combined with the reserve review powér

in Section 135, the IC et still affords the federal cabinet a consider=ble degree of latitude in

intervening in foreigﬁ investment decisions. Seccndly, despite the transparency of the review
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process, any decision on a foreign takeover is political as it is ultimately the Minister's decision to
make. Finally, the legislation and regulations are case specific. That is to say the legislation applics
the "net benefit" test to each application on its own merits rather than qualitatively assessing
competing bids to determine which one yields the " greatest” ‘beneﬁt. Despite the continued potential
for state intervention, in the approximately five yearé from the date of the implementation of the IC

- Act to the time of the Connaught review, not one foreign investment proposal had been publicly

rejected.

F. REINTERVENTION

On October 15, 1989, Acting on the agencf‘s recommendation, the Industry minister |
surprised many observers and invoked Section 23 of the IC Act which gave him the authority to
initially reject Mérieux' bid as he was not satisfied that it would be of net benefit to Canada.
Meérieux was given 30 days to resubmit a more satisfactory bid. After renegotiating commitments
from both Ciba and Méfieux, Investment Canada submitted its recommendatiohs to the Industry
minister towards the middle of November.® By the end of November, Cabinet had not yet made a |
decision on whether the offers would be accepted or rejected. Reports revealed that ministers were
divided over assuming an interventionist industrial policy role and lettiflg the markets decide. On
the one hand, the govefnment faced pressure from the academic and scientific communities and from
within the Industry Department to reject the Mérieux bid jn favour of the Ciba bid. These actors
believed that the Ciba bid not only provided the n'écessary means for Cénnaught's survival, but
would preserve its role as a Canadian biotechnology champion. Overall, ihc Ciba bid was viewed

as more beneficial :nan the Mérieux bid in terms of industrial development. On the other hand, the
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Conservatives feared that by choosing one bid over the other, its credibility and that of Investment
Canada would be damaged in the eyes of foreign investors. Generally, by intervening on the behalf
of one bid over the other, the Tories' feared that their free market economic renewal agenda could
be placed in jeopardy®

This debate over whether or not the government should intervene in the Connaught case was
played out intensely in the business press. Peter Newman argued that to let Connaught fall into
foreign hands would be tantamount to ruining any hopes of competing in :he high-tech environment
of the 21* centufy, leaving Canada "destined to remain an industrially marginal nation, stagnating
on the northemn periphery of the world's geography."® John Godfrey, a former editor of the
Financial Post, later elected as a Liberal MP in the 1993 federal election, countered the claim that
Canada's credibility would be tainted by intervening. According to him, Connaught's suitors knew
the rules regarding Investment Canada's power to judge the merits of an investment application.
Perhaps confounding his colleagues, he further argued that markets often ignore the national interest
and that if Ottawa has targeted biotechnology as a strategic technology, then it should stick by its
guns and exercise its legal right to choose the dff'er which would meet that goal.' Another columnist
in the same paper declared that "seeking to develop home-grown industry by government is a
.colossal walste of time and money under any circum.stances." Crossing his editor, he wrote if Ottawa
intervenes, foreign investors simply will not be happy.2 The Globe and Mail simply crystallized
the question, "Does the Cabinét permit Conhaughfs shareholders to choose between two reasonable,
attractive bids, or does it allow only the bid it considers more cieaﬂy in Canada's interes.ts?“ Egging
the Tories on. the editor_'iall Contiﬁued, "The markets are waiting, Coﬁnaught is waiting, the bidders

are waiting."®
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On December 13, 1989, the Conservative Minister of Industry. Science and Technology.
Harvie Andre, announced that he had approved both competing bids, leaving shareholders to decide
Connaught's fate. Offering seven dollars more per share than Ciba, Connaught became a part of
Institut Mérieux shortly thereafter. In making the announcement, Andre stressed that a Canadian
partner could not be found for Connaught and, in light of this fact, the Minister stated that Cabinet's
decision was "the result of the most comprehensive and rigorous analysis and review to ehsure that
each proposal is-likely to be of net benefit to Canada . . . ." The Minister concluded his siatcmenl
saying that Investment Canada secured "extensive legal undertzikings" from each of the applicants
in order to ensure Connaught's Canadian identity and its functiqn as an independent biotechnology
manufacturer. A fact sheet accompanying the announcement lists these undertakings which involve
commitments mainly in the areas of capital expenditure and employment, a world product mandate
(WPM) for Connaught's products, R&D and product innovation, and a series of commitments
guaranteeing Canadian control, participation and identity. Some of the more significant measures

include:

i. Connaught's share of the total R&D budget of the combined enterprise will not be less than
36 per cent. Connaught will spend an aggregate of not less than $160 million on R&D in
Canada during the five years following the transaction.

il Mérieux will make available to Connaught its proprietary production technology.

iii. Meérieux will build a Biotechnology Centre at Connaught's Willowdale (Toronto) site,
requiring estimated capital expenditures of 30 to 40 million dollars and will employ 125

people when completed and create a total of approximately 30 to 50 new permanent
positions.

iv. "Connaught will retain its name, a strong Canadian identity, its head quarters, all key
corporate functions and a full range of activities in Canada."
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V. Connaught will be maintained "and developed as world-class company in the vaccine,
biotechnology and health care products industries, with the mandate and resources to vie for
the position of a leading worldwide vaccine producer.”

vi. Connaught will have 2 WPM for every new and existing product.®

F. CONNAUGHT: A TYPOLOGY OF STATE INTERVENTION
In the wake of the Connaught decision, one columnist aptly wrote that the affair "provides
a fascinating glimpse into making of industrial policy in the Mulroney era."® We witness a
government loath to intervene in the market willingly do so through legislation and through the
power to review, reject and alter foreign investment decisions. In the CDC case, while the
government intooed thé'; oocessity and the benefits of placing the corporation in the hands of the free
_ market, the Minister of Regional Industrial Expansion also legislated foreign ownership restrictions
on the purchase of shares for the expressed purpose of retaining Canadian control and participation
of the corporation. In the Connaught case, when Andre was asked why he had refused to select the
Ciba bid over the Mérieux bid, he rephed that to have made a qualitative _]udgment would have
v1olated the Mulroney government's policies of privatization and liberalization and this is "exactly
the kind of action we're trying to get away from."¥ Repardless of the rhetoric, the Minister of
Industry, Science and Technology employed his powers under the fC Act to review lforeign
invostment proposals and intervene to alter them, in this case for the porpose of maintaining a
strategic Canadian firm in a globally competitive industry. As some have suggested, the role played
by Investment Canada in the Connaught case established the agency and not the fédoral Depértmont
of Indostry_. Science and Technology as the Conservatives' preferred tool of industrial development %

Through this policy instrument, the minister ensured that the French buyers would maintain
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Connaught in Canada as an independent manufacturer of vaccines and similar products and that this
capacity would be enhanced through capital investment commitments, product development and
innovation targets, technology transfers and a world product mandate.

In the CDC privatization and the Connaught takeover the Conservative government engaged in
a foreign investment policy that in rhetoric appeared to be liberal but in practise was directly
interventionist. Figure 3.1 transposes the Cohservatives interventions in this case and the actors
assoclated with them onto the typology developed in the previous chapter and reveals an approach
to foreign investment policy consistent with the prescriptions of Michae! Best and Strategic Trade
Theory. In the CDC case, legislating foreign ownership restrictions constitutes an interventionist
extreme of strategic industrial policy as practised in nations such as Japan. In the Connaught case,
while the Mirister in consultation With the Conservative cabinet did not block the sale to a foreign
company, onelpartly owned by a fc;r-cign government, he intervened througﬁ Investment Canada for
the purpose of achieving a "national” solution consistent with the foreign investment policy

prescriptions contained in Tyson's Strategic Trade Policy agenda.
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4. DE HAVILLAND CANADA

A. INTRODUCTION

Unlike the Connaught case, the privatization of de Havilland involved a direct transfer of
ownership from the Crown to a private corperation. We will focus on the Conservatives' 1984
decision to sell de Havilland Canada (DHC) to the American aerospace manufacturer Boeing
Corporation (Boeing) and the government's actions at the time of Boeing's proposed resale of DHC
to a European aerospace consortium. This analysis will show that the government structured the
divestiture and later, intervened through a number of policy instruments, including Investment
Canada, to realize its stated goal of making de Havilland a strategic cornerstone of a Canadian

controlled and internationally competitive aerospace izdustry.®®

B. THE AVRO SHADOW

- Federal policy in the Canadian aerospace industry has historically been shaped by several
factors. The first is a small number of core manufacturers™ rendering Canadian production highly
specialized, primarily serving a demand for components and inputs as opposed to value-added
product design and development. The lack of product development is exacerbated by a hcavy
amount of foreign ownership amongst Canadian core manufacturers and a corresponding lack of
world product mandates for thése manufacturers. Also, Canada's proximity to the United States and
the relatively giant American aerospace industry inhibits the development of dorhcstiq core firms
and provides an incentive to supply. American ones. Thirdly, survival in thé global acrospécc

industry requires continuous new product development, an activity which requires significant high-
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risk, front-end investment putting constant demands on public treasuries as private markets are not
willing to bear this risk.”! Governments, including Canadian governmenis, have traditionally been
willing to assume financial risk bec.ause of the strategic benefits associated with the industry. For
example, 75% of Ontario's acrospace output is manufactured for export; skilled production workers |
account for 55% of the Canadian industry's workforce; 13% of the Canadian industry's sales,
approxilmately $8 billion in 1992, are put back into R&D; and the sector renders strategic spillovers
through linkages with other research and knowledge-intensive industries such as computer software,
telecomrnunications and materials. Finally, approximately 90% of the domestic industries 64,000
workers are employed iﬁ Ontario and Quebec.™ All of the above have made political activity and
state intervention another fundamental characteristic of the Canadian aerospace industry.”

However, the 1959 decision by John Diefenbaker's Conservative government to cancel
support for the A.V. Roe (AVRO) Arrow has perhaps stood alone as an influence on the federal
government's contemporary policy in this industry. This‘ decision led to the closure of one of
Canada's three core aerospace manufacturing ﬁﬁns, pulled the plug on what was regarded as the
most technologically advancéd aerospace project of its time and, finally, caused an exodus of skilled
and talented engineers, moétly to the United S.tates. The impact on the Canadian industry was so
severe that since that time, "no government has wanted to be responsible for the failure of another
core firm or project." Quite the opposite, Doern and Atherton suggest that federal supi)ort for this
sector has been extensive. ‘De Havilland, as one‘of the two core firms left, continues ‘to be a
i)enéﬁciary of this sup_por't."'4

De Havilland is a corh}?any shrouded in symbolism for Canadians and closely conneclled to

~ the nation’s development. Incorporated in 1925, it began as a parts supplier for its English parent
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corporation, evolving into a core manufacturer after the second World War. The company produced
training aircraft for the Canadian government's war efforts and is greatly associated with blazing
Canada's northern wilderess, producing such famous inodels as the Beaver and the Thwin Otter. In
the mid to late 1960's, the company, then owned by the British firm Hawker-Siddeley, developed
propéller—driven aircréﬁ capable of taking off and landing in very short distances. This technology.
known as STOL, is widely acknowledged as a Canadian feat which restored the stature of the
Canadian aerospace industry in the aftermath of Arrow debacle.”

By the 1970's, it was apparent to de Havilland that STOL technology could be applied more
~ profitably to the civilian commuter ai;;:raﬁ market and it produced designs for a four engine turbo-
propeller aircraft, the DASH-7. Hawker-Siddeley did not have as much faith in ihe new series and
refused to finance the development. As "a.result, the Liberal government became heavily involved -
in tﬁe financing of the DASH-7.. After failing to find a Canadian investor in 1974, the Liberal
government negotiated the purchase of de Havilland for 40.8 million dollars.™ Reactingpcrhaps to
the AVRO shadow, nationalization was an attempt by the Liberal government to prescrve one of the
two remaining Canadian core aerospace firms and preserve an integrated domestic industry. The
government did not intend to do this though continuous ownership and clearly stated its intentions .
to restructure the firm and return it to the private sector. The nationalization of de Havilland, the
Industry minister at the time declared, was strictly an “interim measure."”’

The government did not realize its intentions for a number of reasons, chief amongst which
~ were the lack of a Cﬁnadian core firms to absorb de Havilland and a dcprcssed civilian aircraft
market.l AAS a result, de Havilland became a de facto Crown Corpofation which,l by‘l‘98‘3, haq _

amassed a debt of 285.9 million dollars financed by government loan guarantees. The large sums
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of money involved in financing the firm drew public criticism and in order to avoid further
controversy. the Liberal government transferred the firm to the Canada Development Investment
Corporation in 1982, whereupon the CDIC wrote off 263 million doilars in deferred rescarch and
devclopment expenditures. De Havilland still carried large long term debts  because of carlier
government financing decisions und the government made infusions of equity ., approximately 7735
million dollars total by 1985. to improve the debt-equity ratio in lead up to privatization which was
announced in the same year.™ By the time the Progressive Conservative government came to power
in 1984, the focus of media and government attention on the alleged mismanagement of the {irm's

affairs reduced public support for the company and strengthened the consensus on privatization.™

C. PRIVATIZATION

On October 31, 1984, the Minister of Regional Industrial Expansion, Sinclair Stevens,
announced that ée Havilland, along with the other holdings of the Canada Development Investment
Corporation (CDIC) would be sold to the private sector. The CDIC. under new president Paul
Marshall, was instructed to manage the divestiture.

i. CDIC Analysis:

After the initial public distribution of information, the CDIC hired a team of financial
advisers and selected 134 interested parties whose initial bids were considered serious enough to
warrant further attention. Afier further negotiations, this number was reduced to twenty-four. At
this time, the American aerospace giant Boeing Co. of Seattle indicated that it was prepared to
negotiate the purchase of de Havilland and signed a Letter of Intent. According to the CDIC, it ther

offered two other groups the opportunity to present their acquisition proposals. Of these two groups,
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one was led by the German Justus Domnier and the other was a consortium called Rimgate Holdings.
combining disparate Canadian investors and the Dutch acrospace firm N.V. Fokker. The latter
produced the Fokker-30, a direct competitor to the de Havilland DASH-8 series of aircraft. Upon
completion of his assessment. the president of the CDIC advised the Industry Minister that the
Bocing plan is superior to the other two offers. This recommendation was based on a combination
of criteria, namely the price being offered and concessions demanded. the feasibility of the business
plans and the bidders’ intentions.®

Before going ahead with the privatization, the CDIC was also asked to analyze the
comparative costs of maintaining de Havilland under government ownership and the cost of winding
the ﬁnﬁ down. The CDIC pegged the cost of maintaining government ownership at 197.4 million
dollars. Arthur Andersen and Co., hired as consultants, pegged the cost of liquidating the firm at 365
million dollars.* In light of these options. it appeared advantageous for the government to simply
give the firm away. Given the price received for the company, many critics would later allege that
this in fact was what the Conservatives did. Not surprisingly, the President of the CDIC wrote to
Stevens, the "CDIC endorses the recommendations of our financial advisers ... that the Boeing
Company offer be accepted as being superior to the other submission received and far preferable to
continuing de Havilland under government control or winding it up.” He advised Stevens that an
agrecment to sell de Havilland to Boeing based on the latter’s Letter of Intent be negotiated with goal
of arriving at a deal by the "end of 1985."%
ii. The Letter of Intenit

The Letter of Intent (LOI) corisists of two separate agreements. The first of these agreements

is the acquisition agreement which enumerates the terms and conditions govemning the transfer of
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ownership. The second is the Memorandum of Understanding. or MOU. which defines a voluntary
relationship between the company and the Crown after divestiture. In the case of the de Havilland
privatization. the Conservatives structured each of the documents to ensure that the company would
remain in Canada as a core manufacturer in an internationaily competitive acrospace industry. The

MOU is more explicit in defining this relationship.”® A review of the documents’ contents

demonstrate this.
. The Acquisition Agrecment:
- Location: De Havilland would remain in Ontario.

- World Product Mandate: de Havilland will have a WPM under Boeing ownership for the
ongoing design, development, production and marketing of DHC's products and derivatives.

Licensing and third-party production agreements are permitted subject to ministerial review
and approval.

