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Anti-trust laws have the objective of promoting/sustaining competition. Anti-dumping laws have
as their objective the protection of domestic firms which may possess or develop a competitive
advantage in the international market. In essence, both sets of laws attempt to encourage competition.
However, as currently structured, neither can succeed in attaining their objectives.

There are several reasons why a firm may engage in geographic price discrimination (or dumping).
For example, firms may dump their goods or services for purely predatory reasons; that is, to drive out
foreign competition by forcing them into bankruptcy or lowering the price of acquiring them. Anti-
dumping (hereafter referred to as AD) laws may be unable to protect domestic firms from predatory
dumping by foreign companies. Although there are relatively low standards of proof (i.e., there is no
need to demonstrate predatory intent), AD investigations are initiated after the dumping has occurred
and thus, perhaps, after domestic firms have been irreparably damaged. On the other hand, domestic
firms that are not likely to develop a competitive advantage may be inadvertently protected by the AD
laws in cases in which foreign companies should drive them out of the market.

Anti-trust (hereafter referred to as AT) laws may be able to protect domestic firms from predatory
dumping. But since AT also deals with the problem expost and with much higher standards of proof,
domestic firms may be out of business long before an investigation is completed. In addition, the
existing AT laws may have to be amended to permit the initiation of actions against foreign firms that
have no direct presence in the domestic market. (For example, they may sell in this market through
independent wholesalers or retailers.)

Firms may dump in foreign markets in order to deter entry into their home market. Firms may deter
entry by investing in excess capacity which can be used to flood the domestic market when entry occurs.
Until entry is attempted, the excess capacity may be used and the output dumped in foreign markets.
Dumping may be more profitable than leaving the excess capacity idle and, at the same time, may more
effectively signal the existence of excess capacity to potential entrants. Dumping, with its lower prices
in foreign markets, may also signal to prospective entrants that the incumbent firm has low costs and
so deter entry into the home market.

AT may not be able to deal with this problem if there is no predatory intent against foreign
competitors. For example, if a U.S. firm dumps in the Canadian market in order to deter entry into its
home market but not to drive out Canadian firms, the Canadian AT law will not likely be able to prevent
this behaviour by the U.S. firm since the anti-competitive effects occur in the U.S. market. Moreover,
Canadian consumers will benefit from this action.

The AD rules may be able to stop this type of dumping and, in the process, indirectly assist one of
Canada's trading partners in promoting competition in its home market. If production in the industry
is characterized by learning/experience curves, then dumping, while nominally for entry deterrence
reasons, may prevent foreign competitors from moving down the learning curve rapidly enough to
develop a competitive advantage. AT laws are not structured to deal with this possibility. The AD law,
by protecting domestic firms, may indirectly assist them in their efforts to create a competitive
advantage internationally. But once again, since AD deals with the problem expost, the protection may
take effect too late.
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Firms may also dump in order to encourage cooperation/collusion in their home market. DumPing
may signal low costs and thus enable a firm to assume the leadership role in its industry. By attacking

a foreign competitor in the latter's home market, a firm may deter that competitor from pricing

aggressively in the former's home market. In effect, a temporary round of dumping may succeed in
securing cooperative behaviour from foreign competitors. AT is likely to prove ineffective in dealing with

this problem. AD, on the other hand, since it deals with the problem expost, may not deter this type
of behaviour even though dumping may have to end because of a "successful" AD investigation.

Another reason why firms may dump is to gain a beachhead in a foreign market. A firm may have
a competitive advantage which it wants to exploit in foreign markets, but in order to overcome the
reputation or information advantage (quality, performance, reliability) of incumbent firms in those
markets, the entrant initially may have to set low prices to attract market share. AT, quite legitimately,
will not deal with this type of dumping. AD laws, on the other hand, do not discriminate well among
the various motivations for dumping, and so may protect domestic firms that no longer possess a
competitive advantage. There is always the argument that, with some time, these firms may be able
to recapture their competitive advantage. However, if these firms are unable to monitor developments
in their industry and implement the strategies necessary to maintain their position without AD
protection, then this suggests that they have lost competitive dynamism and AD protection will be
insufficient to restore this. Furthermore, from a Canadian perspective, foreign AD laws may restrict
the ability of Canadian firms that have succeeded in creating a competitive advantage to fully exploit
that advantage, especially if production is subject to a learning curve phenomenon.

Finally, dumping may occur during cyclical downturns as firms faced with excess capacity and high
fixed costs resort to quasi, marginal cost pricing in foreign markets. AT laws will not deal with this
problem and AD laws will prove ineffective in preventing this temporary type of dumping because of
the lags involved in initiating and conducting investigations. However, cyclical dumping may result
in hysteresis (i.e. the persistence of effects resulting from a temporary change in conditions) and
subsequent long-lasting negative effects on domestic firms. Domestic firms subject to cyclical dumping
may be forced to lay-off trained workers whom they may lose permanently. Domestic firms may also
experience financial losses during this period which may trigger loan covenants that impose
restrictions on the operations of these firms and/or may result in higher borrowing costs because of
a greater risk of bankruptcy. Investment expenditures may be significantly constrained and together
with the loss of trained workers may adversely affect the ability of these firms to sustain a competitive
advantage or create a new one.

AT laws cannot serve as a substitute for AD for the following reasons at least:
* predatory behaviour may escape the high standards of proof:
• the ex post application of the law may be too late to help companies adversely affected by

dumping:
* these laws do not deal with cyclical dumping and thus cannot prevent hysteresis.
The current AD laws also appear to be inappropriate for achieving their objective of nurturing

international competition. Among the more serious problems are the following:
" AD investigations begin after the fact;
" AD may prevent firms with a potential competitive advantage from testing this advantage in

foreign markets by engaging in dumping to gain a beachhead; and
" political interference inAD decisions, the vagueness of current injury tests and inconsistency in

decisions enhance the potential for AD complaints to be used to harass and deter foreign
competitors.

Consequently, I suggest that the present AD regimes be completely replaced by a per se illegal rule.
Government agencies would monitor, through random spot checks for example, the pricing behaviour
of foreign firms. When dumping is spotted, the "guilty" party would immediately refrain from this
pricing behaviour and, after an investigation to determine how long dumping had taken place, would
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be subject to a penalty equal to the dumping margin times the sales volume during this period of time.

