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AVOIDING THE AERONAUTICS SUBSIDY RACE

CANADA IS SURE TO LOSE

By Mathieu Bédard, with the collaboration of Michel Kelly-Gagnon

While all countries subsidize their aircraft
industries at different levels, the Canadian
sector has been making headlines re-
cently. The massive help Bombardier has
received' sets a precedent, which other
countries could exploit to justify heavily
assisting their aerospace industries too,
Eotentially creating a beggar-thy-neigh-
our dynamic.

The scenario of a subsidy race in the
aerospace industries of all countries is
now a real possibility, unless there is a
credible signal that such government
intervention will be limited in the future.
Such a signal could take the form of a
new international agreement, which
Canada has a strong interest in initiating.

THE DANGER OF A SUBSIDY RACE

From an economic point of view, there are many
reasons to oppose subsidies. For one thing, they
represent resources that are being invested by
governments based on political considerations,
rather than on economic or financial ones. This
means that these funds would likely be put toward
more valuable uses if invested elsewhere in the
economy.

Furthermore, the process of granting state aid cre-
ates a demand, whereby companies invest in their
lobbying capacity rather than in their aircrafts and
services. Meanwhile, taxpayers—including other
companies—are forced to gamble on the success
of subsidized aircrafts.

But these drawbacks pale in comparison with the
ills of a subsidy race. Politicians in countries like
China could take inspiration from recent Canadian
government support to its industry, and use their
much larger tax base to assist their aircraft sector
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Number of people employed in the aerospace sector,

and country GDP (as an indirect measure of the tax base)
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Note: GDP figures are at PPP for the year 2016, and employment data for 2015, except for
China where the most recent data for GDP was for 2015, and 2010 for number of jobs. In
order to ensure the comparability of employment data, we used data for the entire
aerospace sector (civil and military) including jobs related to maintenance, repair, and
overhaul.

Sources: AeroSpace and Defence Industries Association of Europe, “Key Facts &
Figures—2015,” November 2016, p. 5; OECD, Gross domestic product (GDP), Database,
2017; Keith Crane et al., The Effectiveness of China’s Industrial Policies in Commercial
Aviation Manufacturing, RAND Corporation, 2014, p. 46.

in becoming a world leader. In a country like Russia, with a
much larger workforce in the sector, and a less diversified
economy as well, the stakes are higher than they are in
Canada (see Figure 1).

A smaller country like Canada would never be able to hold
its own in a subsidy race with such countries. The Canadian
industry would wither, losing significant market share. A
very large portion of the 55,724 jobs in the aerospace
manufacturing industry would thus be put in danger.? Of
course, even the “winners” of such a conflict would pay a
heavy price—or at least, their taxpayers would.
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THE REMEDY

While state aid is never a desirable thing from an
economic point of view, it is a political reality. But
although it may be unrealistic to call for the im-
mediate and permanent elimination of such aid—
and no other country would likely follow suit—it
can nevertheless be circumscribed by international
agreements.

There have been other such agreements in the
past. For example, there is the Aircraft Sector
Understanding (ASU), its first version signed in
1986 (then known as the LASU - Large Aircraft
Sector Understanding), and updated a few times
since then, with its latest major revision in 2011.3
The ASU has been relatively effective in limiting
the expansion of state aid through export credits,
but governments have been creative in finding
other ways to directly and indirectly subsidize their
national champions.

This support can take the form of synergies be-
tween military and commercial work, funding of
R&D, direct subsidies for specific aircraft projects,
equity infusions, debt relief, taxation rules fa-
vouring domestic manufacturers, tax breaks, ex-
port guarantees, exchange rate guarantees, and
many others.*

Nor would it be the first time the Canadian aero-
nautic sector provokes negotiations and the adop-
tion of a new international treaty. The 2011 version
of the ASU, negotiated through the OECD, was
largely a response to the need to classify new
Bombardier C Series planes, still in development
back then, in one of the three categories of air-
planes (large, regional, and business).?

A new version of this treaty, a kind of “ASU plus,”
could provide guidelines for other types of sup-
port that governments routinely, and “exception-
ally,” provide to their countries’ aircraft manufactur-
ers. While it is beyond the scope of the present
publication to detail specific clauses that such a
treaty should include, it would obviously define
what kind of government support is acceptable. It
would also specify the maximum amount that such
assistance could represent in the total cost of pro-
ducing a plane without threatening the fragile

international equilibrium. Finally, such an agreement should
reaffirm WTO principles with regard to international trade:
stability, respect for the rules, the absence of discrimina-
tion, gradually freer trade through negotiation, as well as
economic development throughout the world.

The benefits of such an agreement would extend beyond
the participating countries. The promise that all the coun-
tries involved in the current ASU would respect it would
likely be enough of a credible commitment to dissuade
ASU non-signatories like Russia and China from engaging
in a harmful subsidy race.

CONCLUSION

A new agreement between aircraft manufacturing countries
could act as a non-aggression pact, and prevent a subsidy
race which would have devastating effects on Canadian air-
craft companies and workers. Competition, in order to be
as widely beneficial as possible, should not be based on
which government has the deepest pockets, but on the
merits of the competing products themselves, and of the
companies that provide them.
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