- Tax Limitation Agreement: As of December 31, 1984, DHC possessed losses carried
forward of 198 million dollars and investment tax credits of 13 million, all of which would
expire over the period 1985-1991. Under Canadian law, Boeing would be able to apply thes :
CONCessions to its own operations. Instead, Boeing agreed to forego the use of DHC's pre-
1985 tax losses in return for a deal which would see Boeing raise capital through a preferred
share offering, the dividends on which would be tax deductible. The capital raised through
the share offering would be loaned to a Canadian leasing entity who in tum would loan

money to Canadian aerospace firms at concessionary rates for the purpose of purchasing
DHC products.

- Price: The total sale price was $155 million dollars, 90 million paid in cash by Boeing. The
remaining 65 miliion would be paid through deferred payments over a thirty year period, or
Boeing could choose to deduct 20% of the value added from the purchase of Canadian goods
and services from the outstanding balance. Therefore, 325 million in new Canadian business
would eliminate deferred nayments.*

. The MOU
Ironically the MOU is at the heart of the government's industrial policy objectives concerning

the privatization yet its terms are completely voluntary. In the case of de Havilland, the MOU
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described "the good faith intention of Boeing relative to accommodating Canadian industrial policy
interests, within the constraints of normal commercial business considerations ...."%° The industrial
policy interests were as tollows:

- to marntain and increase the levels of Canadian content in DHC products:

- to increase the amount of R&D at DHC "to enhance the existing pool of acrospace expertise
found there™;

- to modemize DHC's production facilities; to improve the DASH-8 modzl and to develop a
50 seat stretch version of the DASH-8; and

- to "enhance Canadian industrial capabilities to meet national defense requirements...
consistent with the government's objectives of... establishing a base to pursue more
effectively export opportunities.”®
In order to realize these objectives, the federal government intended to employ a series of

financial inducements through procurement, the Defense Industry Productivity Program (DIPP), the

Enterprise Development Program (EDP) and through a Crown corporation, the Export Development

Corporation (ZDC). Jeanne Laux concludes that the Mulroney Conservative goverr.ment used these

policy instruments to selectively intervene in the market to improve Canada's competitive position

in the aerospace industry while remaining consistent with its broader neoliberal approach to
economic restructuring.* The de Havilland privatization appears to conform to this hypothesis. For
example. the MOU stipulated the following:

- Procurement Contracts: Recognizing the "significant economic and technological benefits
to Canada and Canadian industry,” it is the government's "wish" that de Havilland participate
in the bidding for national and intemational defense contracts. Boeing promised to position
DHC in order to pursue such contracts, "especially defense contracts in the United States.”

- DIPP: Through this program, the federal government committed itself to 46 of the 105

million dollars required to modernize the Downsview (Toronto) production facilities,
upgrade the DAS;I-7 and DASH-8 and to develop the stretch version of the DASH-8. In this
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last case the goverrment committed itself to 30 per cent of the development costs up to a
maximum of $30 million.

- EDC: Export products manufactured by DHC "shall be eligible for EDC sales financing
support and assistance.” This financing will be made available at internationally defined
consensus rates. However. in the case where the EDC considers the risk of the purchasing
agent unacceptable or where a competitor is receiving financing below consensus rates, the
government may consider making export financing available through its own account.™

- EDP: In addition to EDC financing, DASH-7 and DASH-8 products manufactured in
Canada and sold in U.S. markets "shall be eligible for EDP financing assistance” so long as
the company meets acceptable Canadian content and "benefit to Canada” criteria,™
According to Robert De Cotrét, the Minister responsible. the sale would provide a

competitive stimulus to the firm's development. De Cotrét premised this conclusion in light of the

commitments solicited from Boeing and in light of the aerospace giant's global marketing and
management expertise. Overall, the Minister concluded, "the sale will assure Canada of a strong,
long-term and internationally competitive acrospace sector” and simultaneously relicve taxpayers
of the "burden of past levels of support."® In a letter to Members of Parliament, the Minister noted
that despite the 775 million dollars the federal government had invested in de Havilland up to that
point, its product line had dwindled to two products (the DASH-7 and DASH-8 models),
employment had varied dramatically and, overall, the firm remained a very small player in a cut-
throat international market. Ottawa would not risk the taxpayz:s money in reviving the company
to a solid competitive position. He estimated that immediate cash and equity needs were in the order
of 200 miilion dollars. Rather, in order to compete in the global and domestic aerospace markets,

de Havilland required the management, global marketing and financial skills that "could only be met

by a private sector investor” in the aerospace business.”!
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The reaction to the sale was immediate and swift, "arousing the ire of nationalists, the two
opposition parties, and the friends of an activist government industrial policy to create jobs ir high-
tech industry."™ Reacting to pressure from all sides. the Tories relented and permitted a
Parliamentary enquiry during which the opposition concentrated on hammering the goverament for
its "obsession” with selling de Havilland to a foreign buyer and the apparently low price for which
it was sold.” The government was not swayed. In the House of Commons, De Cotrét repeated that
the sale to an international giant like Boeing was the only way to save de Havilland and strengthen
the Canadian aerospace industry, given the lack of available investment capital. It was also
consistent with the govemment's overall privatization program of which De Cotrét said, "We on this
side of the House recognize the reality of the market place. We recognize that by reducing the
burcaucratic and political imp.Zinents, there will be a more efficient market economy.” The only
problem with the market-based approach was posed by the Minister himself who said: "If the
purchase of de Havilland turns out to be a good deal for Boeing shareholders ... it will also turn out
1o be a good deal for Canada."

The converse could just as well be true. However, Richard Albrecht, Chairman of Boeing
Canada, sought to reassure the committee investigating the sale: ".. . we are confident that de
Havilland of Canada has the potential to become a profitable and more viable operation . . . . We
believe Boeing has the unique capability to bring that strength and growth to pass. I assure you we
will do our utmost to make that bappen.”® In fact, the confidence expressed by Boeing in de

Havilland began to erode almost as soon as the transfer of ownership took place.
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D. THE PROPOSED RESALE

In July of 1990. Boeing announced that it was planning to sell de Havilland to Acrospatiale
SA of France and Aeritalia SpA of Italy. principals in a consortium called Avions de transport
régional (ATR). The two acrospace manufacturers were owned by their respective governments, and
in the case of Aerospatiale. assumned 2 traditionally strategic role in the French government's defence
and economic policies.” Despite investing 400 million dollars into the company. layving off 700
workers in February of 1989, receiving an additional 161 million dollar grant from the federal
govemnment one year later and an extensive order backlog and robust sales of the DASH-8, Boeing
had not been able to realize a profit on its de Havilland operations and had decided by this time to
get out.”’

The announcement caught Ottawa and other players by surprise and immediately put into
question de Havilland's continued status as a Canadian core aerospace manufacturer. This status was
no longer guaranteed, if it ever was, as the terms and conditions agreed to by Boeing in the original
privatization agreement applied to de Havilland only under "Boeing ownership."® Moreover, the
ATR consortium produced the ATR-42 and the ATR-72 aircraft, direct competitors to the DASH-8
series. The ATR-72 was a completed version of the swretch DASH-8 400 model still in the
developmental stage.” The Canadian Auto Workers (CAW), the union representing de Haviliand's
workers, and many other commentators immediately began to speculate that should the company be
purchased by the ATR group, it would be transformed into a sub-assembly operation or a parts
supplier for the latter’s European-developed products thus eliminating all technological expertise at

the Downsview site and perhaps 2,000 jobs.'®
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Reacting to the announcement and speculation over de Havilland's fate, the then Minister of
Industry. Benoit Bouchard, said that the federal government would insist that any new owners
adhere to the conditions negotiated in the original privatization agreement so that the company will
"continue to develop.” Bouchard stated that any purchase proposal would have to be referred to
Investment Canada which "would undertake a thorough review to ensure it is in the countrv's best
interests.""" On the agency's behalf. Allan Nymark said, "obviously, we will be looking at [the ATR
proposal] very closely, given the importance of de Havilland to high-tech generally in Canada."'®

In the months which followed the July announcement, ATR officials began to make it clear
that any yet to be determined role for de Havilland in their operations was contingent upon financial
assistance from both the federal and the Ontario provincial governments. The reasons for this were
simple enough. Governments in Europe and all over the world finance aerospace firms due to the
strategic benefits associated with this industry. As one ATR official reasoned, how could French
and Italian taxpayers be expected to pay for such work in Canada?® The CAW and the newly-
elected NDP government in Ontario demanded that guarantees protecting the design and
development capacities of de Havilland be included before any public financial assistance were
committed. Bob Rae, the new Ontario Premier, stated unequivocally that de Havilland was critical
to the province's R&D base and in January 1991 formed a labour, government and private sector task
force to study alternatives for the company.'® CAW president Robert White suggested 10 the federal
government that one of those options was to repatriate the company in whole or in part which the
industry minister rejected but indicated that "Ottawa would be opea to considering some kind of
support for new owners such as tax breaks or loan guarantees."'® Regardless, on April 10, 1991

Boeing and ATR announced that they had formally reached an agreement to transfer ownership of
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de Havilland. Contingent upon as vet an unspecified amount of assistance form Ottawa and Ontario,
ATR proposed to invest one billion dollars in de Havilland over the next 10 years during which the

company reportedly would:

i. remain a full-fledged aircraft manufacturer:
i develop components for two new passenger airliners planned by the consortium partners:
iil. develop components under contract for other aerospace manufacturers: and

iv. participate on equal footing with the ATR partners in the development of a 80-100 seat
successor aircraft to the ATR-72. This would occur in coordination with the German aircraft
manufacturer Deutsch Aerospace which would invest 50 per cent and receive the majority
of research and final assembly contracts.'®
The irony of the proposed sale was not lost on then president of the Canadian Auto Workers'

Union who extolled the folly of the Conservatives' original drive to sever de Havilland form

Canadian government ownership only to see it perhaps end up in the hands of foreign

governments.'” Regardless, the government remained adamant about its original decision. For

example, on the day Boeing and ATR announced their agreement, the opposition demanded that the

Tories block the sale and consider repatriation or, at the least, subsidize de Havilland. The Prime

Minister replied: "I can tell you that faced with the choice of free competition and international

investments that will gua-antee jobs in Toronto and elsewhere and charginy it all to the national debt,

we will choose international investment.”'*® The Prime Minister apparently believed that any foreign
investment transaction favoured Canada's economic interests. The Industry minister, in a less
rhetorical fit, told the House pf Commons on the same day that the proposed deal must first receive
approval from Investment Canada and that the government would issue an official statement at that

time. '
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The time lag between the announced sale and the submission of a business plan to Investment
Canada, together with a lack of direction by the federal government. all combined to create a policy
void and allowed the piayers to dig in their heels. The ATR group began to cite a figure of 500
million dollars which would be required in the form of grants. loan guarantees. procurement
contracts, training schools and research facilities in order to maintain de Havilland as a core
acrospace manufacturer. These requirements soon developed into what seemed to be outright
blackmail. For example, the chairman of Aeritalia, now renamed Alenia. openly asked, "does
Canada want to have a vibrant aerospace industry or just an assembly operation?” The CAW
demanded that Investment Canada block the sale. stating that the money requested by ATR was too
much without a Canadian partner in the deal or a guarantee that job levels would be maintained.
_ Again, the union had cause for concern. Displaying his real lack of confidence in de Havilland's
potential, the chief executive of Aerospatiale stated that the reason no Canadian investor could be
found is "because everyone knows this company is a money loser.” Bob Rae stated flat-out that
Ontario would not contribute any assistance to the European consortium unless job and investment
guarantees were made and commitments to expanding the current Canadian-made product line as
well. In concert with the employees' unions, he viéwed a Canadian partner as a necessary guarantee
for these demands. '™
Two separate developments occurred during this impasse which would ultimately affect the
fate of de Havilland. The first was the suggestion that Canadair, de Havilland's privatized twin,
:ﬁght participate in the purchase group. Politicians in Ottawa and at Queen's Park believed this to
be an attractive goal and therefore met with Laurent Beaudoin, president of Canadair's parent |

Bombardier. The ATR group, already connected with Beaudoin through Canadair's contract to
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supply components for the European Airbus 330 and 340 aircraft. did likewise, ! Secondly, in June
1991, the European Economic Community. now the European Union (EU). through its exceutive.
the Commission. launched an anti-competition probe into the proposed purchase. The purpose of
this action was to determine whether or not the acquisition of de Havilland by the ATR group would

limit competition in the European acrospace industry and amongst aerospace manufacturers in the

twelve nation EU.'*

E. REINTERVENTION
i Investment Canada

In May of 1991, ATR submitted its investment proposal to IC. We will recall from our
analysis in the Connaught case that Section 23 of the Investment Canada Act empowers the Industry
minister to review "economically significant” foreign investment proposals and reject those which
are not found to be of "net benefit" to Canada. We will also recall that net benefit is not defined in
the et although, when applying this test, the minister must consider the «ffect the investment may
have on jobs, product innovation and development, Canadian control and partictpation, Canada's
interational competitiveness in the industry concerned and a number of other strategic factors.

By the middle of June, 1991, Investment Canada had ﬁnish;d its review of ATR's business
plans and had made its recommendation to the newly-appointed Industry minister, Michael Wilson.
On June 20, Wilson announced that he was rejecting ATR’s initial proposal. Echoing the
interventionist statements made by labour and the Ontario NDP, Wilson said that the money
required by ATR from government sources was too high and the guarantees of maintainingi de

Havilland as a centre of Canadian aerospace design and development too little. The Department of
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Industry. Science and Technology and Investment Canada estimated that the ATR plan would
require one billion dollars from Canadian taxpavers, far in excess of the $500 million originally cited
by consortium officials. Departing from the open-for-business rhetoric of the Prime Minister on the
subject. the Industry Minister said, "This is quite an important application . . .. This indusirv is a
strategic industry for Canada. . . and we want to see it and de Havilland strengthened.” The Minister
and IC officials wanted solid guarantees that de Havilland would remain a core manufacturer after
beirg bought and that the takeover would strengthen the overall Canadian aerospace industry.
Specifically, the minister wanted to see a Canadian company take an equity stake in the takeover and
should one not come forward, better guarantees "regarding Canadian participation in the
management of de Havilland and on its board of directors.”'"