There would be no injury test and no need for domestic firms to lodge dumping complaints to initiate
an investigation. However, the new rule would permit foreign firms to demonstrate that they engaged
in dumping to gain a beachhead. The burden of proof generally would be upon foreign firms. In essence,
they would be guilty until they demonstrated themselves to be innocent, with the beachhead
phenomenon being the only basis for a defence.

In order to simplify the task for foreign firms to prove their innocence, automatic exemptions
from the new AD rule might be permitted. The exemptions would be based upon certain rules-of-
thumb such as the sizes of the foreign firms involved in dumping (firms below a certain size, with
the limit depending on the sizes of the market and domestic firms, would be considered innocent
and the onus of proof to the contrary would fall on domestic firms); the number of competing firms
in the domestic market (with more than a certain number of firms, the limits once again depending
on the characteristics of the industry, foreign firms would be considered innocent).

Furthermore, the government agency responsible for monitoring pricing behaviour by foreign
firms would also search for a "reverse" form of dumping in intermediate product markets. For
example, a vertically integrated firm may sell an intermediate good or service to a downstream
competitor, located in another country, at an artificially higher price than its internal transfer price
because there are no other close suppliers for the competitor. The vertically integrated firm resorts
to geographic price discrimination, with a higher price being charged to a foreign customer than to
its own domestic subsidiary, in order to place the foreign competitor at a disadvantage in a
downstream market. When cases of this type of"reverse" dumping are spotted, the country in
which the vertically integrated firm is located should be required to demand and enforce that this
firm refrain from dumping.

COMPLIANCE INTO THE 1990'S

The following is a reprint of a speech given by Howard L Wetston, Director of Investigation and
Research to the Insight Educational Services Conference in Toronto on December 4. 1989

I am pleased to have the opportunity to speak today about the Program of Compliance of the Bureau
of Competition Policy. Both the Bureau and the private sector have faced a challenging period since
the Competition Act was passed in 1986. The compliance initiative was designed to provide business
with greater awareness and increased certainty about the application of the provisions of the Act. I
believe we've had a significant degree of success in meeting these aims. Through the 1990's we intend
to continue to enhance the administration and enforcement of the Actin Canada, and I'd like to spend
my time here today talking about how we will be approaching that job, and where I see some of the
priorities for the next few years.

First, a little background may be helpful. In your material there is an Information Bulletin (no. 3)
titled "Program of Compliance . The Bulletin outlines a number of ways in which we have attempted
to provide interpretive information and guidance to those interested in the objectives and application
of the Act. These measures include published material such as Information Bulletins, speeches,
annual reports, press releases and backgrounders on specific cases. The Bureau also provides
advisory opinions and makes use of information visits -by that I mean direct discussions with business
people - to ensure that they are made aware of potential conflicts with the Act. Advance Ruling
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Certificates are provided in merger cases which do not raise competition issues. All of these initiatives
are intended to assist business in organizing its affairs to complywith the law. The Consultative Forum,
on the other hand, allows groups of academics, consumers, business people and lawyers to provide
feedback on issues relating to competition law and policy.

When conflicts with the CompetitionAct do arise, there are various alternatives available to resolve
the problems. These include investigative visits, voluntary undertakings, prohibition orders on
consent, orders on consent involving a plea of guilty, merger consent orders and, of course, litigation
before the courts or the Competition Tribunal. The Bulletin describes some of the more important
considerations that are taken into account in deciding which of these approaches is appropriate.

While the practical aspects of the Bureau's Compliance Program are listed in the Bulletin, I would
like to spend some time focussing on the underlying philosophy of the expanded program that I intend
to implement and discuss my views on how the Bureau will work with business toward the goal of
compliance in the future.

First, it is worth emphasizing that inasmuch as the Competition Act is a framework law governing
certain aspects of the conduct of business, the compliance approach works only by building upon co-
operation among the various interested parties to a matter.

Obviously, it is cost-efficient to devote resources to educatingthe public and preventing contraventions
of the Act, as opposed to conducting extensive inquiries and prosecutions. As I've just outlined, the
Bureau has put great emphasis and considerable resources into providing information and guidance
and devising a variety of instruments to resolve cases under the Act, but what is the responsibility of
the business sector?

For the most part, business now has the tools to review, assess, understand and therefore comply
with the law. Where businesspersons know that their proposal presents a problem in terms of the Act,
we are receptive to discussing proposed solutions. If they make sense, are workable and do not
contravene the objectives and standards of the Act, then a mutually acceptable solution is possible.
However, I believe that the responsibility for preparing these solutions must rest with business, not
with the Bureau.

For example, assume that the Director has determined that a particular merger is anticompetitive,
i.e., is likely to prevent or lessen competition substantially. Parties should, if they wish to resolve the
matter, approach the Bureau with a well-thought out workable solution. Unfortunately, companies
often spend considerable time trying to "undo" the Bureau's finding or continuing to advocate a
proposed solution that has not been well received by the Bureau. It may be worth repeating that
settlements with the Director are matters of public policy, not private contract.

The Bureau has a heavy case load. At this time, in mergers alone, we have thirty-eight extensive
ongoing examinations. While negotiations are necessary, continuing unfruitful or slowly moving
discussions is not an efficient use of the Bureau's resources and exacerbates the environment of
uncertainty for various third parties.

An evaluation of the circumstances which might influence the decision about full inquiry and
formal proceedings should include careful consideration of the purpose clause of the CompetitionAct.
The purpose clause is key to the compliance approach. It highlights the paramount objectives of the
Act such as promoting the efficiency and adaptability of the Canadian economy and providing
consumers with competitive prices and product choices. Business practices must be reviewed in this
light.

