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WINNERS AND LOSERS: 
FREETRADEBETWEENCANADA 

AND THE UNITED STATES 
Joel D. Gilley 

The Canadian-U.S. Trade Relationship 
Over a century ago, the economist 

Friedrich Engels predicted that within a few 
years the "ridiculous boundary line between 
Canada and the United States would be abol
ished" (Wonnacott and Wonnacott, 1985, 
p. 14). Today the boundary line remains. Canada 
and the U.S. are nextdoor neighbors and have 
always been on friendly terms. Moreover, trade 
between the two countries has been on a steady 
upswing since World War II, and the current 
trade flow is the largest ever between two coun
tries (see Table 1). In 1985, 78% of Canada's 
exports went to the United States and 72% of 
Canada's imports were from the U.S. (Bank of 
Canada Review, 1986, p. 138).This flow is al
most 50% larger than the next largest trade 
flow- that between the United States and Japan. 
Indeed, the United States exports more to On
tario alone than to the entire country of Japan. 
With this volume of trade taking place, the 
U.S.-Canadian relationship and any changes in 
that relationship are crucial to the welfare of 
both nations. The current round of discussions 
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involving the U.S.-Canadian trade relationship 
is the latest in a long history of debate over free 
trade between the United States and Canada. 
These talks will focus on the barriers to trade 
between Canada and the U.S. and the potential 
for an "open border'' between the two countries. 

In the past, changes in the Canadian-U.S. 
trade relationship have taken place chiefly on a 
multilateral level through the General Agree
ment on Tariffs and Trade (GATI). In 1986, for 
the first time ever, Canada and the United 
States met with the purpose of creating an 
across-the-board bilateral free trade agree
ment. This agreement will most likely involve 
the removal of both tariff and non-tariff trade 
barriers between Canada and the United States, 
and may result in an integrated economy po
liced by a joint trade commission. 

In this paper I examine the merits of free 
trade from the point of view of both Canada and 
the United States. First, I analyze the gains and 
costs of free trade for each country. Then, I dis
cuss the impact of free trade on certain key sec
tors in both countries. 



Table !-Canadian Trade 
($000,000- seasonally adjusted at annual rates) 

Exports: Imports: 

Total To U.S. %of Total Total From U.S. %of Total 
1975 33,616 22,059 66 33,962 23,058 68 
1976 38,166 25,813 68 36,608 25,124 69 
1977 44,495 31,196 70 41,523 29,449 71 
1978 53,361 37,812 71 49,048 34;845 71 
1979 65,582 45,083 69 61,157 44,480 73 
1980 76,681 48,975 64 67,903 47,343 70 
1981 84,432 56,100 66 77,140 52,777 68 
1982 84,560 58,074 69 66,739 47,072 71 
1983 90,702 66,329 73 73,054 52,677 72 
1984 112,219 85,026 76 91,493 65,890 72 
1985 120,258 94,346 78 102,783 73,641 72 

Source: Bank of Canada Review 

The Gains for Canada 

The advantages to Canada of free (or freer) 
trade are many. With a population of only 20 
million,Canada is the only major industrial 
nation in the world that does not have a market 
greater than 100 million people. The freeing up 
of trade with the U.S. will provide that much
needed market and thereby clear the way for 
improved productivity performance by Cana
dian industries. This productivity adjustment 
will manifest itself in two ways: 1) a shift away 
from production of items that cannot be pro
duced on an internationally competitive level, 
and 2) a subsequent increase in size and effici
ency of remaining industries. 

With respect to the first adjustment, 
material and human resources will shift away 
from those activities in which Canada is rela
tively inefficient. In the past, certain Cana
dian manufacturers have had the luxury of pro
tected markets in which their products needed 
only to be cost-competitive with other Cana
dian manufacturers. With an open market be
tween Canada and the U.S., products that are 
not competitive will be phased out. Although 
this prospect frightens many who fear that a 
large number of Canadian industries will be 
eliminated, most economists who have studied 
the issue believe that the change in overall 
industry size will be relatively small (Glober-
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man, 1986, p. 43). This is because most of the 
reallocation of resources will take place within 
industry boundaries. 

The adjustment process within industries 
represents the second and more important di
mension of the productivity argument. Due to 
the size of the Canadian markets, there are too 
many small plants which lack the large capital 
base necessary to support an adequate research 
department. Thus, technological innovation is 
stifled. In addition, these small plants often fail 
to attract top management personnel. Finally, 
the size of the Canadian market encourages 
short, inefficient production runs. All these 
problematic symptoms of a small market will be 
reduced (or even eliminated) under free trade 
because of the increased specialization which 
will be fostered. Of course, the catalyst for this 
specialization will be the increased competi
tion from U.S. exports that will result from free 
trade. This competition will result in the re
duced production of goods that cannot be prof
itably produced in an environment of free trade. 
Through this reduction Canada will emerge as 
a much stronger competitor in the inter
national markets. Futhermore, the huge U.S. 
market will offer Canadian producers the op
portunity to export so-called"niche products" 
-products that satisfy a specialized portion of 
the market, much like Yugoslavia's "Yugo." 