Wilson's insistence on a Canadian partner led to frantic efforts by Ottawa, Ontario and ATR
to include Bombardier in any new plan. These efforts came to no avail and on September 9, 1991
the Ontario government announced that it intended to take an equity position in the aircraft
manufacturer and assume the role of a Canadian partner. According to Ontario's Industry Minister,
the future of de Havilland and all of its intended benefits for Canada could not be left in the hands
of the French and Italian governments. The Minister said: "If you look at the aerospace industry
throughout the world, governments have invested in it . . .. We believe that not only the industry,
but all the spin-off industries that come from it justify our participating.”""* On the same day, Ottawa
announced that the deadline for ATR to submit a revised proposal to Investment Canada had been
extended another 30 days. This grace period became meaningless as the EU Commission vetoed the
takeover on October 2, 1991. This decision was the result of the anti-competition investigation

commenced in June and was the first time the EU had blocked a merger or acquisition since
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legislating its competition policy in 1989. According to the EU Commissioner responsible tor
Competition Policy at the time, Sir Leon Brittain. ATR's purchase of de Havilland would give the
group 2 formidable position in the world market for commuter aircraft. Their combined position
would be detrimental to competition amongst other European competitors namely British Acrospace
and Fokker, N.V. and would therefore be detrimental to customers in Europe and elsewhere. '™

In Canada, the EU's decision was greeted with confusion and anxiety. Michael Wilson said
the decision was "unwelcome.” Despite the Prime Minister's assurances to the Ontario Premier that
the federal government attaches a great deal of importance to de Havilland. the Industry minister
stressed that his government would not issue any new capital forit. At the same time, Wilson did
not prevent state intervention at another level of government, saying that it was now up to Boeing,
the ATR consortium and the Ontario government to figure out a solution.'** The Ontario Premicr
said he was "extremely confused” by the EU's decision and promised to battle "on all fronts” to save
the company which by this time was reportedly close to financial collapse.''” In light of the
company's desperate plight, the Prime Minister to no avail lobbied Jacques Delors then President of
the European Commission to revise the decision on the occasion of his G7 trip to Paris. At this
point, Bob Rae continued to actively regroup his government, Ottawa, Aerospatiale and finally,
Bombardier, to salvage one of Canada's two remaining core aerospace manufacturers.''
ii. Bailout

On March 10, 1992, Bombardier President Laurent Beaudoin, Ontario Premier Bob Rae and
the federal Industry minister announced a rescue plan. Bombardier would purchase a 51 per cent
interest in de Havilland for 51 million dollars; the government of Ontario a 49 per cent stake for 49

million, and this venture would be backed by millions of dollars from Ottawa. The trilateral talks
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leading to this agreement began in earnest in Getober when Acrospaitale the last ¢f the two original
ATR partners declined any further involvement so as to not interfere with "a Canadian solution.”"'®
What was the Canadian solution? Besides its equity position. Ontario granted Bombardier $200
million in shareholder loans. The federal government also made commitments of 170 to 200 million
dollars in export promotion. P&D subsidies and restructuring funds through the DIPP. As well,
Ottawa agreed to contribute to a reserve fund administered in coordination with Ontario to protect
Bombardier from financial loss over the first four years of the plan. All told. the amount of money
committed by the federal and Ontario provincial governments to Bombardier to make de Havilland

viable was estimated at $600 million.'2

E. DE HAVILLAND: A TYPOLOGY OF STATE INTERVENTION

The privatization of de Havilland was premised on the Tories' faith in the market as a primary
means of achieving industrial policy objectives. Yet at the time of privatization and later when it
came time to put their faith to the test, the Mulroney government inte1vened through a variety of
policy instruments to maintain de Havilland as a strategic comerstone of a Canadian controlled and
internationally competitive domestic aerospace industry. In 1986, the Tories argued that de
Havilland could not remain viable under state ownership and that the only way to restore the
company's competitive health was to subject it to the rigour of the market and the expertise of private
ownership. Our analysis of the divestiture shows that far from relying on the market, the
Conservatives employed a number of indirect interventions to realize its policy objectives. First the
government charged the CDIC to undertake a strategic analysis of which firm would be most capaple

of advancing its policy goals. The decision to sell de Havillard to Boeing was not a result of free -
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market forces such as, for example. either a public share issue or a competitive bid for assets based
strictly on price. It was motivated by Boeing's capacity to strategically integrate DHC into its global
financial and marketing orbit.

Secondly. the Tories attached conditions to the sale to ensure de Havilland's compatibility
with the government's aemspace industry objectives after privatization. The acquisition agreement
bound Boeing to maintain the company in Ontario. to grant it a world product mandate and to use
tax concessions 1o integrate Canadian aerospace component suppliers and users into the company's
manufacturing network. Finally, in the MOU, the Tories pledged to spend millions of dollars and
10 use policy instruments such as procurement, the DIPP, the EDP and a Crown corporation, the
EDC to realize specific targets in the areas of Canadian coritrol and participation, R&D, product
innovation, exports, jobs and international competitiveness. Recall for example, the government's
commitment to spend 30 million dollars through interest free DIPP loans to develop a 50 seat stretch
version of the DASH-8,

The proposed resale of de Havilland to the ATR consortium revealed the folly of the
Conservatives' agenda to rely on private sector companies to ensure competitive advantage for
Canada in the global aerospace industry. As the federal govemment stood idly by in the wake of the
June 1990 announcement, the Ontario NDP had concluded that should the proposed deal go through,
de Havilland would end up serving the interests of 2 European aerospace 1genda, an agenda largely
directed by state policy. After forming the govemnment later that year, it immediately signalled its
intentions to intervene in favour of a Canadian solution. The federal Conservative government later
arrived at the same conclusion. Ottawa now deemed DHC to be a strategic firm in a strategic

industry as opposed to a continuing fiscal drain. The Industry ministe: cmployed the JC Act and
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exploited the vagueness of the net benefit test to extract from ATR better guarantees in the areas of
Canadian control and participation. product development and product innovation. The EU veto of
the purchase plan put an end to further IC review and truncated the federal agency's affect on de
Havilland's future similar to its direct and lasting impact on Connaught.

The EU veto also put de Havilland in the midst of financial collapse as Beeing by this time
had abdicated all responsibility for the company's development. In the aftermath of the ruling, the
Industry Minister began a process of downgrading expectations for further federal involvement and
downloading the pressure to save the company onto the Ontario NDP government.'?' The Ontario
govemment responded to this challenge by purchasing a minority equity position in coordination
with Bombardier's majority stake. Yet this arrangement could not have occurred without the active
participation of the federal government. Despite its blustering to the contrary, Ottawa leveraged the
Ontario-Bombardier purchase by intensifying its financial involvement, committing itself to more
than 200 million dollars for export promotion, R&D and corporate restructuring. These inducements
were to be channelled through actors similar to those employed at the time of privatization, namely
the DIPP and the EDC.

After transposing these interventions onto our typology, figure 3.2 suggests that the
Conservative government implemented research and development and foreign investment policies
consistent with strategic trade policy and strategic industrial policy. During both phases of our
study. the federal Conservative government employed inducements through several actors to finance
the development of de Haviiland's products and promote their export. In an era where governments
must reconcile tiie urgencies of economic competitiveness with the constraints of self-imposed

neoliberal economic strategies, Laux accurately concludes that "the Canadian state pursues its
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A Tyvpology of State Intervention for Competitive Advantaee: De Havilland
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concerns for economic security in the high-technology aerospace industry through inducements
rather than through restrictions.”'® In the DHC case, the actions of the Conservatives went bevond
financial inducements and included an interventionist foreign investment policy. Boeing's proposed
sale of de Havilland to the ATR group presented a scenario in which foreign governments, in this
case France and Italy, employ state-owned agents to pursue national economic interests, which may
include encouraging economic competitiveness.’® This is a scenario which, at one extreme of STT.
Tyson argues should be reviewed and, if necessary, blocked in favour of a "national solution." In
the de Havilland case, the Conservative government appeared to have acted consistent with Tyson's

recommendations.

5. Conclusions

The Connaught and de Havilland case studies reveal that the Conservative government
disregarded its laisser-faire principles and intervened in the market both during and after
privatization. By privatizing each firm, the government pursued its ideological agenda to strengthen
the market at the expense of the state. The crucial observation for our analysis is that at some point
between divestiture and reintervention, the govenment determined that its ideological commitments
to neoconservatism would not provide a sufficient basis for competitiveness in each industry.
Instead the Conservatives used moderate and direct state interventions to protect and promote
Canadian national champions in the global biotechnology and aerospace industries.

The case studies revealed state interventions in the form of legislative, administrative and

financial tools designed to restrict foreign investment, protect jobs and encourage exports and
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innovation. The Conservative government also relied on a variety of state actors to intervene in both
cases. Prominent amongst these actors were the foderal Minister of Industry. Science and
Technology. his department and its agency. Investment Canada. In both the Connaught and de
Havilland reintervention phases. the Industry Minister used the latitude of the Investment Canada
Act to review and reject foreign investment proposals which were contrary to what the government
determined were Canada's strategic economic interests ir: the global biotechnology and aerospace
industries. The typologies from each case suggest that these interventions were consistent with
R&D. foreign investment and trade policies contained in Best's strategic industrial policy model and
Tyson's "cautiously activist” strategic trade theory model. We will recail from chapter two that both
of these policy programs aim to promote competitive advantage through moderate and direct state
interventions

While privatization, intervention and reintervention were designed to accomplish several
policy and short-term political objectives, namely reducing government expenditure and saving jobs,
our investigation and typologies show that state intervention was also designed to protect and
promote Canadian competitiveness in each industry. We will now turn to a study of the Teleglobe
privatization and assess whether or not the Conservatives’ actions in that case are consistent with the

observations drawn from this chapter’s case studies.



CHAPTER FOUR
ase v: Teleglobe Canada

1. Introduction

Our last case study focuses on the actions of the Conservative government in the affairs of
Teleglobe Canada Incorporated, the "Crown jewel” of Canadian public-sector enterprises and
Canada's only supplier of overseas telecommunications services. This analysis will situate Teleglobe
within the transformation occurring in the global telecommunications industry and the challenges
this is presenting for state policy. Besides the carmriage of voice telephony services,
telecommunications is increasingly about the technology of maniptﬂating information in an
interactive, automated fashion on the burgeoning, albeit amorphous "information highway."' The
pace of technological innovation and the blurring of industrial lines means that telecommunications
is strongly associated with knowledge-intensive investment, high-technology spillovers, high
productivity and highly skilled jobs, all of the strategic possibilities which make it a globally
competitive industry. As a result, states are confronted with an intriguing policy dilemma of how
to foster competitive domestic telecommunications industries: through the market or through
strategic intervention?

The current debate on the appropriate means of state policy in telecommunications amongst
industry analysts, bureaucrats, economists and enu'eprenem'S pits those dedicated to the market

106



against those whom advocate strategic intervention. The market position is represented. for
example. by two Canadian academics and industry analvsts H.N. Janisch and R.J. Schultz both of
whom advocate privatization of state monopolies and industry deregulation. Their argument is
premised on the notion that telecommunications is an "enabling” industry which produces multiple
services that firms must integrate into their corporate infrastructures as a means of competing against
rivals with access to equally vast and multiple services. Therefore, firms must be allowed to possess
the freedom and flexibility to choose and configure which services they require. To undermine this
freedom through excessive regulation or monopoly supply is to undermine the firm's competitive
position and therefore, it follows, the nation's economic competitiveness.?

An example of strategic state intervention is the European Union's ESPRIT programme, an
evolving series of strategic alliances and partnerships that Lynn Krieger Mytelka argues have
effectively established a European state supported telecommunications and information technology
national champion.® In Canada, the former Ontario NDP government idertified teiecommunications
as a strategic source of technological innovation and competitiver.ess:

Increasing productivity depends on expanding innovative activity throughout the economy.

Changes in the international division of labour in the global economy create the possibility

of, and needs for, a reorientation of production in Ontario toward activities that rely on

continuous innovation. Comparative advantage in the past has often relied on physical
endowments such as the country's resource base. By contrast, comparative advantage in

technology-intensive activities can be created by firms and governments. *

Support for strategic intervention is not restricted to governments. Phil Lind, the Vice
Chairman of Rogers Communications, the Toronto-based cable television and telecommunications

empire, said that the Canadian Radio-Television and Telecommunications Commissior (CRTC)

must grant speedy regulatory approval of its spring 1994 takeover bid for Toronto industry rival
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Maclean Hunter Lid. in order to battle "the ‘menacing competition’ of big phone companies. foreign
muitimedia conglomerates like Time Warner and so-called U.S. "death stars’ that promise hundreds
of satellite channels...” In short. the Vice-Chairman of the immensely profitable but well-regulated
firm said. "we need Canadian national champions.”

This chapter will analyze the privatization of Teleglobe Canada and the Conservative
government's reinterventions after privatization. Similar to the case studies in the previous chapter,
the goal for analysis in this case study is to determine whether or not the government's ideological
commitment to neoconservatism provided a sufficient basis for competit.ve advantage. To identify
the official view of the appropriate role of the state in fostering competitiveness in this industry, we
will situate both phases of our study within the Conservative government's overall
telecommunications policy . Our analysis will reveal that the government intended Teleglobe to
remain 2 national champion and a pillar of 2 Canadian controlled telecommunications infrastructure
and intervened through several policy instruments and state actors to accomplish this objective. A
brief survey of federal policy in this industry during the Mulroney administrations will reveal that
these interventions were consistent with the Conservative governments’ other actions to maintain
Teleglobe and other core domestic telecommunications carriers® as the strategic pillars of a Canadian

owned and globally competitive telecommunications industry.

2. From Cash Cow to Crown Jewel

Teleglobe began operations as the Canadian Overseas Telecommunications Corporation

(COTC). a product of the 1945 Commonwealth Telecommunications “_onference. Held in the
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aftermath of the Second World War. as Britain took its last £asp as a colonial empire. the Conference
sought to enhance telecommunications links between the members of the Commonwealth nations
for both reasons of security and of averting American dominance in the provision of services. It was
agreed that each member nation would acquire direct ownership of its overseas telecommunications
services by means of expropriation and place the assets under the aegis of either a government
department or a Crown corporation. The Liberal government of Louis St. Laurent chose the latter
option and passed legislation in 1949 authorizing the COTC to purchase the Canadian assets of the
Cable and Wireless, Ltd. and Canadian Marconi Ltd.. both British firms.” The mandate of the COTC
as contaired in the original legislation was "to establish, maintain and operate in Canada and
elsewhere external telecommunications services for the conduct of public communications.”
Although the company evolved as a de facto monopoly. this was never intended to occur. Rather,
the company's monopoly evolved primarily as the result of a "gentlemen's agreement” with the
domestic carriers, collectively known as the Trans Canada Telephone System (TCTS). Despite the
COTC’s mandate to provide telecommunications services between Canada and "elsewhere", this
agreement gave the COTC the "OVM" market while the TCTS retained the lucrative North
American market, thanks to the latter's long established links with Arrerican giants such as the
American Telephone and Telegraph company (AT&T).* After the one other Canadian fimm dropped
out of the overseas market, the COTC's monopoly in this market was confirmed.®

The COTC was characierized by Schultz as a "stolid" profit maker in the initial period
following its inception. The sleepy overseas market, to which the domestic carriers bad relegated
the CCTC, changed dramatically in 1956 when TAT-1, the first long-distance multipurpose

(telephone, telegraph, telex) coaxial submarine cable was laid across the floor of the Atlantic Ocean
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between Scotland and Newfoundland. Competition in this market was minimal due to the structure
of overseas facilitics, which required agreements between two international partners to comnplete an
international connection. These arrangements precluded any single carrier from unilateral rate
cutting. These factors, combined with growing demand for international telecommunications
services, created a very successful business environment for the firm. Between 1956 and 1965. the
COTC's revenues increased by 900 percent.!®

The subsequent period between the late 1960's and the early 1980's witnessed the advent of
telecommunications satellites. When the International Telecommunications Satellite Organization
(INTELSAT) was established to operate a global system, the COTC was designated as the Canadian
signatory to INTELSAT's operating agreement. Schultz describes this period of technological
change and growing affiuence within Canadian society as one in wiiich the COTC, renamed
Teleglobe in 1975, evolved from a stolid profit maker to a veritable "cash cow." For example, in
1986, an information circular published by the Department of Communications estimated
Teleglobe's annual revenues at 240.5 million dollars. Its annual profits in 1986, before privatization
were estimated at 50 million dollars on an asset base of 300 million dollars with 1300 employees.'!

Despite its robust performance, Teleglobe spent most of its existence as 2 Crown corporation
unnoticed by successive governments. For example, Schultz estimates that between 1949 and 1984,
MP's posed less than one question per year in the House of Commons regarding the company.
Essentially, the Crown corporation remained autonomous from its political masters in Ottawa. The
autonomy was never greatly challenged, even when political responsibility for the firm was
transferred from the Department of Transportation to the newly created Department of

Communications in 1968. In 1977, the Liberal government introduced a national
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telecommunications bill which would have subjected Teleglobe to regulation by the CRTC. granted
such authority in 1976." For the first time. Teleglobe actively defended its autonomy from direct
government intervention. This petition became moot as the Liberal government of the dav could not
get the bill past first reading in the House of Commons on three different occasions, after which it
eventually died as did the Department of Communications’ concern for Teleglobe. "

The degree of autonomy from government possessed by Teleglobe relative to other Crown
firms is unique. The fact that it earned substantial profits and was unencumbered by the cross-
subsidizing requirements of its regulated counterparts meant that the carrier could finance growth
and expansior: without calling upon the federal treasury. The fact that it adapted to technological
change and satisfied consumer demands only reinforced this position. Ironically. it is the company’s
financial performance which eventually attracted the government's attention. Although Teleglobe
had ceased to cause concern amongst officials at the Department of Communications, the Treasury
Board of Cabinet began to argue that it was inappropriate for Teleglobe to earn substantial profits
while retaining exclusive control over their use and that it no longer possessed any public policy
purpose other than fulfilling the treaty obligations of a defunct international organization. In
response to mounting criticism, Teleglobe began to pay a dividend of 3.8 million dollars to the
federal government, and did so annually from 1980 until 1984 when the CDIC, to which Teleglobe
became a subsidiary in 1983, opted against a dividend as the money would have gone to the
govemnment's coffers at the expense of the Crown holding company. Regardless, instead of keeping
the so-called Crown jewel on display, the new Conservative government decided to get what it could

forit.'