Where there is unambiguous economic harm, there will be less scope for resolution through the
compliance approach. Full inquiry is clearly justified in matters such as conspiracies in restraint of
competition and bid-rigging, which are serious matters that are not accompanied by any redeeming
features. The heart of any competition policy must include the goal of preventing competitors from
subverting the competition process through collusion. This is reflected in the maximum penalty
established by Parliament - 10 million dollars or five years in prison.
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Conspiracy in restraint of trade can impose heavy costs on consumers in the form of higher prices,
reduced output and restricted product choices. Generally speaking, this is not the kind of conduct
where prohibition orders or undertakings adequately protect the public interest. The rigging of bids
in connection with federal, provincial or local government procurement activities directly increases
costs that are ultimately borne by taxpayers. Recent studies suggest that government agencies and
regulated utilities may be particularly vulnerable to bid-rigging activities. In addition, conspiracies
among firms that would otherwise be in competition seriously undermines public confidence in the
competitive market system. We therefore intend to recommend stiff penalties when such matters are
referred to the Attorney General for prosecution.

With respect to other matters, such as the non-criminal provisions, we will be most receptive to
employing an approach which avoids costly litigation to deal with situations that have ambiguous,
minimal, transitory or very local economic effects. Such situations are presented from time to time in
relation to matters such as non-price vertical restraints, with respect to which there is currently a
raging debate regarding their economic effects. As suggested above, our 'economic approach" will focus
upon the goals of section 1.1, such as promoting the efficiency and adaptability of the Canadian
economy and ensuring competitive prices and product choices. Accordingly, where significant
economic harm in these or other respects is clear, and in matters of broad public interest, a full inquiry
and litigation may best serve the public interest.

There are some very recent visible examples of this we have recently filed cases before the
Competition Tribunal against Xerox Canada Ltd. respecting its refusal to deal with an independent
repair firm, and against the NutraSweet Company for alleged abuse of dominant position. The Tribunal
has recently issued an order against Chrysler Canada Ltd. regarding the supply of auto parts to a small
exporter.

Compliance involves individuals as well as corporate conduct. The question arises as to whether
or not individuals should be charged in order to curb perceived corporate excesses. While this is
ultimately in the discretion of the Attorney General, I believe that where the evidence is sufficient -
particularly for planned and premeditated conduct appropriate criminal proceedings should be
instituted against individual offenders. There is an obvious, very important, deterrent effect from such
proceedings.

Increased compliance with the Actbenefits everyone in the end. For our part, I recognize that the
more we help inform the public, the more effective the Compliance Program will become. The Bureau
will continue to develop methods to clarify questions of competition law and to better communicate
them to interested parties. One area I have been giving considerable thought to, since assuming my
new responsibilities, is the merger review process. I am now exploring the preparation of published
merger guidelines as a framework for our merger enforcement policy. I believe that in the current
environment, merger guidelines may be particularly helpful in order to increase business understanding,
assist counsel in advising clients, clarify our enforcement policy and finally facilitate compliance with
the law.

With the busy merger environment and the absence of jurisprudence, there appears to be an
increasing need for a comprehensive statement setting out how we approach pivotal issues such as
market definition, foreign competition, failing firms, barriers to entry, efficiency gains, and so forth. To
provide a framework for our position in relation to these and other matters, we also want to develop
a general policy statement regarding our approach to the anti-competitive threshold in section 92, that
is, the prevention or lessening of competition substantially.

Until the Tribunal addresses these and other key issues relating to mergers and to merger analysis
generally, guidelines can go a long way toward reducing uncertainty with respect to the interpretation
of Canada's new merger law. After analysing in varying detail more than 500 mergers since June 1986,
I believe we are now in a position to undertake such an initiative.
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Our current thinking is that, to the extent possible, these guidelines should provide legal merger
counsellors and businesspersons with clear and objectively ascertainable standards in the planning
stages of developing transactions. Guidelines, however, are just that. They should not be rigid or
inflexible in applications where strict adherence to the articulated standards would lead to inappropriate
results. Competition policy is not a static concept. One must deal with constant change. As such,
merger guidelines must reflect current enforcement policy but must maintain flexibility of approach.

Information Bulletins are a key element of our Compliance Program. With respect to criminal
matters, we are now reviewing our enforcement policy regarding price discrimination and predatory
pricing. We expect to issue draft Information Bulletins for discussion in the near future.

I think the development of corporate codes of conduct or corporate ethical standards can be of
significant value. In the normal course of doing business, they will enhance the individual manager's
consciousness of the law and its underlying spirit. Corporate compliance programs, combined with
government initiatives such as the Bureau's compliance approach, make sense for the 1990's - an era
when we all must deal with decreasing resources, technological change, demands for consumer
protection, deregulation, and a changing legal environment. I believe that corporate codes are
important as they set the tone from the "top" of an organization. If the market place of the 90's is to
be effective, we must consider some rebalancing of the obligations of business, consumers and
governments; the Bureau will certainly be active in this process.

I think we have a good example of a recent success story concerning the use of the compliance-
oriented approach that should be mentioned. You might remember an inquiry commenced in 1987,
respecting the real estate industry in Canada, and that a number of real estate boards were searched
under the provisions of the CompetitionActfor evidence concerning an alleged price conspiracy. As the
inquiry developed, the opportunity arose for the Director and the Attorney General of Canada to consult
with the umbrella group for the industry, the Canadian Real Estate Association or CREA. By consulting
with CREA, which represents a large proportion of real estate associations, compliance with
competition law was possible beyond the market areas initially under investigation. After considerable
discussion, a decision was taken to proceed by way of a prohibition order without a plea of guilty. This
order results in compliance with the Act, allows the best allocation of scarce resources, and institutes
an important change in market behaviour across Canada.

I am encouraged that CREA has made a significant attempt to make sure that their industry really
understands the application of competition law. The Association has prepared an excellent videotape
for use in the education of their members all across Canada.

The Bureau has done a considerable amount of work on its Compliance Program since the new Act
was passed in 1986. In this regard, I hope I have succeeded in providing some additional clarification
on the Program, on the philosophy and some of the priorities whichwill drive the Bureau in interpreting
and enforcing the Competition Act in the 1990's.
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NATURAL GAS EXPORTS AND FREE TRADE

N.J. Schultz'

Fraser & Beatty, Ottawa

Introduction

In the past few months the National Energy Board has denied five natural gas export applications
and imposed restrictions on others.2 Coming as they do in the context of a well-established, market-
oriented, free trade energy policy and several years of upbeat talk by federal and Alberta energy
ministers and senior government officials about Canada's export opportunities, these decisions invite
careful examination.