The advantages of increased specializa-



tion come from product economies of scale
lower per item production costs with larger 
production runs. Economies of scale are a re
sult of more efficient use of labor and capital 
arising from specialization, larger run sizes, 
and movement down the "experience curve." 
Technological advance is also intertwined with 
the length of production runs. New production 
techniques are usually associated with high 
research and start-up costs, including the 
purchase of new equipment, the hiring of new 
labor, and the retraining of existing labor. 
These costs may be prohibitive unless spread 
over a large volume of output. 

Daly and MacCharles recently conducted 
a survey of the effects on unit costs of a 
hypothetical tripling of output, under the 
assumption that firms specialized in their most 
profitable product lines (Daly, 1983, p. 11). 
Estimates were obtained from twenty Cana
dian manufacturers. The estimated reduction 
in unit costs averaged about 22% of the original 
unit cost. The survey showed a reduction in all 
cost categories, with the biggest drop occur
ring in non-production costs. These cost re
ductions represent economies of scale that 
would take place through longer runs. The 

. report also points out that 70% of the firms that 
answered the survey believed that increased 
scale and specialization would make them com
petitive in the U.S. market. Past Canadian ex
perience has further confirmed the links which 
exist among trade liberalization, specializa
tion, and increased productivity. Following the 
tariff reductions under Kennedy and the Can
ada-U.S. Autopact, productivity rose as product 
diversity declined and the average length of 
production runs increased (Wonnacott and 
Wonnacott, 1982, pp. 412-427). 

It is also estimated that a free trade agree
ment between Canada and the United States 
would increase the economic welfare of the 
Canadian people by about 8-10%, both be
cause of the larger assortment of goods which 
would be available at lower prices and because 
of higher employment and growth in produc
tion sparked by the new demand for goods 
(Harris, 1984). In fact, this estimate may well be 
a conservative one. It ignores the recent growth 
in the "tradeability" of the service industries, 
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such as financial services, food and restaurant 
services, and health care services. These indus
tries have considerable growth potential, and 
are one of the major issues in the trade talks. 
The estimate also ignores the potential for a 
more rapid rate of technological change in 
Canada associated with a freer trade environment 

Yet another potentially very important 
consideration in the debate over the impor
tance of free trade to Canada is the fact that 
American attitudes seem to be currently shift 
ing towards protectionism. As discussed above, 
the U.S. market is vitally important to Cana
dian producers; yet Canada has no guaranteed 
access to this market. In the event of U.S.
imposed protectionist measures, the Canadian 
economy could suffer enormously. (Currently, 
almost 25% of Canada's GNP comes directly 
from products manufactured specifically for 
export to the U.S. [Bank of Canada Review, 
1986, p. 116, 138]). However, if Canada reaches 
a bilateral agreement with the United States 
soon, even should the U.S. trend towards pro
tectionism continue, Canada would find itself 
exempt from the protectionist legislation, trad
ing freely in an otherwise closed environment. 

The Gains For The United States 
The fact that the United States is so much 

larger than Canada often gives the erroneous 
impression that trade with Canada is an unim
portant issue for the U.S. Granted, the U.S. 
economy would not collapse if trade with Can
ada were suddenly cut off. However, the impor
tance of the Canadian market to the United 
States is generally underestimated. During the 
years 1983 through 1985, U.S. exports to Can
ada rose by an overall real rate of 40% (Bank of 
Canada Review, 1986, p. 138). This occurred 
during a time when U.S. exports to the other 
countries in the OECD actually fell by a total of 
2.5%. What makes this rate even more impres
sive is the fact that this growth occurred in 
spite of a recession in the Canadian economy 
and with existing trade barriers in place. Of 
course, the existing barriers are relatively small. 
As of January 1, 1987,80% of Canada's exports 
to the U.S. are duty free, as are 65% of U.S. 
exports to Canada (Litvak, 1986, p. 30). 



An additional consideration affecting the 
importance of the U.S.-Canadian trade rela
tionship is the fact that Canada actually ran a 
trade surplus against the United States in 1985 
of $22 billion, second only to that of Japan 
(Federal Reserve Bulletin, 1986, pp. 54-59). 
With increasing pressure on the U.S. govern
ment to narrow the huge trade deficit, a bilat
eral free trade agreement with Canada is 
desirable because the agreement will allow the 
U.S. to export more to Canada. 

The United States would like a Canadian
U.S. agreement not only to take advantage of 
its trade relationship with Canada, but also for 
the signals it would send to the rest of the 
world. The chief message that an agreement 
would send is that trade agreements are possi
ble and viable alternatives to tariffs and trade 
barriers, even in times of strong protectionist 
sentiment. Additionally, an accord would clearly 
communicate the message that the United 
States is willing to look to its own neighbors for 
an increasing share of its commerce if America's 
other partners continue trading practices that 
are in conflict with U.S. trade policy. 