3. Privatizatior

A. 1985 POLICY ASSUMPTIONS AND GUIDELINES

The October 1984 announcement that Teleglobe. along with the other assets of the Canada
Development Investment Corporation (CDIC). would be privatized was followed by intense
Jjockeying within the new Cabinet for control cver this casc and of the Tories' privatization program
itself. This is largely attributed to the intentions of the Minister then responsible for the CDIC,
Sinclair Stevens. It is widely alleged that Stevens' goal in announcing the divestiture of the CDIC
so soon after the Conservatives came to power was to preempt control of the privatization agenda
from his Cabinet colleagues. Nonetheless, other players, notably the Minister of Communications,
Marcel Masse, and the Bureau of Competition Policy, became quite involved in Teleglobe's
privatization process. Each of these actors and their bureaucratic constituents possessed strong
policy positions concerning the sale and debate ensued within Cabinet.

On August 1, 1985, almost a year after the original announcement, the government
announced that it was "proceeding immediately with the privatization of Teleglobe Canada” and
called for "final proposals™ from prospective purchasers. A set of "Policy Assumptions and
Guidelines” setting out "the general direction for government policy with respect to Teleglobe"
accompanied the announcement. These guidelines contained the following provisions:

i. Teleglobe would remain a separate entity from its shareholders.

ii. CRTC approval will be required for the subsequent transfers of control and/or future
disposition of the substantive assets or business undc. takings of Teleglobe.

ili.  Non-resident ownership will be restricted to a minority position (e.g. 20 percent) with the
CRTC empowered ... " to approve or disallow the transfer of effective control to foreign
interests.”
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v Single Interface Policy: Teleglobe will continue to be the only carrier to receive cable

landing and earth station licenses for the purpose of Canadian-overseas telecommunications.

This policy would be in effect for five vears.

Critics charge that the preliminary guidelines did not satisfy any outstanding policy issues.
With regard to Teleglobe's monopoly status, the five vear “single interface policy” did not provide
any clear direction as to the government's loi. term intentions. More importantly, the Tories gave
no indication as to whether the temporary monopoly status meant that domestic carriers would be
compelled to route their overseas traffic directly through Teleglobe. The absence of direction in this
area of concern raised serious questions amongst bidders as the domestic carriers were essentially
Teleglobe's only customers. Secondly, if Teleglobe were to remain a monenoly for however long,
it would require some form of rate regulation. The guidelines did not indicate what format
regulation would take. They simply noted that subsequent regulation would be commandecred by
the CRTC and asked those interested to submit bids based on a traditional rate base/rate of return
format and on a price regulation not tied to retumn on equity scenario. With regard to the role of the
domestic carriers, the August 1985 guidelines provided no guidance at all.'s

The contents of the 1985 guidelines and the debates which ensued are evidence of a struggle
between two visions within the Conservative government corcerning industrial policy in the
telecommunications sector.!” The first, championed by the Industry Minister, envisioned open
competition. The second, strongly supported by the Department of Communications, envisioned a
Canadian-owned and controlled telecommunications sector. These positions are best exemplified

in the debates over Teleglobe's monopoly status and over ownership. With regard to the monopoly

and regulation issues, Stevens and the federal Bureau of Competition Policy did not consider
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regulation necessary as it was assumed that Teleglobe would naturzlly lose its de facto monopoly
in what would be a competitive market for external telecommunications services. The only question
which loomed large in Stevens' opinion was that of domestic ownership. Supported by the
Competition Bureau, he argued that ownership by domestic carriers must be blocked in order to
reduce corporate concentration and increase competition.'® The Department of Communications
(DOC} in the person of Marcel Masse launched a counter-assault on the monopoly question. Masse
argued that a monopoly backed by control measures must be maintained iz order to prevent domestic
carriers from by-passing Telegiobe and rerouting overseas services through other, namely American,
carriers and facilities. To this extent, the DOC argued that ownership by the domestic carriers was
necessary to provide them with the economic incentive to respect Teleglobe's monopoly. The
decision to extend Teleglobe's monopoly or "single interface” policy was therefore a compromise.
However. it was a compromise to which Stevens had to accede as it became evident that if
competition in the Canadian overseas market were allowed and the phone companies were able to
go elsewhere, Teleglobe could be reduced from a cash cow to a "white elephant.""?

The August 1985 guidelines intended that the privatization wouid be completed by the end
of the year. However the issues of domestic and foreign ownership lodged the Cabinet in a quagmire
unti! November. 1986. With regard to domestic ownership, the respective positions were clear.
Stevens and the Bureau of Competition favoured as little as possible while Masse and the DOC,
according to Schultz, "almost single-mindedly" advocated for Telecom Canada to acquire effective
contro! of Teleglobe. The question of foreign ownership appeared equally problematic. While there
appeared *o be a consensus on the degree to which non-residents could participate (up to 20 percent),

the same could not be sai! for foreign carriers. In coordination with his Canadian control position,
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Schuliz describes how Masse was furious over the Cabinet's apparent willingness to treat bids trom
foreign-owned companies as equal to those of the domestic companies. in order to press his point.
Masse enlisted the support of his provincial colleagues who in turn expressed serious concerns over
the possibility of a foreign owned Teleglobe. In order to press his point further. Masse engaged in
a number of stalling tactics which, combined with general dissatisfaction for the bids received.
delayed the privatizetion of the company even further.®® At an impasse, the Mulroney Cabinet
underwent a significant reorganization. Sinclair Stevens succumbed to conflict of interest allegations
and resigned his post while Flora MacDonald replaced Marcel Masse as Communications Minister.!
Meanwhile, the earlier confusion surrounding the administration of the government's privatization
program had been resolved somewhat with the appointment of Barbara McDougall the Minister of

State Responsible for Privatization and Regulatory Affairs.®

B. 1986 POLICY GUIDELINES AND DIRECTIVES

With new ministers in place and the government bogged down in the questions of monopoly,
regulation, domestic and foreign ownership restrictions, a new set of policy guidelines were
developed and new bids called for. On November 19, 1986, the Privatization and Communications
Ministers announced that "the Government of Canada will be proceeding with the final bidding stage
in the privatization of Teleglobe Canada"® and released two more documents listing the terms and
conditions of sale which bidders were required to meet and live with. Neither of these directives
appeared to resolve the ongoing policy debate in cabinet concerning the relevancy of the market
versus the state as the primary agent of industry organization. On the one hand, the two ministers

declared that "Crown ownership of Teleglobe was no longer necessary to achieve a public policy
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purposc™ and that private ow:-:rship would mean that "Canadian taxpayvers will benefit through the
government's ability to frec-up taxpayers' capital for priority initiatives.” The ministers also
concluded that privatization would also mean that "Teleglobe will be better positioned to sustain and
expand its status as a world-class Canadian-owned telecommunications company."* On the other
hand. the same documents also declared that "Teleglobe occupies a position of strategic importance
within the Canadian telecommunications industry. providing our princival communications links
with the world outside North America.” Therefore, "it is in Canada's national interest that
telecommunications services between locations in Canada and from Canada to other locations shall,
to greatest extent feasible, be provided over Canadian owned and controlied facilities."® The
conditions governing the sale and the behaviour the govemment expected of Teleglobe under private
sector ownership appear to reflect the state control arpuments championed by Marcel Masse. For
example, the policy document informs bidders that government will exercise its existing powers
under the Radio Act and the Telegraphs Act to ensure Teleglobe's initial five year "exclusive
mandate”, or monopoly. The policy document also confirms that once privatized, Teleglobe would
be designated as a company within the meaning of the Railway Act and the National Transportation
Act, thus subjecting it to direct regulation by the CRTC. The government would rely on the
regulatory authority of the Commission, specifically its authority to approve carrier connecting
agreements, to ensure that "consistent with the government's long standing policy favouring the
carriage of Canadian domestic and international telecommunications traffic on Canadian facilities,
overseas services originating or terminating in Canada are routed via Teleglobe facilities. .. ." In
other words, the domestic carriers would not be able to by-pass Teleglobe without the CRTC's

approval. In the off-chance the Commission did not tow the line, the government drew bidders
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attention 10 section 64.1 of the National Transportation Act which grante:! the Governor-in-Council,
the federal cabinet, the authority to vary or rescind any CRTC order or decision. These powers, the
government stated in the documnent, will be used "to ensure that regulatory decisions affecting the
mandate or responsibilities of the company are consistent with government policy.”™®

The conditions governing the firm's post-privatization ownership structure refiected a
compromise between the two competing visions but tilted decidedly in favour of the state control
option. Restrictions were placed on both domestic and foreign ownership. Domestic carriers would
be permitted to purchase up to 40 percent of the company which would be reduced to 33 1/3 percent
after an initial share offering. The government declared that domestic ownership will be restricted
"to prevent [Telecom Canada carriers] from having effective control now or in the future.” With
regard to foreign ownership, non-resident ownership would remain at a twenty percent maximum
while non-resident carriers "will be excluded from Teleglobe's ownership now or in the future.” In
addition, CRTC approval would be required to transfer effective control of the company's
substantive assets. Finally, the government informed potential bidders that "Teleglobe cannot be
amalgamated or wound up without legislative approval."? In summary, these documents confirm
that the Conservative government intended Teleglobe to assume an economic policy role after
privatization. This role was a strategic link in a Canadian-owned, internationally competitive
telecommunications infrastructure. It is also clear that the Tories structured the privatization to
effectively ensure that the state could intervene, directly or indirectly, to realize this policy objective.

On February 11, 1987, two years and four months after the original announcement, Barbara
McDougall announced that a letter of Intent had been signed between the government and the

heretofore little known Memotec Data Inc. of Montreal. Memotec was an international data
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communications and data processing company which designed and manufactured hardware and
software for transmitting information between computers over telecommunications lines. The firm
was controlled by venture capitalist Gordon Baker. founder of Memotec's original parent, Innocan
Inc.., and more notably, Altamira Capital Corporation. Laux’ research reveals that Memotec's
investors also included federal and provincial Crown corporations: Air Canada (since privatized),
Canadian National Railways, the CBC, Ontario Hydro. the Caisse de Dépot and the Société générale
de financement (SGF), each acting through their pension funds.®® After Baker took a controlling
interest in Memotec in 1984, it established a pattern of swallowing firms in the same industries
much larger than itself and, according to industry analysts, managing their growth successfully.
Memotec’s pursuit and purchase of Teleglobe is a case in point. For example, in 1986 Memotec
camed only $11 million on revenues of $57 million, while, for the same year, Teleglobe had eamnings
alone of $63 million on revenues of $813 million.”

The competitors Memotec went up against and ultimately beat included the carriers of
Telecom Canada, Power Corporation, First City Financial Corp., Inter-City Gas Corporation, a joint
Spar Aerospace and Caisse de dépét et de piacement du Québec bid and a bid backed by Gordon
Capital of Toronto. Regardless, backed by the National Bank of Canada and Bay Street investment
firms, Baker convinced CDIC president Paul Marshall that Memotec could leverage what turned out
to be the highest bid. Memotec agreed to pay a total of 608.3 million, of which 488.3 was cash, 102
million in accumulated cash in Teleglobe, and a special dividend payable at December 3 1,1987.%
Announcing the sale, the privatization Waa said "the Memotec-Teleglobe alliance will result in
an exciting, new Canadian-owned telecommunications company” and then committed the

government to enacting the necessary divestiture legislation.*’ Bill C-38, the legislation governing
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the reorganization and divestiture of the Crown's interest in Teleglobe institutionalized each of the
1986 conditions of sale. with the notable exception of the company's monopoly status, and received
Royal Assent on April 1st 1987. The legislation also conferred upon Cabinet the extraordinary
authority to issue "a directive to the new corporation with respect to any matter relating to the
security. the foreign policy or the international telecommunications policy of Canada."* Although
privatization formally shifted ownership from the public to the private sector it did not promote
market competition in the international telecommunications market as the as the government allowed
the company to maintain its monopoly status for at least five more years. Rather, the privatization
policies and legislation confirmed Teleglobe's role as a pillar of a Canadian-owned and controlled

telecommunications infrastructure. *

3. Post Privatization: Industry Transformation and Deregulation

Now a privatized monopoly, Teleglobe had to contend with 2 number of new challenges,
namely corporate infighting™ and, for the first time in its forty year history, direct regulation by the
CRTC.* Yet technological transformation within an increasing environment of industry
deregulation presented the largest challenges following privatization. Innovation and dercgulation
were caused by, and in turn fostered, lowering prices, vicious competition and tremendous growth
in international markets amongst a host of competing firms in products and services, particularly in
the provision of public long-distance services, estimated to be worth 450 billion dollars in 1991.%¢
By 1992, many nations had fully embraced competition and deregulation in their

telecommunications sectors, eschewing stated owned monopolies. Privatization and deregulation
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commenced in the U.S.and the U.K. inspired similar moves in Sweden. New Zealand and Australia.
On June 12, 1992 the CRTC decided in favour of Unitel Communications' application to compete
against Bell and the British Columbia Telephone Company (B.C. Tel) opening the Canadian
domestic public long-distance market to competition.”” However, a brief review of Conservative
telecommunications policy reveals that, similar to federal policy in the airline industry.®® limited
deregulation occurred only after policy decisions guaranteed a Canadian-owned and internationally-
competitive infrastructure in which Teleglobe and the other core carriers would play an intrinsic

role®

Upon coming to power in 1985 and most significantly under the tenure of Marcel Masse as
federal Minister of Communications, the Conservatives’ telecommunications policy is marked by
a commitment to the prizciples of universal access to affordable telephone services and a concern
for regional interests in the formulation of federal policy. In both June of 1985 and October 1986,
the Minister and his provincial counterparts "agreed to give priority to maintaining universal access
to affordable telephone services for all Canadian consumers."® At the same time, however, federal
communications policy makers were being pushed by other bureaucratic and industry actors to move
away from social outcomes and begin focusing on efficiency and competitiveness outcomes. For
example, in August of 1985, the CRTC rejected CNCP Telecommunications' application to compete
against Bell and B.C. Tel in the public long distance market. This decision simultaneously ruled out
competition in the immediate future, but opened the door to a discussion of the possible benefits that
competition could bring. The Commission wrote that competition would offer greater customer
choice, greater supplier responsiveness and accelerate the diffusion of new technology. The CRTC

appeared to believe that competition would lower consumer rates compelling suppliers to increase



121
productivity and reduce costs which would further cause rates to decrease. These effects in tum
"would have a positive impact on the performance on the Canadian economy as a whole.” The
Commission simply decided that CNCP's proposal at that time "would not vield the expected
benefits.”!

In July of 1987, Communications Minister Flora MacDonald released a document entitled
"A Policy Framework for Telecommunications in Canada.” The policy paper addressed the rapidly
changing technological environment. caused in large part by the merging of telecommunications and
computer, digital-based technologies. Information technology was radically altering the way
businesses operated and competed around the globe and was evolving quicker than the capacities
of regulated monopolies to adapt. The Communications Minister stated that the "fundamental
objective” of federal communications policy and regulation was to: "Ensure that an efficient,
internationally competitive telecommunications infrastructure exists in all areas of Canada sufficient
to support the economic and social development of Canada and its regions." In order to sustain these
objectives the federal government had to reform its regulatory policies. The paper also indicated that
regulatory reform in search of industrial innovation and economic growth would be consistent with
the federal govermnment's "longstanding view that domestic ownership of Canada's
telecommunications infrastructure is essential to national sovereignty and security.™*

The policy framework's regulatory reform proposals focused on two thrusts: creating a
dynamic national market for suppliers of telecommunications services and equipment; and fostering
a cost-effective network infrastructure to deliver these services. To this extent, the Minister
proposed that carriers be classified as either Type I or Type II carriers. Type I carriers were the large

companies such as Bell, which owned network infrastructure and offered the most lucrative and “
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advanced services. Type I carriers were ihe reseliers or "middlemen” which leased or purchased
bulk lines and specialty services from the Type I carriers and sold them to customers at discount
rates. The government proposed that competition amongst Type 11 carriers should be enhanced
while existing Type I monopolies should be maintained for the present time. The Minister also
proposed that "effective Canadian ownership and control” of no less than 80 percent of Type I
carriers was central to any policy of deregulation and competition of this sector in the future.
According to the Minister of Communications, "the implementation of these measures is intended
to encourage the rapid growth of innovative and competitive new telecommunications services . .
- and to ensure that such services are implemented. . ." through the network facilities of domestically
owned and controlled Tvpe I carriers.