The conclusion is that the NEB's approach to the economic evaluation through benefit-cost
analysis of individual export applications may contain elements of interventionism, protectionism and
nationalism which are not obviously consistent with the current policy and legal framework. The NEB's
economic approach appears to have more in common with the economic thinking which lay at the root
of energy policy in the 1970's and led ultimately to the National Energy Program (NEP) of 1980. The
conclusion is tentative as the issue is only just emerging. One is left, however, with a question as to
the appropriateness of a possible counter-current to the formal direction of energy policy welling up
from the NEB's case-by-case decision-making process.

One thing is clear. Until the present confusing and possibly contradictory situation is clarified, the
NEB's export approval process should be treated by investors as involving substantial risk. The risk
is one of regulatory uncertainty.

Analysis of the NEB's decisions is made difficult for two reasons. First, the reasons for decision in
the case of the denial of four gas export applications have yet to be released. It is, however, generally
considered that the NEB's approach to benefit-cost analysis played a significant part in the denial of
some, if not all, of these four applications. Second, the NEB has itself yet to articulate in any reasons
for decision a comprehensive and detailed statement of the principles underlying the economic
evaluation of natural gas exports. Insight as to the analysis that may underlie the NEB's decisions must
be found in staff studies which have been made public. There are three staff studies of significance.
The first is a September 1988 study entitled "Canadian Energy Supply and Demand 1987 - 2005". 3
The second is a September, 1989 paper entitled "Export Impact Assessment: Illustrative Analysis"
whichwas issued asAppendix C to the NEB's September 7, 1989 letter inviting public comment on the
Export Impact Assessment filing requirements and which, by virtue of a November 24, 1989 decision,
will be used by the NEB in upcoming export licence hearings.4 The last is a November 1989 staff paper
entitled "NEB Benefit-Cost Methodology Used in the Assessment of Gas Export Licence Applications".5
This last paper is particularly significant since it is the NEB's approach to benefit-cost methodology
which has been a prominent issue in recent licence proceedings. The first two Staff studies are
significant in that they provide a context to the staffs approach.

FTA Provisions

The Free Trade Agreement6 (FTA) is a good starting point for analysis of the NEB's decisions on
benefit-cost analysis. One misconception must be got rid of at the start if the NEB's approach to gas
export licensing is to be understood. The euphoric reaction of some gas producers to the ETA was that
the NEB was now reduced to a rubber stamp monitoring agency. That perception was always mistaken.
The NEB's recent decisions must surely have popped the bubble of any who continue to hold this ill-
conceived view. It is, therefore, not sufficient to attack the NEB's decisions on the basis that the NEB
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lacks the authority in general terms to deny a gas export licence. The NEB AcF gives the Board that
authority. Rather, the question is in what circumstances, given the current legal and policy framework,
may the NEB deny and should the NEB deny a gas export application. A related question is, if the NEB
has concerns which are not consistent with the present framework, how should those concerns be
expressed.

The FTA does constrain Canada's ability to impose restrictions on natural gas exports. The FTA,
through the combined effect of Articles 902:2, 903, and 904: (b) precludes the imposition of minimum
export price requirements and discriminatory charges. The FTA contemplates that volume restrictions
may be imposed on exports and that higher prices may result from the imposition, by any means, of
volume restrictions; however, the imposition of higher prices for exports than the price charged
domestically is prohibited. Where export restrictions are imposed pursuant to Articles XI:2(a) and
XX: (g), (i), and (j) of the GeneralAgreement on Tariffs and Trade8 (GATI) the FTA provides, in addition
to a prohibition on imposing a higher price for exports, that the restriction must not reduce the existing
proportion of export shipments to domestic shipments of the energy good and must not require the
disruption of normal channels of supply or normal proportions among specific energy goods.9

Articles XI: 2(a) and XX: (g), (i) and (J) of the GATTare the articles which would most obviously apply
toj ustify the restriction of energy exports. These articles contemplate, respectively, export restrictions
temporarily applied to prevent or relieve critical shortages of foodstuffs or other products essential to
the exporting party; measures relating to the conservation of exhaustible natural gas resources if such
measures are made effective in conjunction with restrictions on domestic production or consumption;
export restrictions related to domestic price stabilization schemes where domestic prices are held below
world prices; and measures essential to the acquisition or distribution of products in general or local
short supply. These articles are plainly sufficient tojustify export restrictions imposed as a result of
concerns for the adequacy of Canadian natural gas supplies. To the extent that any restriction involved
the curtailment of existing gas export shipments, the curtailmentwould have to be applied proportionately
to domestic gas shipments. However, to the extent that denial of the gas export application, for
example, had no impact on the existing proportions of export and domestic shipments, this aspect of
the FTA would not be offended. The FTA does, however, limit Canada to restricting exports through
volume restrictions. It does not permit Canada to achieve export restrictions by imposing higher prices
for export gas. This is so whatever measure is adopted to achieve the higher price whether it be licences,
fees, taxation or minimum price requirements.

Background to the FTA

Canada has, in the past, imposed both volume and price restrictions on energy exports. From 1971
to 1979, no new natural gas exports were approved although existing gas exports continued to flow.
Oil exports were curtailed during the latter part of the 1970's until the early 1980's when, for a period,
no light crude was flowing to the export market. During this period, Canada also sought to achieve
the full value for oil and gas in the export market while shielding domestic consumers from the full
impact of world energy prices. Canada achieved this end through export taxes and minimum price
requirements. The FTA plainly precludes any future attempt to impose discriminatory taxation or
pricing on the U.S. export market.

There were many strands to Canada's gas export policies in the 1970's and early 1980's.10 One
important strand was the adequacy and security of Canada's natural gas supplies. The concern that
Canada would not be able to meet both export and domestic gas demand emerged in the early 1970's.
It was also recognized that the prices being received by producers were no longer adequate to provide
an incentive for producers to develop new natural gas reserves to replace the gas flowing to market.
Typically, producer contracts had been entered into a decade or more before with fixed prices or with
provision for very small escalations in price. In short, the competitive market had undervalued the
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resource to the prejudice of the public interest."1 Steps were eventually taken by governments, both
federal and provincial, to increase gas prices to producers above those provided in contracts. However,
the 1970's also saw rapid increases in world energy prices as a result of the actions of the OPEC cartel.
The market power of the cartel can be said to have distorted the competitive market to the prejudice
of the Canadian public interest by extracting excessive prices. 12 The federal government took steps to
insulate Canadian consumers from the full impact of those increases. This led to a two-price policy
where the full value of gas was sought to be recovered in the export market while Canadian consumers
paid a lower price. Overall, producers received the higher prices necessary to stimulate new
development necessary for Canada's security of supply.

Natural gas supply responded quickly to increases in price (as did demand as consumers began
to conserve) with the result that substantial reserves additions were made in the late 70's and early
80's. A substantial surplus of gas began to build up. The surplus position of Canadian producers was
exacerbated as Canadian export prices became increasingly uncompetitive in the U.S. market. The
OPEC-driven price spiral was a principal cause of this development, not only in Canada, but also in
other countries including the United States.

The financial health of Canadian producers was put in jeopardy by the NEP which substantially
shifted the fiscal burden of government onto the energy economy. These fiscal measures were also
combined with nationalistic measures designed to achieve Canadian ownership of the petroleum
industry together with Canadian energy self-sufficiency. World energy prices failed to live up to the
expectation of NEP planners and, with the recession of the early 80's, the petroleum industry was
simply unable to support the fiscal expectation of the federal government.

In 1983, the Canadian government began to move away from its uniform export price policy for
natural gas13 with significant steps taken in 198414 toward freely negotiated export prices. In
September 1984, Canadians elected a new Conservative government which was committed to reducing
regulatory intervention in the economy, to redressing the alienation of the Western provinces, and to
achieving harmonious relations with the United States. The NEP was effectively dismantled in early
1985 when the Government of Canada entered into the Western Accord" with the Western energy
producing provinces of Saskatchewan, Alberta and British Columbia. The Accord provided for the
elimination of the taxes imposed through the NEP. Crude oil pricing and marketing became totally
deregulated. Steps were taken to make the natural gas industry more market-oriented. On October
31, 1985, the same governments entered into the Agreement on Natural Gas Markets and Prices. 16 This
agreement created the conditions for a market-oriented pricing regime for natural gas. The Agreement
provided for deregulation by the federal government of domestic natural gas prices. Canadian gas
producers were to be given enhanced access to the export market. All natural gas export prices became
freely negotiated.17 In addition, the agreement led to the adoption by the NEB of a market-based
approach to the licensing of natural gas exports. 18 This new approach replaced approaches based on
a formulistic and rigid calculation of the available surplus of gas relying on long-term forecasts. The
new approach is based on the economics of supply and demand in a competitive market.

This commitment to a market-oriented natural gas policy was affirmed by the FTA. Against this
background of established market-oriented policies in which previous restrictions on energy exports
had either been eliminated or significantly reduced, the energy provisions of the FTA have more to do
with security of access to energy supplies and markets than with access itself. In political terms, the
FTA was designed to give comfort both to the United States and to Canadian producers that the
interventionist measures which had caused so much irritation in the past were indeed things of the
past.

The NEB Act has been amended19 to require the NEB to give effect to the FTA. The NEB's broad
jurisdiction to consider gas export licence applications in light of the Canadian public interest
continues subject to the requirement to give effect to the ETA and specific amendments to the NEB Act
to conform the NEB'sjurisdiction to the FTA. It is against this policy and legal background that recent
gas export decisions must be considered.
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Export Restrictions for Supply Inadequacy

One of the considerations which has led the NEB to restrict a gas export has been the inadequacy

of the supply dedicated to the export project. In two cases, the NEB has granted a licence for a shorter

term than that requested.20 In one case, involving Vector Energy,2 1 the inadequacy of the evidence of

supply supporting the project was a major factor in denying the export application.

Granting a licence for a shorter term than had been requested does not, in and of itself, offend the

FTA. There is nothing expressly in the FTA which guarantees anyone a particular length of export

authorization. In theory, a continuing series of short-term export authorizations could be consistent

with the FTA since at no time would the export authorization actually be denied. There are cases,

however, where the practical consequence of denying the full term requested would be to kill an export

project. That would occur, for example, where the export project involved significant new capital

expenditures and the financial viability of the project required a longer term licence. However, in both

cases where the NEB granted licences for a shorter term, the NEB-approved term was still of a long-

term nature sufficient in the judgment of the NEB to meet the commercial reality of the projects.

In the case of Vector, the NEB was dealing with an application for a 20-year licence where the NEB

found that the supply available to the project represented less than 50% of the applied-for volumes.

In cannot seriously be argued that Canada is obligated under the GATT or the FTA to authorize for
export a quantity of energy goods which do not exist. This does not mean that the proposed exporter
must have all the gas on the shelf at the time the application is made. The NEB, consistent with its
market-oriented approach, has considered the potential for developing lands which are dedicated to
the proj ect in assessing the supply which will be available to satisfy the export. However, in the case
of large volume exports the NEB decisions suggest that at least the lands to be developed must be
identified and test information must be available to the NEB to assess the reserve potential of those
lands.

22

Since the Vector application involved a new incremental export, denial of the application did not
affect the existing proportions of gas flowing to the export and domestic markets and, therefore, did
not trigger the proportionality provision of the FTA and the related new provisions of the NEB Act.

Export Restrictions for Economic Reasons

The NEB's economic criteria for evaluating a gas export application are another matter. The NEB
requires each applicant for a gas export licence to submit a social benefit-cost analysis of the proposed
gas export. This analysis evaluates a project from a public interest perspective rather than from the
private perspective of the applicant. The object of the analysis is to estimate all expected social benefits
and costs to Canada as a result of the proposed export. The analysis compares the present value of
the stream of revenues expected from the project against the present value of the stream of costs
expected to be incurred by the project over its life. 23 Some of the data which go into a benefit-cost
analysis are fraught with uncertainty since it depends on forecasts long into the future. The NEB
hedges against this uncertainty by running various sensitivities on key variables used in the analysis.24

The results revealed by sensitivity analysis permit the NEB to apply itsjudgment to determine whether
the project is in the Canadian public interest.