The 1987 policy statement's strategic thrusts were transcribed into the Telecommunications
Act which Parliament passed on June 23, 1993 and came into force on QOctober 25, 1993.% The Act's
primary objective is to modernize the legal and regulatory framework for all federally-regulated
telecommunications carriers.** Besides modernization, the Act aims to reduce the role of regulation
in the market. For example, one of the Act's stated objectives as listed in section seven is "to foster
the increased reliance on market forces for the provision of telecommunications and to ensure that
regulation, where required {author’s italics], is efficient and effective.” Secondly, as much as the Act
grants the CRTC "a full range of regulatory powers of an independcnf, quasi-judicial regulatory
agency™*, section 34 also instructs the Commission to forbear from regulation where it determines
it to not be necessary. The Minister of Communications believed that a more coherent and flexible
regulatory framework would support the 1987 priorities of equity and accessibility, economic

competitiveness and regional economic and social development ¥’
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Besides regulatory flexibility. the Act also aims to promote telecommunications as a strategic
industry. Reminiscent of Marcel Masse's Canadian solution for Teleglobe six years carlier, Perrin
Beatty said in 1992 that the goal of Bill C-62 was:

To maintain and increase the competitiveness of Canadian telecommunications, dom: astically

and internationally, to promote Canadian ownership and control of telecommunications

common carriers, and to guarantee Canadians access to reliable and affordable
telecommunications services.*®

Each of these goals are policy objectives guiding the application of the Act.*® For example,
section 7(c) states that one objective is "to enhance the efficiency and competitiveness. at the
national and international levels, of Canadian telecommunications”. In addition to less regulation,
sections seven (d) and (¢) also commits the cabinet to "promote the ownership and control of
Canadian carriers by Canadians” and to "promote the use of Canadian transmission facilities for
telecommunications within Canada and between Canada and points outside Canada."® Consistent
with the 1987 policy statement, section 16 of the Acr states that a common carrier (T ype | carriers)
is eligible to operate in Canada if it is 2 Canadian-owned and Canadian-controlled corporation.
These criteria are defined in section 16(3) as no less than 80% of Canadians on the company's board
of directors and no less than 80% of the company's voting shares owned by Canadians and that "the
corporation is not otherwise controlled by persons that are not Canadians."

The CRTC is not authorized to grant a company a Canadian operating license unless the
Canadian ownership and control conditions listed above in section 16(3) are met. Section nine of
the Act, however, newly empowers the CRTC to exempt any company from the statute's application.
As a check on this authority, section eight grants the federal cabinet the authority to order directives

to the CRTC on "broad policy matters with respect to the Canadian telecommunications policy
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objectives”. Just to make sure, the cabinet retains its authority, by order, under section 12. to "vary
or rescind the decision or refer it back to the Commission for reconsideration. . . ."

The Telecommunications Act consolidates the Canadian state's authority to directly intervene
in the market to ensure, amongst other policy objectives, competitiveness and Canadian ownership
and control of domestic telecommunications facilities.' Our analysis up to this point is meant to
indicate that the Conservative government structured the Teleglobe privatization consistent with
these evolving policy objectives. By allowing the firm to maintain its monopoly on the provision
of overseas long distance services for five years and by legislating foreign ownership restrictions,
CRTC regulatory authority and retaining Cabinet's authority to issue directives to both the firm and
the Commission, the government aimed to position Teleglobe as a strategic pillar in 2 globally
competitive, Canadian owned and controlled telecommunications industry. For example, the
increasing availability of competitive services from American and British telecommunication
carriers provided an incentive for Canadian resellers to reroute overseas traffic through American
facilities, and therefore indirectly benefit from international competition and deregulation. This
practice clearly contravened the exclusive mandate policy conferred upon Teleglobe and was exactly
what the Tories had sought to prevent when designing privatization legislation. The CRTC,
empowered by the government to enforce the exclusive mandate, ordered resellers to stop routing
customers' overseas calls through American facilities or face the possibility of losing their
connections und compensating Teleglobe for lost revenue. Asa result, resellers considered that it
was "no longer in their interest” to bypass Teleglobe, even though it might mean higher consumer

prices.”
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4. Reintervention

Regulation. policy guidelines and legislation ultimately provided Teleglobe the protection
it required to become an efficient and lucrative national champion. Berween 1987 and 1992 the
company cut its rates by 40 per cent. In 1991 it established the GlobeDirect service which not only
improved customer service but reduced the cost of an overseas call from $1.45/minute to $1.05. In
March of 1992, Teleglobe aggressively expanded this service, adding eight more cities to its "points
of presence” network, further eliminating Bell and other designated carriers from the overseas
revenue stream and passing the savings on to the consumer.** Teleglobe was also able to compete
against international carriers in orde: to retain its share in the lucrative cross-country market. It did
this by entering iLto negotiations with Call-Net Communications Ltd. of Toronto. in order to
recapture "transit traffic" from American carriers on a price competitive basis. Transit traffic is the
North American portion of a call that originates in Germany, for example, and terminates in Japan.
The revenue from this service is crucial to Teleglobe. In 1990, it accounted for approximately 12
percent of Teleglobe Inc.'s revenues growing at 7 percent annually, slightly faster than the firm's
total revenues.® In 1991 Teleglobe Inc. posted solid eamnings of 25.7 million, partly due to
“unexpectedly strong profits from subsidiary Teleglobe Canada Inc.” This figure tripled the previous
year's figure but was well below the 48 million achieved in 1987 when Teleglobe was unregulated.
Finally, the firm planned to invest 830 million between 1992 and 1995 in its network infrastructure,
contributing greatly to Canadian research and development.* These facts and figures suggzst that

Telegiobe was an efficient, competitive monopoly.



126

Nonetheless. in anticipation of the approaching five year deadline, the battle to end
Teleglobe's monopoly had been engaged. In a brief presented to the CRTC hearings investigating
Teleglobe's future regulatory status in 1991, the Canadian Business Telecommunications Alliance
argued unequivocally that the company’s monopoly status must go. Instead, the CBTA argued that
Teleglobe should "welcome the challenge to performance and pricing that comes with increased
competition and should concentrate on expanding its customer base by competing fairly through
better service and price".* Bell's parent, Bell Canada Enterprises argued that Teleglobe was not big
enough to service Canadian demand in the overseas market competitively. Advising the CRTC that
BCE had been approached to take part in joint ventures for undersea cables, Jean Monty, then Chief
Executive, told the Commission, "Teleglobe is not strong enough as a company and is not large
enough to take part."*

For its part, Teleglobe chalienged the arguments for deregulation by citing the improvements
it had made in services and the rate reductions which had occurred since it was privatized. In regard
to BCE's position, Teleglobe argued that a fragmented Canadian market would not provide any
benefit to Canadian consumers due to the high costs of maintaining a network and infrastructure.
Rather, perhaps for the very reasons cited by its antagonist, BCE, Teleglobe argued that Canada
requires a strong monopoly which can invest in network infrastructure and be in 2 dominant position
to negotiate competitive rates amongst its overseas counterparts, and therefore pass the savings along
to consumers. Terrence Corcoran, the dogmatic business columnist for the Globe and Mail,
characteristically rejected Teleglobe's position. He wrote that the strong monopoly argument is an
industrial policy "snow job" and argued that Canadians would prefer open competition, which

provides benefits today rather than a strategy which will allow the teleccmmunications companies
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t0 compete "in some mythical environment in the vear 2005.""% Thus, as the government
contemplated Teleglobe's status in winter 1992, it was once again confronted with two distinet
visions of the state and its role in fostering economic competitiveness: to either let the market decide
or to intervene.

On March 18. 1992 the Minister of Communications, Perrin Beatty, announced that the
Government decided to extend Teleglobe's "singe interface policy” and exclusive mandate for
another five years, subject to review after 3 years. In his speech to Teleglobe employees in
Montreal, the Minister said:

Telecommunications is one of the major sectors in the Canadian economy . . . . In the present

context, it seems absolutely necessary to maintain Teleglobe’s exclusivity for overseas

communications, both to preserve Canada’s position in the world market and to support
economic recovery in the Montreal Area.

Consistent with their revised telecommunications industrial policy, the Conservatives'
decision to extend the monopoly recognized Teleglobe as a strategic tool for economic development.
For example, Beatty noted that the company had committed 200 million in R&D to be carried out
in Quebec over five years. Secondly, Canadian sovereignty in telecommunications could not be
ensured unless Canada maintained nationally owned and operated facilities. Specifically, the
Minister said that the present "high level of competition in the world market” required one dominant
player to negotiate with foreign administrations to provide efficient and effective services. To not
extend the monopoly, the Minister explained, would be to fragment the Canadian market for
overseas services and to sacrifice the goals cited above. Finally, the Minister said, "the only way

Canada can be strong in the international telecommunications market is to have one company

sending Canadian phone signals to Europe, Asia and other parts of the world."® According to
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Beatty. extending Teleglobe's monopoly was "essential for Canadian sovereignty and to enable
Canadian players to zompete internationally,™!

For his part, Charles Sirois had trouble deciding how he was happiest. Said the President of
Teleglobe, "I am most satisfied by today's decision as a businessman. an employee. a major investor
in Teleglobe. 2 Canadian, a Québecois and a Montrealer.” Multiple identities aside, Sirois said the
extension will allow Teleglobe to go ahead and invest izt its network and therefore offer lower prices
and meet the competition emanating from everywhere, but especially from the U.S. Specifically,
the extension will permit Teleglobe to lower its international communications rates, "boost service
and gain an edge in a world market that is becoming more deregulated and, as a result, more

competitive."*?

S. Teleglobe: A Typology of State Intervention

Consistent with our findings in the Connaught and de Havilland case studies, our review of
the Teleglobe privatization shows that the government intended to regulate the company's behaviour
following divestiture and intervened through a number of instruments and actors to accomplish
policy objectives. Using the typology developed in chapter two, figure 4.1 summarizes the means
of intervention observed in this case study. During the privatization phase, Cabinet directives and
legislation were used to protect the privatized company from any domestic or international

competition. primarily through imposing restrictions on foreign cwnership, maintaining the firm as
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A Tvpology of State Intervention for Competitive Advantace: Teleelobe Canada
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a monopoly, and by subjecting it to CRTC regulatory authority to enforce the monopoly. In 1992,
the Cabinet and Minister of Communications used executive discretion to extend Teleglobce's
monopoly for another five years. Finally, the Telecommunications Act, passed in 1993, consolidated
the federal govemment's ability to use state intervention to accomplish stated policy objectives,
including Canadian competitiveness in the telecommunications industry. Each of these interventions
correspond to Best's concept of strategic industrial policy which provides for a program of state

intervention designed to protect and promote strategic industries.

6. Conclusions

Consistent with our findings in Chapter Three, the Teleglobe case study shows that the
Conservative government ignored its ideological commitment to laisser-faire market competition
and intervened in the market both during and following privatization. Once again, the decision to
privatize Teleglobe reflects the government's stated faith in the market as the principle means to
realize economic policy objectives. The policies designed to protect the firm following privatization
concede an apparent belief on the Conservatives' part that state intervention was required to promote
national competitiveness in the strategic telecommunications industry, despite ideological
commitments to the contrary. The decision to extend Teleglobe's monopoly in the provision of
overseas telecommunications industry confirms that the company had evolved from being a Crown
corporation void of any reasonable public policy purpose to a strategic link in an internationally
competitive and Canadian-owned and controlled industry. If the company was apparently so crucial

to the nation's economic heaith, why was it privatized in the first place? We conclude that the
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response to this paradox resides in the government's struggle between ideological faith in the free
market and the imperatives of global competition. We have argued that when confronted with the
latter, the free market will not help national government's create competitive advantage in
innovation-driven industries and that state intervention is required to achieve this objective. In the
case of Teleglobe, our study reveals that consistent with its overall policy to create competitive
advantage in the telecommunications industry, the Conservative government intervened in the
market during and after privatization, to maintain Teleglobe as a strategic clement in a Canadian-
owned and globally competitive telecommunications industry. We will now assess whether or not

these findings and the findings from the case studies in chapter three support our central argument.



CHAPTER FIVE

nclusions: Bevond mpefitiveness

1. Introduction

This thests has been devoted to investigating the role of the state in the new world economy.
We set out to demonstrate that neoconservatism, and in particular, ideological adherence to the free
market, is not a sufficient basis for economic competitiveness and that state intervention is required
to ensure competitive advantage. After relying upon leading new theories of competitiveness to
support the central hypothesis, we applied it to Canada under the neoconservative administrations
of Brian Mulroney and the Progressive Conservative Party from 1984 to 1993. We examined the
Conservative government's policies with specific reference to three case studies involving
innovation-industries. In the course of our analyses, we observed that despite an ideological
commitment to a laisser-faire, neoliberal agenda, the government intervened during privatization and
afer in an effort to ensure Canada's economic competitiveness in each of the industries concerned.
In this chapter we will summarize the previous four chapters' observations. This review will lead

us to confirm the study's hypothesis concerning the role of the state in the global economy.
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2. A Fositive State in the New World Economy

In Chapter One, we broadly surveved the transition from the liberal intemational economy
to the new world economy and established our argument concerning the role of the state in this new
order. We observed that globalization and technological innovation increasingly challenged
fordist/Keynesian economic development strategies and forced governments in the industrial West
throughout the 1970's and 1980's to reassess state interventions in pursuit of prosperity. In response
to the crisis which accompanied this period of transition, we argued that neoconservative regimes
in industrial democracies aimed to retrench the state in the economy rather than readjust state
Interventions in a manner consistent with the new realities of global competition. In opposition to
the neoconservative ideology of free markets and laisser faire capitalism, we argued in chapter one
that globalization requires states to pursue competitive advantage and that state intervention may
help governments to achieve this objective.

Selecting Canada as our state of reference, we used chapter one to demonstrate that the
federal Conservative govemnments of Brian Mulroney sought to implement a neoconservative agenda
in Canada throughout the 1980's and into the 1990's. We cited the government's commitment to
deficit reduction, liberalized trade, deregulation, the institution of a liberal foreign investment
regime, federal tax reform and a program to privatize federal Crown corporations. While we
observed that the government was forced to reexamine state interventions in the face of a growing
fiscal crisis, we cited the govemnment's own words to demonstrate that each of these initiatives were
consistent with prevailing reliance upon free markets as opposed to a non-doctrinaire program to

retain the viability and legitimacy of the Canadian state. Our survey of the Conservative
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government's agenda from 1984 to 1993 led us to conclude that it aimed to strengthen the market
at the expense of the state and ensure the centrality of the free market as the driving force behind
Canada's economic competitiveness.

We devoted chapter two to a survey of classical comparative advantage theory and four
leading theories of competitiveness to establish support for the main hypothesis. This survey
revealed that national economic specialization in the new world economy resides in competitive
advantage and that contrary to classical comparative advantage theory, the state can intervene in the
market to achieve competitive advantage. After a brief survey of classical comparative advantage
theory, we employed Schumpeter's theory of "creative destruction” to counter the notion of
production, trade and commerce as a function of the price mechanism, subject to the classical law
of marginal costs. Schumpeter's analysis provided us with enough evidence to suggest that firm
production and specialization do not necessarily reside within the market but in the capacity to
coordinate strategic resources. Drawing upon Schumpeter's analysis, our survey of the new
competitive theories provided a theoretical basis on which to argue that national economic
specialization does not result from a comparative factor cost advantage but from the economy's
capacity to support innovation in order to make its firms and workers more competitive than firms
and workers in other economies. All four theories of competitiveness argued that innovation does
not adhere to the laws of the market, but relies upon strategy and coordination, processes which to
varying degrees require state intervention.