One of the reasons for denying the Vector application was that the NEB considered that the proj ect
would not provide a net benefit to Canada as determined in accordance with benefit-cost analysis. In
another case involving the Midland Cogeneration Venture (MCV),25 the NEB imposed a condition
restricting the export licence on the ground that, without the condition, the project would not yield a
net benefit to Canada. The restriction ties the export to a related project in such a way that the
combined export does yield a net benefit to Canada. An appeal by MCV to the Federal Court of Appeal
is pending.26 MCV has specifically raised the question of the validity of the NEB's decision in light of
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the FTA. MCV has indicated in its appeal documents that the NEB's approach to benefit-cost analysis
involves the imposition of a minimum export price contrary to the FTA.2 7

The NEB staff paper on benefit-cost methodology gives an indication of the approachwhich the NEB
is taking. A key variable in the staff s calculation of benefits and costs is the determination of Total
Incremental Production Costs (TIPC). In estimating TIPC, the staff states that they are attempting to
capture the total cost of replacing produced reserves.2" TIPC, being incremental costs, are determined
by taking the difference between a "with export" case and a "without export" case. That is, the present
value of the total production costs of meeting future natural gas demand, including the applied-for
exports, i.e. the -with export" case, are calculated and then the present value of the total production
costs of meeting future natural gas demand, excluding the applied-for exports, i.e. the "without export"
case, are deducted.29 In the calculation of TIPC, all costs are valued at their expected opportunity cost
to society. This is intended to reflect the other opportunities which are available to the applicant in
the absence of the proposed export.30 The staff argument is that to measure the true opportunity cost
to society of permitting the applied-for benefit, one must take into account the other uses to which the
gas might be put. The applied-for export must be measurably better than the other opportunities which
are assumed to be available if the export is to be considered as being of benefit to Canada. The staff
argue that the economically established reserves supporting the proposed export would be available
to satisfy gas demand without the proposed export and thus should be viewed as part of the pool of gas
from which all gas demand would be satisfied.3 1 The staff approach is to calculate TIPC on the basis
of a forecast of exports where the proposed export is treated as if it were the last increment in that
forecast. In addition, the staff approach involves the utilization of industry-aggregate rather than
applicant-specific costs.3 2

The approach to this issue is explained by the staff by reference to a parkland/parking lot analogy.33

The staff analogy involves a developer holding a non-renewable resource, namely, ten acres of
designated parkland in a downtown metropolitan area which, under the applicable municipal law, can
be used only to meet the expanding leisure needs of the local community. Any other uses require the
approval of the Municipal Board. The developer has the opportunity to develop one acre of this land
as a parking lot with a gross benefit of $3M. Development of the acre will require the acquisition of a
replacement acre to meet the community's needs. Development of the acre as a parking lot excludes
alternate future uses of the land such as high-rise condominium development. A host of such
investment opportunities are likely in the future. The added demand on the non-renewable land
resulting from the development of such future investment opportunities will increase the cost of the
replacement acre of land by the time that acre is acquired from $2M today to $4M then. Taking into
account the other opportunities available and the resulting dynamic progression of costs over time, it
is appropriate to assign the $4M cost to the economic evaluation of the parking lot proposal. As a result,
the proposal is seen not to yield net benefits to the community.

The staff state that the one acre to be developed is equivalent to the gas reserves which an applicant
proposes to export. The parking lot investment is equivalent to an export sales contract. The alternate
uses for the land are equivalent to alternate export opportunities. The economic decision of the
Municipal Board is, thus, in the staffs view, directly analogous to the economic decision to be made
by the NEB.

The analogy fails in several respects. In the analogy, the one acre to be developed has already been
designated as parkland. It is, presumably, in a relatively undeveloped state since the acquisition of
a replacement acre can wait for some time. However, it does have a designated use as parkland. It may
be nothing more than rough open space at the moment but will, as the city grows, serve the more
intensive leisure requirements of the public. The analogy, therefore, turns on the pressure to develop
a recognized and valued urban resource, namely, downtown parkland. Canadians as largely urban
dwellers are familiar with the tension between development for private use and the maintenance of a
public resource such as parkland essential to the quality of urban life.
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It may be said that gas in the ground is needed to meet future Canadian demand so that in this
way it is like the park. That is fine so far as it goes. Unfortunately, it does not go far enough because
it ignores the contemporary policy context. Current policies are market-based. Consumers must
approach producers on a commercial basis and it distorts the policy context to permit Canadian
consumers to view gas in the ground as a park reserved for their use. It is true that the NEB staff refer
to other export opportunities when discussing opportunity costs but, in fact, the first beneficiaries of
a failed export application are domestic consumers who can purchase gas without the NEB scrutiny
to which an export is subjected. The consequence of a failed export application is to increase the
surplus available to meet domestic demand. In addition, the staff argue elsewhere that reserves
supporting a proposed export should be viewed as forming part of the pool of gas from which all demand
will be satisfied.3 4

The analogy also relies heavily on the acceptability of refusing approval for the commercial
development of a park. Given the designated use of the land as parkland, this is easy to accept. The
land has a use and there is a need for parkland with the result that the community is seen to bejustified
in refusing to change the use until a demonstrably better proposal is presented. Gas in the ground,
however, is more like raw land than a park. Development proposals for raw land raise the question
of what use is to be made of the land rather than the question of changing land use designations on
which the staff analogy turns.

The analogy weaves together and thus confuses two different aspects of value: the value to society
of an existing use, such as a park, and the value to society of a resource, such as land.

The parkland/parking lot analogy makes no allowance for the complexity which comes from taking
into account the expectations of developers. Because we know nothing about how the developer came
to hold the land, it makes perfectly good sense to ask why the developerjust does not simply continue
to hold the land for its intended use, i.e. parkland. That question would be silly in the question of a
gas producer. Exploration for and development of gas resources takes place for only one purpose - the
sale of the gas. Refusing to approve an export frustrates the expectations of a gas producer in a way
that refusing the parking lot development of parkland does not.

The analogy asks us to accept that there are a "host of other opportunities for this one acre of
parkland". This is easy to accept not only on the basis of our common experience but also because the
analogy speaks of one acre of land in a downtown location. The possibilities fairly boggle the mind. In
a competitive gas market, however, the situation of sellers is not quite so favourable. Gas-producing
acreage in one area can substitute for gas-producing acreage In another. Sellers must compete on the
basis of a number of factors, one of which is price. Market opportunities in the gas industry, however,
have not hung off every bush and sales to lower-valued markets may, in the aggregate of all sales,
contribute to the continued health of the industry.

The analogy tells us nothing about the demand for parking which goes unsatisfied if the parking
lot proposal is denied. If a lower-valued Canadian demand for gas was being evaluated, it could hardly
be suggested that the need for that gas would play no role in the decision-making. It would appear that,
on the NEB view, unsatisfied export demand for gas is literally a foreign concern in benefit-cost
analysis. While NEB decisions must be taken in the Canadian public interest, the fact that NEB benefit-
cost analysis excludes any consideration of export demand which goes unsatisfied underlines two
things. Export decisions continue implicitly to Involve an element of doing to others what one would
not do to oneself. Second, the appropriateness of recovering an economic cost from the export market
which one does not recover from the domestic market rests as much, if not more, on a perception of
what is required in the Canadian public interest rather than on economic theory. In other words, it
is not the economic theory which gives force to the staffs approach but rather the national basis for
that approach. Theoretical economics should neither disguise nor be a substitute for more
fundamental policy questions. If Canada is to adopt a policy of recovering from the export market a
value for gas which Is not recovered in the domestic market then that policy should be explicitly
articulated by those responsible for policy formation.
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Recovering the economic value of gas in the export market has been an issue of concern to
Canadians since at least the Gordon Commission Report in 1956. 35 The Free Trade Agreement has,
however, surely settled the matter. It is simply not open to Canada by virtue of the combined effect
ofArticles 902:2,903 and 904: (b) to impose by anymeans discriminatory pricing on the export market.
The NEB benefit-cost analysis, as used in export applications, is aimed only at the export market. No
such analysis is done at the federal level in connection with gas destined for domestic markets. Indeed,
in the same decision in which the NEB denied four export applications, it granted a licence to export
and reimport Canadian gas for use in an electric generation facility without requiring the applicant to
submit a benefit-cost analysis. As a result, even where the NEB had the opportunity to scrutinize a
domestic project, it declined to do so.

There are two sides to the benefit-cost ledger: benefits and costs. Changes in either affect the final
result. However, with the use of industry-wide aggregate costs, the only factor of significance in the
"control" of the applicant is price. An applicant who fails the benefit-cost test has three alternatives:
sell into the domestic market where the NEB export rules do not apply; wait for an export deal with a
better price; or go back to the original export customer and renegotiate the price upwards. Vector
Energy has done the latter and, in the meantime while a new export application awaits NEB approval,
is selling gas into the domestic market.36

There may be various ways of arranging the price terms of a contract to achieve a stream of revenue
which meets or betters the NEB calculation of costs with the result that there can be said to be no
specific price which can be identified as a minimum price. This argument would substitute form for
substance. The NEB approach to benefit-cost analysis contains at its heart a level of costs on a net
present value basis which can be expressed, given the cost parameters presently in use and given any
volume of proposed exports in dollars per unit of gas. The net present value of the revenues expected
to be received per unit of gas, whatever price terms generate that revenue expectation, must equal or
better the relevant cost figure. The formalism of this argument also obscures the simple policy reality
that Articles 902, 903 and 904 of the FTA were intended to preclude Canada acting on export prices
in a discriminatory way.

One need only consider the prospect of the government ofAlberta adopting an approach to benefit-
cost analysis similar to that of the NEB to see that discrimination is much easier to perceive when one
is on the receiving end. Gas may only leave Alberta if the Alberta Government issues a removal permit.37

At present, the Government ofAlberta does an evaluation of each long-term removal permit application.
This evaluation does not appear to employ the same theoretical constructs and, therefore, does not
import into the analysis the same theoretical costs employed by the NEB. The result is that Alberta
removal permits have either been recommended or issued in circumstances where the NEB has found
that the export does not generate a net benefit to Canada.-s Subsection 92(a)(ii) of the Constitution Act
gives provinces such as Alberta the authority to make laws in relation to the export from the province
of natural gas to other parts of Canada provided such laws do not authorize or provide for
discrimination in prices or in supplies exported to another part of Canada. Suppose that Alberta
determined that it wished to recover the full economic value of gas entering interprovincial trade and
employed in the granting of removal permits a benefit-cost methodology similar to that of the NEB. Gas
would continue to move in intra-Alberta trade without the constraint imposed by such an analysis. Gas
moving out of the province would be required to recover the replacement cost of gas valued in
accordance with the opportunity cost of the gas to society as measured on an industry-wide aggregate
basis. It would surely be a rhetorical question to ask whether Ontario consumers would consider that
they were being discriminated against. This is something on which Canadian consumers who may
welcome the NEB's export denials would be well advised to reflect.

The increase in natural gas replacement costs that occurs as a result of the accelerated rate of
depletion of the resource base is generally known as user costs. The September 1988 Staff Supply
Demand Study discusses user costs in the following terms.
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Apart from producer direct costs of exploration, development, inventory and production, there is another

component to the current value of natural gas which is particular to exhaustible natural resources. It is
commonly known as a "user cost". Two factors give rise to the user cost. Firstly, the resource is the resource-

owner's wealth; as that resource is consumed, the wealth base is diminishing, and all else equal, future earning

potential from that resource is thereby diminishing. Secondly, the future value of the resource may be greater

than its present value; this future value is determined by either the future cost of gas, or the future price of

its most economic substitute fuel, whichever is less.