Besides the consensus on the intent of state intervention to develop competitive advantage,
the survey revealed that each of the theories differed on the means of intervention to accomplish this

goal. In chapter two we developed a typology of state intervention to capture the differing economic
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policy agendas and match them against our analysis of the Canadian government's privatizations.
The typology revealed several areas of policy governments may cmploy to foster competitive
advantage including research and development and innovation policics, foreign investment policy,
trade policy, macroeconomic policy. competition policy, privatization and deregulation, industrial
policy and social policy. The typology revealed variations concerning which of the broad policy
instruments governments should assemble and the degree to which they should be employed. For
example, Porter's competitive advantage program included a liberal foreign investment policy. a
conservative macroeconomic policy, a relatively moderate R&D policy and a liberal competition
policy which included privatization and deregulation. Reich concurred with Porter that free markets
will promote national and global prosperity so long as nations' citizens possess the capacity to add
value to global markets. Contrary to Porter, Reich therefore proposed a series of moderate
interventions accompanied by a directly interventionist program of public investment. Best's
strategic industrial policy program and Tyson's strategic trade theory progiam rejected Porter's neo-
Ricardian tendencies and argued that the state must protect and promote nationat industries and firms
to foster competitive advantage. These latter two programs included a moderate R&D policy and
directly interventionist trade and foreign investment policies. The theoretical survey and typology
developed in chapter two supported our argument that state intervention is required to either create
or protect competitive advantage in the new world economy. In chapters three and four, we set out
to test our general hypothesis.

The next two chapters proceeded to observe the actions of a government ideologically
committed to neoconservatism in response to the challenges posed by globalization through an

analysis of one particular area of neoconservative policy — privatization. In particular, we analyzed
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the Conservative government's privatizations and subsequent interventions into the affairs of
Connaught Laboratories and by consequence its holding company, the Canada Development
Corporation, as well as de Havilland Canada and Teleglobe Canada. Each of these firms and
industries possessed different characteristics. For example, Teleglobe provides an example of
federal regulation to achieve industrial policy objectives; de Havilland was directly owned by the
Crown as was Teleglobe while Connaught was indirectly owned and involved state holding
companies. However, each of the three firms possessed similar characteristics directly relevant to
this study's investigation. Each of these firms was once a federal Crown corporation and isin a
globally competitive industry — respectively, biotechnology, aerospace and telecommunications.
Each of these industries and the firms within them are associated with knowledge-intensive
investment, high productivity, highly skilled jobs and render technologically innovative economic
spillovers. The privatization of each firm was consistent with the government's plan to create
competitiveness by strengthening the market at the expense of the state in Canada. The analyses
therefore provided a broad opportunity to test whether or not the Conservatives' ideological
commitment to neoconservatism provided 2 sufficient basis for economic competitiveness. In each
of the three case studies, we observed that the federal government disregarded its commitment to a
laisser-faire, neoliberal economic agenda and chose to intervene in the market both upon
privatization and after.

In each of the case studies, it is possible that ir‘ervention may have responded to immediate
political circumstances and the nature of the industry concerned rather than strategic policy goals,
For example, the decision to renew Teleglobe's monopoly in March of 1992 may have been

motivated by the Mulroney government's wish to appease Montreal and Quebec voters in the
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aftermath of the failed Meech Lake Constitutional Accord and in the run-up to a national referendum
on the Charlottetown Constitutional Accord. Nonetheless, our case studies reveal a consistent
pattemn which suggests that the Conservative government was compelled to react to the imperatives
of global competition and intervened with the intention of securing competitive advantage in each
of the industries concerned. The typology of state intervention employed in each case study revealed
that the Conservative government employed R&D., foreign investment and trade policies consistent
with Best's strategic industrial policy program and Tyson's strategic trade theory program of
"cautious activism.”

These interventions were designed to protect and promote strategic Canadian firms in
innovation-driven, knowledge-intensive globally competitive industries. In the Teleglobe and
Connaught cases, the federal government enacted legislation to restrict foreign ownership of
corporate assets. In the Connaught and de Havilland cases, the federal cabinet employed its
authority under the Investment Canada Act to intervene after privatization to extract commitments
from foreign-owned purchasers concerning world product mandates, R&D, jobs, product innovation,
investment and Canadian control and participation. In the de Havilland case, the Conservatives also
employed strategic analysis, legal and voluntary agreements, millions of dollars in procurement
arrangements, tax incentives, financial leverage and bail-outs to ensure its strategic objectives in the
aerospace industry both upon and after privatization. Whereas the government's actions in the
Connaught and de Havilland cases were intended to manipulate the market, the Teleglobe study
showed that the government chose to suppress the Canadian overseas long-distance
telecommunications services market altogether. In this case, the Conservatives employed cabinet

policy guidelines and directives, federal regulation and direct ministerial intervention to ensure that
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Teleglobe would remain, at least for the duration of the government's administration. Canada's
monopoly supplier of overseas telecommunications services. !

The case studies revealed that a variable set of state actors served to accomplish strategic
industrial policy initiati es. The actors ranged from the Cabinet and Ministerial levels down through
the bureaucratic machinery of the Canadian federal government. While the Minister and Depariment
of Industry, Science and Technology played a prominent role in both the Connaught and de
Havilland cases, the Minister and Department of Communications as well as the Minister of State
Responsible for Privatization were the government's Teleglobe interventionist architects. The de
Havilland privatization illustrates the range of program levers at the federal government's disposal
to finance strategic industrial initiatives. We noted in particular the Defense Industry Productivity
Program and the Export Development Program. The government, perhaps ironically, also relied
upon Crown corporations to pursue its de Havilland policy initiatives. The Export Development
Corporation and the Canada Development Investment Corporation were prominent actors in this
case.

Rounding off the series of state actors involved in each case were arms-length government
agencies, specifically Investment Canada (IC) and the Canadian Radio-Television and
Telecommunications Commission (CRTC). IC provides an excellent example of the Conservative
government's grey zone concerning the market versus state means of fostering competitiveness.
Consistent with the government's neoliberal program for economic renewal upon coming to office
in 1984, the Tories repealed the Foreign Investment Review Act and replaced the Foreign Investment
Review Agency with IC to liberalize Canada's foreign investment regime. The Connaught and de

Havilland cases studies revealed that regardless of intent, IC and the Investment Canada Act remain
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potent interventionist tools which the Industry Minister and federal cabinet may employ to pursue
both strategic policy initiatives and reduce the effect that foreign ownership may have upon these
initiatives.

The important role of the CRTC as an economic policy agent can be supported from three
observations from chapter four. Firstly, the Conservative government employed CRTC regulation
to enforce Teleglobe's government-regulated monopoly. Secondly. the Conservative government
structured the Telecommunications Act 1o ensure that the Commission's decisions remained subject
to Cabinet review and direction. Thirdly, the Telecommunications Act also required the Commission
to regulate consistent with the Zonservative government's policy of a Canadian owned and operated
internationally competitive telecommunications infrastructure. More study on the economic role of
the CRTC and its impact on Canada's economic development in telecommunications and
information technology is definitely required. Regardless, we can conclude from our observations
in chapter four that under the Mulroney Conservative administrations, the Commission increasingly
became an instrument to realize explicit policy objectives in the economically critical information
technology sectors.

Chapters three and four confirmed our expectation that the federal Conservative government
would intervene in the market and that these interventions were aimed at supporting economic
competitiveness in each of the three industries concerned. At the same time, our case studies also
reveal that the government accomplished these interventions using a fragmented and disparate set
of political and bureaucratic actors. The seemingly ad hoc method of intervention, especially when
contrasted to the rational system established to execute the government's privatization agenda raises

akey question: do these interventions indicate a strategic trade or industrial policy agenda? Or was
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intervention in cach case reactive — dictated more by circumstances than by strategy? Between 1984
and 1993. it is unlikely that the Conservative government was guided by a strategic trade or
industrial policy agenda. On the contrary. our survey of the Conservatives' economic agenda in
chapter one revealed that the government appeared to respect the relatively liberal prescriptions of
Michael Porter’s Neo-Ricardian approach to competitive advantage. This interpretation is
strengthened by the fact that it was Porter to whom the Conservatives, in concert with the national
corporate lobby, the Business Council on National Issues, turned ir: 1991 to guide the devclopment
of the prosperity initiative, the Tory's competitiveness strategy. In the report which followed,
entitled Canada at the Crossroads: The Reality of a New Competitive Environment, Porter
concluded that in order to meet the challenges posed by the "new competitive realities," the
Canadian economy must be driven by a new approach to economic development, one inspired by
the goals of innovation and productivity.> Porter advised the government to intensify its pursuit of
liberal framework policies such as deregulation, privatization, liberal competition, trade and foreign
investment policies, indirect contributions to R&D and above all, a deficit reducing fiscal policy.?

It is clear that the Conservative government ideologically opposed state intervention,
favouring a neoliberal, laisser-faire approach to economic competitiveness. The interventions
identified in chapters three and four were not intended therefore to comprise a strategically
interventionist policy in pursuit of competitiveness. Instead, our study, like Porter's, suggests that
the Conservative governments were presented with the common dilemma identified in chapter one —
how 1o ensure national economic security in the face of challenges posed by globalization and the
transformation to the new world economy? As part of their response to this dilemma, the

- Conservatives attempted to pursue competitive advantage in the innovation-driven industries
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surveyed in chapters three and four. Central 1o our investigation. the case studies also revealed that
the government pursued this objective through state intervention designed to protect and promote
strategic firms in strategic industries. despite a broader ideological commitment to laisser-faire. free
market economic policies. Chapters three and four confirm our argument that neoconse.vatism and
free market economic polices were not a sufficient basis for the Conservative government’s pursuit
of economic competitiveness in each of the industries surveved. These findings support the study's
central argument that neoconservatism is not a sufficient basis for economic competitiveness in the

new world economy and that state intervention is required to create and protect competitive

advantage.

3. Postlogue: Beyond Competitiveness

These conclusions supporting a positive economic role for the state have never been more
relevant than in the new era of right-wing North American politics. The North American political
scene in the early part of the 1990's reveals a rejuvenation of neoconservative ideology and an even
more intense scrutiny of the state’s role in the economy than in the 1980's. In the United States, the
Republican Party's victory in the 1994 American Congressional elections marks a watershed in the
emergence of a radical right dedicated to eradicating the welfare state.* The radical right is also
setting the agenda in Canada in the mid-1990's, converting the federal Liberal government and
gaining almost universal support by the provincial governments in english-speaking Canada’ The
"revolutionary” posture of North America's new right wing parties is tempered by the fact that they

continue to chant the mantra of deficit reduction and less government as the only means to restore
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prosperity and competitiveness.” What appears to distinguish these parties from their relatively
moderate right wing predecessors of the 1980's is the apparent commitment to scaling back
government. For example, after pledging in 1984 to make the federal fiscal house the priority "for
this year and for cach year of our mandate.” Canada's national debt more than doubled under the
Mulroney administrations to $466 Billion in 1993 from $206.3 Billion in 1985, while the budge:
deficit at the end of the 1993 fiscal year was $41 Billion. higher than the previous record $38.5
Billion in 1985 when the Conservatives took office.” Contrast this with the Ontario Progressive
Conservative government which, after being in office for just two weeks in July 1995, moved faster
than any government in Canadian history and announced $1.9 Billion in spending cuts for the 1994-
1995 fiscal year only, leaving little doubt that it intends to deliver on the core promises of its
"Common Sense Revolution,” balancing the province's budget by the year 2000, cutting government
spending by 20 per cent or $6 Fillion by 1999 and reducing provincial income taxes 30 per cent by
1999.*

As we proceed into the 21st Century, 2 neoconservative determinism is taking root in North
America which aims to render the state powerless within the realm of the private economy. We
devoted this thesis to debunking such determinism as ideological myth and proved to the contrary
that the state may successfully intervene in the market to ensure national economic security through
competitive advantage. Our research concerning the Canadian state under the federal Progressive
Conservative governments from 1984 to 1993 supported the hypothesis that, when faced with
choosing between a doctrinal commitment to neoconservative ideology and adjusting policies to
ensure economic security in the face of global economic imperatives, national governments will

most likely employ the visible hand of state intervention to protect and preinote competitive
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advantage in knowledge-intensive. innovation~driven and expori-focused industries. Despite these
general conclusions and the possibilities for a post-fordist approach to intervention which they
support®, this chapter's brief survey of contemporary North American politics suggests that the
degree 1o which the state and its institutions are utilized for competitiveness and other policy
objectives is ultimately 2 political choice. Political choice, however, is increasingly affected by the
changing balance of forces within industrial democratic nation-states, including Canada and the
United States.

Economic globalization and the pursuit of national and corporate competitiveness have
transformed capital accumulation and pushed the state’s capacity to underwrite an equitable relations
of production to the limit. The unravelling of the post-war compromise in industrial democracies
therefore presents a possible crisis of state sovereignty and political cohesion. Leslie Pal argues that
this crisis is particularly acute in Canada, where, exacerbated by a continuous preoccupation with
national unity, political cohesion may not be possible within the current structure of Canadian
federalism." In the United States, Reich decries the secession of the highly skilled and thersfore
highly-paid, wealthy Americans from the American economy and, it follows, social responsibility,
while other observers of the American scene are writing off the unravelling consensus as a "revolt”
of the wealthy who increasingly refuse 10 contribute to the current political state as it is o1 no direct
benefit for them to do so.!

Ultimately state intervention by democratic, responsible governments depends upon the
response of the electorate to one fundamental question: "to what end?” Self-interest over
citizenship? Negligent ideology over responsible pragmadsm? Increasing disparity and

consequentially, decreasing opportunity between the skilled and the unskilled? To what end the
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resultant division. polarizatisn and discord between those who have. those who have not and those
who are increasingly losing what they had? Do we want to return to a world so uncempromising.,
uncompassionate and harsh, a world already described in real detail by Dickens. Zola and other
harbingers of the social consequences of  tiered capitalism? These are the questions citizens of
industrial democracies must now ponder as we move into the Twenty-First century. As President
Clinton said on the eve of the Republican party's 1994 Congressional victory. "it is critical that
people understand there are clar choices between going forward and going back. . . .” We in
Canada must choose to go forward. By supporting a positive economic role for the state in the new
world economy, this thesis' contribution is to demonstrate that a progressive choice is possible, now

and in the future.
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interventionist state if the spatial dimensions of public policy are given consideration in the
formulation of public policy." Therefore, Aucoin takes Banting's argument one step further,
concluding that not only does federalism in Canada prevent Ottawa from withdrawing its
interventions, instead it may cause it to increase its involvement in the economy
corresponding to the degree of unity at any given time.
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economic competitiveness may be conflicting in their consequences for state policy. The
former provokes the state to disengage from traditional interventions as public ownership,
protectionism and procurement; the latter has in fact obliged the state to remain engaged in
these policy areas, albeit more selectively.

We will review comparative advantage theory in more detail in chapter two.

The relevance of the territorial sovereign state is increasingly questioned as the
centrifugal forces of economic dislocation, dissidence and the diffusion of ideas and symbols
through heretofore unassumed telecommunications technologies are empowering diverse
groups. nations and identities to rally from above and below state sovereignty under the
banner of "civil society” and challenging the state's continued capacity to coerce allegiance
to a unitary social and economic structure. See, Michael Walzer, "Between Nation and
World," The Economist [Survey], 11 September, 1993, 49-52.
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principles of scientific management as developed by Frederick Tavior in the 1930's.
Scieniilic management of work sought to maximize labour productivity through the
perfection of a continuous method of production. Continuity in turn relied upon a standard
and never changing product. Continuity is not compatible with innovation and by
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industry, targeted supporn for acrospace and dominance in superconductivity as examples of
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The ideology of Porter’s argume= is justified in conventional macroeconomic theory
which holds that national income is linked to the rate of national savings and that all
public expenditure is inherently "consumptiun” of national savings. In this scenario, public
expenditure must be restrained lest it consume the supply of capital available to the private
sector which in tum must be induced to choose productive investment over private

consumption. This is most often accomplished through reducing the private sector’s tax
burden.

Reich, however, argues that in the previous, high volume era in which prosperity was
directly linked to the success of national firms, excessive public expenditure would have
raised interest rates and would have put the nation's national -:hampions at a competitive
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provide information on the other.” Telecommunications: Enabling Ontario’s Future [The
Report of the Advisory Committee on a Telecommunications Strategy for the Provinee of
Ontario] (Toronto: Ministr, of Culture and Communications. 1992), 9.