The resource may be put on the market now, or held in the ground until a later time. The resource-owner

wishes to earn the full economic present value of the resource, taking account of its exhaustibility and future

value. The -user cost" at any time is the difference in present value between selling the next unit of gas in the

future rather than selling it now. It is a valid component of the price for today's gas, because it compensates

the resource-owner for selling the gas today rather than holding it in the ground until it becomes more valuable

at some future date. In Canada, the major resource-owners are the provincial governments.

It is reasonable to expect resource-owners (i.e. provinces) to wish to recover the user cost in royalties, therefore

we use our calculation of user cost as a proxy for royalties. The user cost is separate from and additional to
the producer's rate of return to capital employed in gas supply.39

In this context, user cost becomes the theoretically appropriate tax for the relevant government to

extract from the sale of the resource. The replacement cost used in NEB benefit-cost analysis is

calculated as a function, among other things, of user cost. In that the effect of benefit-cost analysis

is to extract user cost from the export market, it amounts to extracting a theoretically correct tax from

the export market which is not collected from the domestic market. This appears to be plainly contrary

to the intent of the FTA.
The NEB staff approach to user cost as discussed in the 1988 Supply Demand Report is also

interesting in that it substitutes at the federal level a view of what is in the interest of provincial resource
owners which appears to be different from the actual approach to this issue by those provinces if the
granting of removal permits to export projects turned down by the NEB is any indication.40

This is not to say that no form of benefit-cost analysis can be employed in the assessment of gas

export applications. Land development, for example, may impose costs related to the need to upgrade
services. We expect land developers to bear some responsibility for these costs. So also we expect the
proponents of new natural gas developments to address, for example, environmental concerns. These,
however, are not the sort of costs which are at issue. Indeed, the staff indicate that environmental costs

are generally of too little significance to be included in NEB benefit-cost analysis.41

The NEB, as noted, has adopted a market-based approach to surplus determination.42 The

economic analysis in the 1988 Supply Demand Report in relation to the economics of supply and
demand demonstrates the ability of the Canadian gas resource base to respond to price when prices,
on average, are not less than the replacement cost of gas.43 That is, gas reserves can be replaced as
they are used provided adequate prices are received in the market. The 1988 Supply Demand Report
also demonstrates that higher prices will be required in the future to bring on replacement supplies.4
This is very much a "macro" issue, affecting the entire market for Canadian gas, both domestic and

export. It is an issue which goes to ascertaining the adequacy of Canadian gas supplies to meet present
and future demands. Such macro information is essential to assisting decision-makers in determining
whether Canada is likely to have difficulty in satisfying the demand for gas. This does not, however,
justify the extraction from individual export projects of the theoretical replacement cost of gas. At the
"micro" level, and as a practical matter, one would expect a competitive market to generate a range of

transactions at various prices above and below the theoretical price for gas in a competitive market.
The industry-average price might well be at or above the average replacement cost of gas. To force all
new exports to be priced at or above the theoretical industry-average replacement cost of gas simply

distorts the competitive market.
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The distortion is most evident in its impact on the domestic market. Domestic consumers who may
acquire gas at freely-negotiated prices without federally imposed constraints are both shielded from
the impact of paying the full economic value of gas and, because gas will not be sold into the export
market unless it recovers its full economic value as calculated by NEB Staff, Canadian consumers are
provided with potential access to larger established reserves of gas thereby increasing their bargaining
position with producers. Both of these are inconsistent with a market-based approach to the supply
and demand of natural gas. If recovering the full economic value of gas in the marketplace were
determined to be in the public interest then policy-makers would be committed to abandoning the
market-based approach. All indications are that such a possibility is remote from the current thinking
of policy-makers.

The Board's September 1989 Export Impact Assessment considers the impact on Canadian
consumers of increased gas exports at various assumed levels up to 2 EJ/year (approximately 2 Tcf/
year as compared with current exports of 1.3 Tcf/year). With exports at 2 EJ/year over a forecast period
to the year 2016, substantial development of frontier natural gas reserves will be, in the staff analysis,
required to meet combined domestic and export demand.45 If the pace of frontier development fits the
pattern of export and domestic demand then Canadians will face no significant problems in adjustment
to increased exports.4" The analysis, however, notes that there is a high degree of uncertainty
associated with projections as to the development including the pace of development of new reserves
and, therefore, some doubt as to whether the level of development suggested by the staff analysis can
reasonably be expected to occur in the timeframe required.47 The paper suggests that "perhaps a
greater level of concern about supply-side rather than demand-side adjustment difficulties" are
indicated although both are related. The paper declines to make any firm conclusion about whether
exports in the range of 2 EJ/year could be sustained without causing concerns about the adequacy
of domestic adjustment processes.49

If there is concern about the adequacy of Canadian supply to meet increased exports, that is plainly
a relevant consideration in determining whether new exports should be approved. However, there is
a large gap in terms of policy development between an NEB Staff assessment which declines to make
a conclusion about the ability of Canada to sustain exports in the range of 2 EJ/year and a decision
as to whether Canada should be increasing exports. That is also a very different decision than a
decision to deny one export because it does not yield a net benefit to Canada while approving another
which is considered to yield such a net benefit.

Conclusion

Examination of the NEB approach to benefit-cost analysis as revealed through Staff studies
suggests that the NEB is seeking to extract the full theoretical economic value of natural gas from the
U.S. market while Canadian domestic consumers continue to acquire gas in a competitive market
which is free from any such federally-imposed constraint. This is seen to be inconsistent both with
current energy trade policy as well as the legal framework of the FTA.
The adequacy of supply and concern for the timely development of the natural gas resource base is,
of course, a valid concern. It was concern for the failure of the competitive market to value natural gas
at high enough levels to stimulate the replacement of gas reserves which justified government action
in the 1970's to intervene to increase gas prices although that intervention became quickly subsumed
in a more visible campaign to correct the effects of OPEC's market power. Current energy policy is
founded on the one hand on faith in competitive energy markets and, on the other hand, on a basic
mistrust of government intervention in the energy economy learned from past disasters. If we are to
return to the economics of scarcity, it will require, as a first step, a radical rethinking of current energy
policy. The FTA will also require that any government intervention in gas prices to correct perceived
market failures be applied equally to the domestic as well as the U.S. export market.
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