HN. Janisch and R.J. Schultz. Exploiting the Information Revolution:

Telecommunications Issues and Options for Canada (Montreal: Roval Bank of Canada,
1989).

Lynn Krieger Mytelka, "States, Strategic Alliances and International Oligopotics: The
European ESPKIT Programme." in Strategic Partnerships: State. Firms and International
Competition. ed. Lynn K. Mytcika (London: Pinter Publishers, 1993). 182-210.

Ministry of Treasury and Economics, "Investing in Tomorrow's Jobs: Effective
Investment and Economic Renewal.” 1992 Ontario Budget [Supplementary Paper] (Toronto:

Ministry of Treasury and Economics. 1992), 11, 14; quoted in Telecommunications:
Enabling Ontario's Future, 25.

Robert Brehi, "Rogers Outlines its $100 Million Pledge,” Torento Star, 23 July 1994,
Cs.

Core domestic telecommunications carriers will refer to common carriers under
federal jurisdiction who own and operate transmission facilitics. These include national
carriers such as Telesat, Teleglobe, Unitel, Sprint, independent telephone companies and all
but one of the ten STENTOR group of Canadian "phone companies” (Sask Tel). The latter
include Bell Canada and B.C. Tel. By far the largest of these carricrs is Bell which serves
the greater part of Ontario and Quebec and accounts for 46% of the Canadian
telecommunications service industry's revenues. Sec, Industry Canada, The Canadian
Telecommunications Service Industries: An Overview [Part 1: The Domestic Situation],
1994/1995 edition (Ottawa: Industry Canada, November 1994). 16, 56.

Department of Communications, "Teleglobe Canada: An Overview" Communications
Fact Sheet FS-86-3848E (Ottawa: Department of Communications,Information Services,
1986); Charles M. Dalfen, "Deregulation and Privatization in the Canadian
Telecommunications Sector: The Case of Teleglobe Canada,” in Privatization and
Deregulation in Canada and Britain: Proceedings of a Carada-UK Colloquium held in



10.
11.

12

172

Glencagles, Scotlund, November 1987, ed. Jeremy .J. Richardson (Aldershot. England and
Halifax. N.S.: Dartmouth and IRPP, 1990). 78-93

The TCTS. formed in 1931, became Telecom Canada in 1983 and subsequently
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monopoly satellite service provider, Telesat, is the tenth member) which provide public
local, long-distance and private value-added services. Industry Canada notes: "With
estimated revenues topping $13.5 billion. Stentor accounts for 78% of all
telecommunications service revenues, estimated at 17.4 billion for 1993." Again, Bell
dominates the alliance, accounting for 52.6% of STENTOR'S 1993 revenues.

Stentor is comprised of three entities which service the R&D, network management,
marketing development and lobbying efforts of Canada's telephone companies. Its primary
functicn is to coordinate telecommunications traffic inter-provincially and with U.S. phone
companies. Through this alliance, "Canada's telecommunicaticns industry seeks the same
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agent of contemporary Canadian economic development. This is most evident in the 1990's
when the Commission deregulated the domestic market for public long distance services.
permitting Unitel to compete against Bell Canada and sending business and consumer rates
plummeting. The CRTC also approved the takeover of media empire MacLean Hunter in
December 1994 by the evidently larger Rogers Communications empire, thus permitting the
creation. we will recall. of a Canadian "national champion” abie to take on all electronic
global competitors.

Perhaps the most crucial CRTC decision in recent nistory is Telecom Decision 94-19.
This document, titled innocuously, has irreparably transformed the Canadian electronic
infrastructure in preparation for the coming age of the "information highway” complete with
high speed networks able to transmit sarabyres (a billion bytes) of information in
seconds. In this decision, the Commission completely opened the telecommunications
services market, including local service. to competition by cable-TV service providers and
others. In turn, the phone companies were permitted to invest in content services (i.e.
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movies on demand). In other words, the CRTC approved the convergence of sound, data and
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of we Bureau of Competition Policy in March 1994 provide a relevant indication of the
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Competition Act. Speaking to an audience in Toronto, George N. Addy said, " . . .1 think
it is important to remind vou that the promotion of competition in Canadian
telecommunications markets has been 2 Bureau of Competition Policy priority for at least
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Laux writes that Teleglobe "provides an example of Ottawa's willingness to allow
indirect government ownership of an ostensibly privatized Crown corporation.” supporting
her conclusion that the Conservative government disregarded market principles, in this case
open competition. in order to get the job done (see section on privatization in Chapter three).
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heart of the matter was BCE's opposition to Memotec's strategy to diversify into the data
communications equipment and software market, primarily for the insurance industry, rather
than concentrating solely on telecommunications. BCE had grave concerns as well over the
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The Commission made an impact on Teleglobe's rates. services and operations. For
example, it is estimated the Teleglobe's international rates decreased by 40 percent
between privatization and March 1992. On the core issue of regulation. the company was
ordered 1o lower its rates by an average of 6.9 percent and decided on rate of return of 13.75
percent, down from 14.5 percent. It was reported that Teleglobe requested 15.5 percent.

The CRTC also expressed serious concerns about methods of financing between
Teleglobe and its parent, now called Teleglobe Inc. Essentally, the parent had used 133
million from Teleglobe to finance the former's unregulated computer, data and software
enterprises. This money represented 40 percent of Teleglobe's net book value. Obviously,
if the parent were to default on these debts, then the value of Teleglobe's stock could be
seriously and adversely affected. putting creditors and equity holders at risk. The subsidiary
was ordered to retrieve the cash from its parent or provide a guaranteed letter of credit from
a bank.

See, James Bagnall, "Teleglobe tries Bell's patience.” Financial Times of Canada,
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To ensure the commetcial viability of the Canadian national airline industry in the
late 1970's and 1980's, the Liberal government deregulated internal restrictions in favour
of enabling selected Canadian carriers (i.e. Air Canada) to compete in increasingly
internationally competitive markets. In his study of federal airline policy, Mathieu Arés
observes that the federal govemment pursued deregulation only after ensuring a duopoly of
national champions - Air Canada and Canadian Intemational Airlines. In order to support
federal policy objectives of strong, globally competitive firms and an internal air transport
infrastructure, the Canadian state protected and promoted these carriers by keeping the
domestic market closed to competition and permitting them to subsidize international
business through domestic operations. Similar to our study of Teleglobe and the Canadian
telecommunications industry, Arés concludes that "la politique aérienne canadienne . . .
corrspond au point de vue des partisans de la théorie du commerce stratégique.” Mathieu
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Canada” (M.A. thesis, University of Ottawa, 1992). 140-150.

Stanbury concludes in his 1985 analysis that in the interplay between competition
(efficiency) and redistribution and accessibility. Canadian federal telecommunications policy
will sacrifice the former in the preference of the latter. Furthermore. the federal government
will employ economic regulation to achieve these social goals. Our analysis in this chapter
has shown that Stanbury's conclusions are no longer accurate. The emphasis of federal
telecommumications policy during the Conservatives' tenure has shifted from social goals
such as accessibility to the economic goal of ensuring an international competitive
telecommunications  infrastructure. W. T. Stanbury. "Decision Making in
Telecommunications: The Interplay of Distributional and Efficiency Considerations.” in
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relating to Bell Canada and Telcglobe Canada. The new Act repeals the Narional
Telecommunications Powers and Procedures Act (formerly the National Transportation
Act} and the Telegraphs Act, and those sections of the Railway Act which formerly dealt
with Telecommunications.
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Consistent with the March 18, 1992 statement extending Teleglobe's monopoly
for another five year period with a review after three vears. on July 12, 1993, Industry
Canada invited comment on "various issues related to the carriage of telecommunications
between Canada and countries overseas . . ." and "in particular. . . Teleglobe's future
role.” In addition to questions on market competition. traffic routing considerations,
international considerations (eg. Teleglobe's role in INTELSAT and INMARSAT) and
ownership considerations, Industry Canada invited public comment on the this general
question: "Which measures or policies should be implemented to insure that the
Canadian-based. overseas service market grows and achicves the necessary economies of
scale to sustain long-term domestic and international competitiveness?"”

Teleglobe submitted its response to Industry Canada on October 27, 1995 in
which it indicated its intent to not seek a renewal of its mandate and support for
“sustainable competition.” Teleglobe's proposals for Sustainable competition included
regulatory reform to increase Teleglobe's price flexibility vis-a-vis international
competitors; "delaying" the entry of Stentor carriers into the overseas market, in
recognition of Teleglobe's investment n an extensive overseas network; reciprocal access
to the U.S. market; and enforcing the current policy regarding by-pass of Canadian
facilities until 2 rules-basex. integrated North American market is established. F inally, in
order to be a globally competitive carrier in an unregulated market, Teleglobe argued that
it must have access to global sources of capital and the flexibility to form alliances with
foreign carriers. The company's response called for the federal government to repeal the
Teleglobe Act, and subject the firm, like all other Canadian carriers, to the
Telecommunications Act thus eliminating Teleglobe's unique foreign ownership
restrictions, which included a prohibition on any foreign carriers holding stock in the
company. Morcover, Teleglobe called for the federal government to raise the
Telecommunications Act's ceiling on foreign carrier investment in Canadian carriers from
20% to 49%.

See, Industry Canada, "Notice No. DGTP-00X-95 (July 1995) Review of
Canadian Overseas Telecommunications and Specifically Teleglobe Canada's Role,” July
12, 1995 (Canada Gazette Notice accessed through World Wide Web); Teleglobe Canada
Incorporated, "Submission in Response to Canada Gazette, Part 1, 22 July 1995, Notice
DGTP-008-95 Review of Canadian Overseas Telecommunications and Specifically
Teleglobe Canada's Role,” 27 October 1995.

Michael Porter, Canada at the Crossroads: The Reality of a New Competitive
Environment (Ottawa: BCNI and Minister of Supply and Services, 1991), 350.
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Ibid., 359-362. 379. For example. in regard to forcign investment policy. Porter
advised his clients that the traditional Canadian concern over foreign ownership must be
replaced by the goal to transform forcign subsidiaries into home bases for the most
innovative and therefore productive undertakings. The reason why foreign-owned Canadian
subsidiaries are predominantly multinational marketing arms or raw material sourcing agents
1s due to the Canadian economy's inability to foster an environment conducive to innovation
and productivity. Thus. state intervention. Porter advised the government, can not remedy
the pervasive and unproductive patiern of foreign investment in Canada. On the contrary,
the solution to this issue ultimately depends upon the economy's capacity to foster robust
industry diamonds in which the federal government's economic role is to establish an
economic framework in which the market's competitive pressures will come to bear.

We will recall from our observations in chapter one that the Conservative government
pursued Porter’s advice as the foundation underlying the prosperity initiative. The "Action
Plan" which resulted form the prosperity initiative consultations confirms Porter's
prescriptions as the agenda the Conservative government planned to follow to develop
Canada's economic competitiveness into the next millennium. See, Steering Group on
Prosperity, Inventing Our Future: An Action Plan for Canada's Prosperity (Ottawa: Minister
of Supply and Services, 1992). 9.

"Republicans Stand to Transform the Agenda,” New York Times, 11 November 1994,
Al; "New Majority's Agenda: "Substantial Changes may be Ahead.” New York Times, 11
November 1994, A10; "Allegro Furioso," The Economist,19 November 1994, 27-28: "The

Republican Congress the Evolution of a Revolution,” The Economist, 4 November 1995, 23-
25.

Afier defeating the Progressive Conservative Party (then led by Kim Campbell) in
the 1993 federal election on a positive economic platform and declaring in its first Throne
Speech that it "attaches the highest priority to job creation and economic growth in the short
and long term," the Liberal government of Prime Minister Jean Chrétien has instead
dedicated its administration to reducing the budget deficit and rolling back the state.
Reacting to business press hysteria over an approaching "debt wall" the Finance Minister,
Paul Martin Jr. swore leading up to the 1995 budget that the Liberal government will mect
its deficit reduction target of 3 per cent of GDP, or $25 Billion, "come hell or high watcr."
Martin proceeded to introduce a budget plan that calls for cuts in federal expenditure of
$15.6 Billion over three years and aims to almost half the budget deficit (including debt
charges) from $42 Billion in 1993-1994 to $24.3 Billion in 1996-1997, which in the
Minister's own words are "the largest set of actions in any Canadian budget since
demobilisation after the Second World War."

However, the provincial governments in the nirie english-speaking provinces have
been the most active deficit cutters. The February 1995 Alberta budget included legislation
making balanced budgets after 1995-1996 and orderly debt retirement after 1996-1997 the
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law. Spending in Saskatchewan. Manitoba and the Atlantic provinces are at or below 1990-
1991 levels resulting in massive cuts to education, health and welfare. In Ontario. the
Progressive Conservative government is on course to balance the province's budget by 2001
and cut provincial income taxes by 30 per cent (see note cight).

Parliament, House of Commons, Debates. 1st Session, 35th Parliament. Vol. 134 (18
January 1994), 9-11: Liberal Party of Canada. Creating Opportunity: The Liberal Plan for
Canada (Ottawa: Liberal Party of Canada, 1993); Department of Finance, Budget in Brief
and Budget Speech (Ouawa: Department of Finance, February 27 1995). For an analysis of
the Liberal government's deviation to the right. see Duncan Cameron, "Right Turn,"
Caradian Forum (January/February 1995), 5. For the provinces, see "Alberta Budget
Highlights: 1995-1996.” KPMG Centre for Government. KPMG On-Line, 1995; Shawn
McCarthy. "The New Austerity." Toronto Star 22 July 1995, B1, B4.

In 1985, the federal Conservative Finance Minister said his government's economic
growth strategy was to "remove obstacles to growth, cut waste, improve effectiveness, and
make better use of limited resources.” In 1995, the Ontario Conservative government's
Economic Development Minister said "our approach (to Job creation) involves action on two
fronts. On the one hand, we must eliminate government waste and balance our budget . . .
. And on the other hand, we must unshackle business, give them the room to create weaith
and employment. . . ." Secondly, both government's upon their arrival to power proudly
proclaimed their jurisdictions "open for business.” Finally, it is no surprise that the Ontario
Conservatives immediately raised the possibility of privatizing Provincial Crown assets after
winning the 1995 Ontario election. Shortly after taking office, the new economic
development minister said, "everything's on the table," citing in particular Ontario's 49%
stake in de Havilland Canada.

Department of Finance, The Budget Speech (Ottawa: Department of Finance, 1985);
Remarks for the Honourable William Saunderson Minister of Economic Development, Trade
and Tourism at the Institute of Chartered Accountants of Ontario, October 16, 1995; James
Walker, "Everything on the Table as Ontario Privatizes," Financial Post, 23 October 1995,
20.

Brian Mulroney announced his resignation on February 24, 1995. In the last two
years of his second administration, the Conservative government lost control of the budget
deficit, missing reduction targets substantially for the 1991-1992 and 1992-1993 fiscal years
and sending the deficit to record highs. Receiver General of Canada, Public Accounts of
Canada 1994, Volume 1, Summary Report and Financial Statements (Ottawa: Minister of
Supply and Services, 1994), Statements on pages 1.6 and 1.7. See also Drew Fagan, "Deficit
Ralloons to $34.6 Billion This Year,” Globe and Mail, 20 November 1992, B1, B2; Alan
Freeman. "Major Economic Reform Mulroney Legacy," Globe and Mail, 25 February 1993,
A4,
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Ontario Progressive Conservative Party, "The Common Sense Revolution” May 3.
1994 Legislative Assembly of Ontario. Debates. 1st Session. 36th Parliament 27 September
1995). 3-7: Oniario, Ministry of Finance. "Finance Minister Outlines $1.9 Billion in

Spending Cuts: Government Outlines Spending Cuts, Audts, Accounting Review,” Julv 21,
1995.

These conclusions support the increasing body of new economic growth theory,
theory which may provide the basis of a post-fordist mode of regulation or at the least. a new
theory of state intervention in response to the challenges of global competition. The
economists, such as Paul Romer. who comprise this school of thought argue that
technological innovation and knowledge are the most important sources of economic growth,
productivity and employment in the new world economy and the state should support
innovation to foster prosperity and competitiveness. Applying new cconomic growth
theory to public policy, Romer and Canadian economic journalists like David Crane strongly
support state intervention in the areas of skills development. science and technology and the
development of an innovation infrastructure. Crane argues that these policies should form
the foundation of a Canadian industrial strategy to build a competitive economy into the
next millennium,

Paul Romer is Professor of Economics at University of Californ:: at Berkeley and
the Royal Bank Fellow at the Canadian Institute for Advanced Research. Please see the
following by him: Paul Romer, "The Origins of Endogenous Growth,” Journal of Economic
Perspectives, 8, 1 (Winter 1994): 3-22; Canadian Institute for Advanced Research Program
in Economic Growth and Policy, Reprint Series, Paper No. 14; Paul Romer. "Beyond
Classical and Keynesian Macroeconomic Policy,” Policy Options (July-August 1994): 15.21:
Canadian Institute for Advanced Research Program in Economic Growth and Policy,
Reprint Series, Paper No. 6. Please see as well, Nathan Rosenberg, "Joseph Schumpeter:
Radical Economist," CIAR Program in Economic Growth and Policy, Working Paper No.
10, May 1993. For the Canadian context, please see: David Crane, The Next Canadian
Century: Building a Competitive Economy (Toronto: Stodart Publishing Co. Ltd., 1992);
David Crane, "Toward a Public-Private Partnership,” Policy Options 16, 1 (January-February
1995): 3-6.

Leslie A. Pal, "The Role of the State: Canada and the Contradictions of Political
Cohesion,"” in Un Etat Réduit?/4 Down-Sized State?, ed. Robert Bemier and James lain Gow
(Sainte-Foy, PQ: Presses de 'Université du Québec, 1994), 389-407.

Christopher Lasch, The Revolt of the Elites and the Beirayal of Democracy (New
York: W.W. Norten, 1995). Mr. Lasch, long a critic of the American right, died shortly
before this book was published.
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Source:

Labour Productivity Growth ia Five Countries:

Aggregate and Manutocturing, 1930-1984 (ave. annual percentage chan

.
-~

West
Growth of GDP France Germany Japan UK UsSA
per hour worked
1950-73 5.01 5.83 7.41 A3 244
1975-9 3.8 391 3.40 .18 0.30
1979-84 3.24 1.58 3.06 95 1.09
Growth of manufacturing
output per hour
1950-73 5.63 6.31 9.43 32 2.62
1973-9 4.90 4.22 5.39 1.15 1.37
1979-84 3.50 278 5.46 4.28 3.10

aed.

Lynn Krieger Mytelka, "Crisis, Technological Change and the Strategic Alliance,”
in Strategic Parmerships: States, Firms and International Competition, ed. Lynn

Kreger Mytelka (London: Printer Publishers, 1991), 22, Table 1.5.
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Tabie 2 Growth of Real GINP, Employment and Prodactivity

Real GNP Eaployment Productvity

1961 i 1.5 13
1962 6.5 2. 3.9
1563 2 2 2

1563 &7 3.7 29
1965 6.7 33 28
1966 69 42 26
1967 33 32 0.1
1968 58 2 3.6
196% 53 2 20
1970 25 13 -
9n 5.7 23 3.1
1972 6.0 31 28
1573 69 2 1.6
1574 28 43 -1.4
1975 02 19 -1.7

Source: Naticgal Income and Expeaditure Accounts and Bank of Canada Reviaw.

Source: OECD, Economic Surveys, 1975-1976: Canada (Paris, OECD, 1976), 14,
Table 4.

]
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Growth of Real GNP
OECD Area, 1972-1977 (percentage changes)

-

A-:;.::B: ! From previowy year lf 17
(o 197573 i 1973 s w9
|
Casada 50, 28 0.2 3.0
United States 42 ., -18 -2 -3.3
Japan 108 @ =13 21 0.8
France 59 39 =24 1.5
Germany 49 | 0.4 =34 | =30
Italy 56 | 34 =37 . <03
United Kingdom 33 0.1 ~1.6 -1.
Other OECD countries 55 3l 0.6 s
Co02 -1 -12

Towml QECD 5.5

Sowee: QECD

Source: OECD., Economic Surveys, 1975-1976: Canada (Paris: OECD, 1976), 6, Table 1.
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Manufacturing Costs. 1971-1981"
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Composition of Canadian Imports and Exports:

1S
o o . o . -
Import and Export Volumes by Commodity Classification. 1968-1973

Pl

Weight in
total 1972, 19631971 197194 1978
pet cent
Expors
Fish apd farm products 11.6 133 il 60
Forest products 133 34 X -219
Metals and minerals 24.5 4.1 4.6 139
Motor vehicles and parts 234 13.6 4.7 1.5
Other manufactured goods 174 6.5 -39 -6.0
Imports
Industrial materials 20.6 9.4 7 153
Construction materials 25 35 297 -18.0
Producers cquipment 214 6.5 16.7 0.8
Food 6.6 14 -1.0 -03
Other consumer goods 119 8.3 11.8 2
Motor vehicles zad parss . 9.4 10.6 -1.1
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Source:

Federal and General Governmen: Detlcits:
Canada, 1970-1992 (as a percentage of GNP)
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Socurce:

Public Debt
Canada. 1976-1992 (as 2 percentage of GNP)
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2. Weighted average of 17 countnes (1987 GOP weights and exchange rates),
Source: QECD, National Accounts: Secretanat estimates.

OECD, Economic Surveys, 1992-1993: Canada (Paris: OECD, 1993), 42,

Diagram 13.
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Source:

Interest Rates: Canada. 1981-1986
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lndusery 1934 10 1974 1978 to 1979 1974 to 1981
Minizg 6.1 =33 —49
Metals 3.6 -2.7 .
Ofl and gas 7.3 —-96 ..
Manufacturiag 1.0 26 1.1
Wood 24 3.5 i7
Pulp and paper 25 2.6 Q.7
Primary metals® 39 2s 0.6
Non-metallic mineral products 3.6 3.1 .
Pztroleum and coal products 5.7 -9.7 ..

1. Estimated in terms of volumhe output per man,

2, Except for 1974 to 1981 primary metals and metal fabeication,

Jources: Gerard Stuber: A note on productivicy developments at the indurtrial level. Bank of Canada Review, Jaguary
1982 (periods 1954 to 1974 and 1974 to 1979); Statutics Canada, Manufucturing Industrees of Canada:

National and Provincial Areas and Groty Domestic Product by Industry,

Source: OECD, Economic Surveys, 1983-1984: Canada (Pans OECD, 1984), 33,
Table 10.
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Determinants of Foreign Trade Performance:

ATLATIVE WANUFACTURING SOMPETITIVENEIS !
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Diagram 3. '
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Commodity Structure of Canadian Trade Balanee:

(USS billion, custom basis)
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Source: OECD, Economic Surveys, 1985-1986: Canada (Paris: OECD, 1986), 19,
Diagram 6. '
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World Competitiveness Report:

Criteria for Competitiveness Measurements
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Alternative Classification Schemes

for High-Technology Industries
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Classification scheme

Categories identified as high technology

Crganization for Econormic
Cooperation and Development
(0ECD), International Standard
Industrial Classification (SiC)

US Departn. =t of Commerce,
Standard Industrial Classification
(siQ)

Guerrieri and Milana®

Drugs and medidnes (SiC351)

Office machinery and computers (ISIC 325)
Slectrical machinery (ISIC 383, but excluding 352}
Electronic components (iSIC 3332}

Aerospace (ISIC 3845)

Scientific instruments ({SIC 335}

Guided missiles and spacecrast (SiC 576)

Cormmunications equipment and electronic components
(SIC 365 and 366)

Alrcraft and parts {(SIC 372)

Office, computing and accounting machines (SICI52)

Crdnance and accessories (SIC 348)

Drugs and medidines (SIC 253)

Induszial organic chemicals (SIC 351

Plastic materials, svnthetic resins, rubber and fibers (siC 282)

Chemicals:
Synthetic organic coloring
Products for agriculture
Radiocactive materials
Polymers and plastics
Pharmaceuticals:
Antibiotcs and selected other products
Power-generating machinery:
Turbines
Piston engines
Electrical:
Power machinery and selected apparatus
Data processing:
Machines, Processing and storage units, Parts
Electronic office machines: Photocopying apparatus
COther
Telecommunications:
Telephone, telegraphy, and transmission apparatus
Selected equipment, parts and accessories
Electronic components:
Integrated circuits and microassemblies
Semiconductors .
Television picture tubes
Selected parts
Aircraft
Aircraft, Helicopters, Spacecraft
Reaction engines
Scientific instruments:
Electronic measuring and controlling instruments
Particle accelerators
Optical instruments
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continued . . .

Source:

OECD data in these ISIC categories was 96 percent coextensive with dam in the US Department of
Comurnerce categories in 1980, and 100 percent in 1986.

The Guerrieri-Milana classification schemne is a refinement of the OECD scheme. The authors use data
on world trade flows at the five-digit S1TC level to classify certain industrial products within the OECD
high-technology industrial dassification schemes as “high-technology” products. They base their
classification decisions on experts’ and analysts’ judgments. This “subjective” approach to identifying
high-technology trade is now used by the US Bureau of the Census to calculate high-technology trade
balances for the US. A recent paper by Abbot discusses the advantages and disadvantages of this
approach and contrasts it with the more traditional OECD and Commerce approaches. Sources: Paolo
Guerrieri and Carlo Milana, “Technological and Trade Competition in High-Tech Products™ SRIE
Working Papers 54 (Berkeley: University of California, Berkeley), October 1991; T.A. Abbot, "Measuring
High-Technology Trade: Contrasting International Trade Administration and Bureau of Census
Methodologies and Results,” Journai of Economic and Social Measurement 17:17-44, 1991,

Cited in Laura D'Andrea Tyson, Who's Bashing Whom: Trade Conflict in High

Technology Industries (Wshington: Institute for International Ec ;
20-21, Table 2.1. 0 onomics, 1992),



APPENDIX F

Speaking Notes for Perrin Beatty on Teleclobe

Montreal. March 18 1992
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Mayor Jean Doré, Dear Colezgue, Mr. Sirois
Ladies and peatlemen,

Qrie of the rewards of poiitical life is semmetimes 10 be the bearsr of gocd oews. T Rave
good news for you today. :

The Govermment of Camada his decided 1o renew, for 2 period of five years, Telegiobe's

mandats as exclusive supplier of overseas teleccmmunicacons servicss in Caoada,
.

This is good news — first, for Teleglobe and its 513, who hancur us today with their
preseace here in great oumbers. Tbcgnalofﬁsizﬁﬁaﬁvciscl&zﬂymsmngih:mheindvscy
and © consolidate jobs. I belisve ther by pressrving the inregrity of Teleglobe's internal
merket and by creating an opeaing for new, extemal markets, we will meet our objective.

“This is good news for Quebex, 100 - the Monrreal arez, in particular — and Cenada as a
whole, " :
|
[ am sure thar this news will pleass officials of the Cityoanmtalandfmcnbezsofm
regica’s business community. They have been asking for several months, and rightly so, for
the continuation of Teleglobe 2s sole provider of telecominunications scmm.
Mycnﬂ&gn:,thcﬁomu:ahle!can&rbcﬂ,wﬂlspakm you in more der.ailaboutthe
implications of this decision for the region. :

You may be assured, however, that the Government of Canada did ot make this decision
simply o be agreeable, We have good reasons — bothofpnbhcandwommcxmmst -0
renew Teleglobe's mandare, .
~ Onmcmmalpcﬁncalmmcdwsonmﬂects:hepnmazyobjecnveofth:

" telecotnmumications bl With this legislaion, we want to establish 3 coherent
meohcywhchmmmmﬁsmo&hcmgmmdmm—a
WMW@mdeua_Mﬁ:wm
development. | é

A ———————

L
¢
~

On the social level, this decision was necessary to prescrve Canada’s sovereigaty in the
telecommunications sector. It recognizes that cur economic leadership canmiot be ensared

nuless we own our ielecommunications f2cilities, and tmiess the points of amival aod deparre

for our overseas communications ave siated in Canada. Anyrmgmmmcuofcurmadm
woumﬂ:xunsnbothmthestm:m |
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First, ibe decision recognizes thal, with the presear high level of comr ‘r.‘c:i_ iz the wedd
market, our domestic arkes is 00 small ta maks oom for other operatoss of ovasseas
1alecommrmications servicss. Exclusivity ensbles Taleglobe to negesats with foreign
admiristrations Som a pesition of strength. |

An evest of fow wasks ago provides another stiking example of the importincs of being

zble o negotiate from 2 position of swength with other counmies. Against 2l expeciations, the
. Canadian delegation ar the Word Administrarive Radio Conferencs in Spain sr.cceedcd. in

cbizicing new radio fmau::ncv altecations which wiil pcn:ut Teleglobe 10 u:nprove its sexvices.

Cmdamd.dﬂﬁsconmmc:ud:hac:mindcg:uofmines& Wchzcwthatth:

I
- United States and Europe were rasolved to take caetrol of these avaiiable spaces on the

spectrum.  Under such ¢ircummstances, wch.dvcxyh:tlcchmccofmlﬂlmvourm:ds.

But :hc Canzdizn delegarion, led by Communicetions Camada and made up cf 2 srong
coaringent from the privats ssctar, including representatives from ‘relcglobc. w:rc persistent
and cuded up winming the cause for us. Mmamkahlemcm.wh.chdc;mswmm
imparmnce of valuing our interests on the intemarional scene, and underscores the need for
solidarity in onr interal policies. This success will give us the raw material, in terms of radio t
frequencics, for the de:v&npmem of telecommunications services in Canada for years to come.

!

In otbcr respects, telecomomumicarions is undepiably & dnvmg force behind eoonomch

—

: : |

- Tn October 1991, Teleglobe annoanced in Montresl a research and development program
whchwuuldgmmﬁcmmmmszmmmmnmspmdingmﬁvem ‘I'hebu]kofthac
e.xpcndihn&swﬂlbeczmedmm(}_ucbec. :

'Ihcpmgmmwﬁlleadwrhemnonofmmypbs.mos:ofwhxchwmbcposmons for
eagineers ad scientists, 'Bmc;obswﬂlb:maddiﬁonmthcﬁ&;obsakudypmndcdby
the wlecommunicatdons industry, whxdusoneof:hcmostpmmisingmmcMonmalams
hgh-tcchmlogymnr.

Whea [ mez with the Mayor of Montreal to discuss the renewal of Teleglobe!s exclusivity,

.be noted thar Teleglobe is one of the focal potrirs of the telecommunicarions ndasxy in

Montreal, mmhmmmmmmmmuﬁmm@m-s
economic recavery. : _ , o



Financing and implementing Telegiobe's rassarch program depend cn the company’s

economic sability. Clexiy, Teiegicbe's projects would ot be as favourably Teceived Ty
Ienders if the agency were exposed o compeiton in its immediare marker '

Moreover, i would be 21 inopportine moment o ead Telsglobe's position asisole provides
of telecommurEcations servicss. With the integration of North Americen 2nd oversess
telecommumications markets, Teleglobe is already facing stiff compenzon '

If the domestic market for oversezs wlecommuaications wemﬁ'agm:med,thércmtﬂdtc
the risk that Teleglobe would be deptived Gf the most profitable pert of its business and that
irs fAnancial siteation would be scon compramised. The msjor users ofmmanon.l
commurications might also be wempted to drop Telegicbe and the C':s::..d:mczmc:sm favour
of th= Americon network, Canada would thus lose some of its soversignty in this leading

i

Teleglabe has substantially mer the government's expectations since it was privatized. It
bas also respected-the commitments made by Megiotec at the Gme of the Tansaction 1o keep
the company’s hesdquarters in Monmes! and to eoew the collectve agmcmtmslmforc: with
its employecs. - : .'

Toup,mlemmmunicanons:soncof the major secwors mﬂ:w Chnadxmleconomy In
1950, thzyaccoumdforz.'?'pc:mofgms domestic product - ahrgersha:ethan '
a@.culnm:,ﬁonsnyormmng. - ;

mm:mmnmmsmahdmdymym mammm‘releglo'oc's exclusivity
fmwmsmmmmMmmwc&mdasmmmmemﬂdemdm
nppcumwwmtheMannmlm

.
]

MEWmmmmwdmdemmmmmmamgx‘blemymm
cconomy, whether in Quebec or in Canads as a whole. :

Thank you.
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