The Costs of Free Trade 

As discussed above, a free trade agreement 
between Canada and the United States would 
cause a "rationalization" of Canadian produc
tion, resulting in reduced product lines and 
increased economies of scale. There would be a 
shift toward larger, more efficient firms with 
greater ability to compete in international mar
kets. Of course, these shifts would not come 
without costs. There would be some disloca
tion costs associated with Canadian firms be
coming more specialized, including shifts in 
resource allocation in terms of raw materials, 
the loss of some jobs and the subsequent dis
location and relocation of workers. However, 
Dr. Edward Neufeld of the Royal Bank of Can
ada believes that the concern over the costs 
involved may be exaggerated. According to Dr. 
Neufeld, "Just as industry adapts to changing 
conditions such as demand for its product, new 
technology, and management failures on a daily 
basis, so too would it be able to adapt to changes 
brought about by trade liberalization" (Gotlieb, 
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1986, p. 19). This does not mean, however, that 
the transition will be completely painless. 
United States steel and other smoke-stack in
dustries have had to pay the costs of noncom
petitiveness, and Canada will also have to 
endure the adjustment period. 

The methods employed to reach a free 
trade environment will be of paramount im
portance. It is clear that any free trade agree
ment will take several years to phase in. With 
the aid of appropriate government assistance 
programs, the transition to free trade should 
take place with minimum upheaval. Concern 
over this transition has led to several proposals. 
One proposal is to employ a five or ten year 
phase-out of tariffs, thereby minimizing the 
shock to the Canadian economy. Another sug
gestion is to set specific trigger points which 
would allow restriction of imports at certain 
pre-specified levels. These would provide an 
equalizing force which would prevent any in
dustry from gaining unfair advantage over its 
counterpart across the border. Other sugges
tions include special government-backed loans, 
grants for research and development, and ac
celerated depreciation for firms rationalizing 
their plants to become more competitive. 

Impact On Individual Sectors 

Transportation Equipment 

Transportation equipment, made up chiefly 
of autos and auto parts, is the largest category 
of trade between Canada and the United States. 
It is also Canada's largest manufacturing sec
tor, employing over 100,000 workers directly 
and supporting at least as many indirectly. 
Over 60% of Canada's exports of manufactured 
end products are motor vehicles and automo
tive components (Federal Task Force, 1983, 
p. ix). 

Canada's rich resource base provides this 
sector with easy access to energy supplies and 
materials, and because of this the Canadian 
auto industry currently possesses a cost advan
tage over that of the United States. This sector 
is covered by the Canada-United States Auto
motive Products Trade Agreement (Auto Pact) 
which guarantees free trade in new vehicles 
and original equipment parts with the U.S. 



under the constraint that "automotive com
panies that participate in the Canadian market 
invest, provide employment,and create value 
within that market commensurate with the 
benefit they derive from it." (Federal Task 
Force, 1983, p. xvii). 

However, in the event of a free trade agree
ment between the U.S. and Canada, the future 
of the Auto Pact is very much in question. 
Canada currently holds a net surplus in vehicle 
trade with the U.S., but auto parts production 
in Canada has fallen substantially since 1965, 
resulting in an overall net deficit for Canada in 
Auto Pact trade. Canadian manufacturers are 
very concerned about this important sector, 
and the U.S. will need to convince Canada that 
free trade without the Auto Pact will not result 
in deterioration in this market. 

Fabricated Materials 

The next largest category of trade between 
Canada and the U.S. is fabricated materials. The 
transportation equipment and fabricated ma
terials sectors alone comprise almost three
quarters of the total exports from Canada to the 
United States. This sector is made up of prod
ucts that are used chiefly as inputs to U.S. 
manufacturing (such as heavy electrical trans
formers, generators, forest products, and steel) 
and represents a historical stronghold of Cana
dian production. The U.S. market has been and 
continues to be of major importance to this 
sector, and the expansion of trade between 
these two countries is strongly tied to the con
tinuation of growth in this sector. 

Due to Canada's relative cost advantage in 
the area of fabricated materials, this sector has 
experienced significant protectionist pressure 
emanating in the U.S. (such as pleas to "Buy 
American,"etc.). A good example of this is the 
steel industry. Canada produces steel . more 
cheaply than the United States and has felt 
pressure from the U.S. government to restrict 
its steel exports. This is an example of an indus
try in which the U.S. would profit in the long 
run by funneling its resources elsewhere. In 
fact, steel imports from Canada could prove 
extremely valuable in the event of a major war 
involving the U.S. Steel from Japan, Korea, and 
other Asian countries would almost certainly 
be cut off, and a supply of steel from the United 
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States' nextdoorneighborwould prove invalu
able. If the United States opens all sectors for 
negotiations, Canada will benefit greatly from 
unrestricted markets in this sector. 

Crude Materials 

The third largest sector is crude materi
als, made up of unprocessed raw materials, 80% 
of which is oil and natural gas. Canada is not 
very cost efficient in oil production in com
parison to the United States, with Canadian 
unit labor costs almost four times higher. How
ever, because of the strong U.S. demand for pe
troleum, exports from Canada have always been 
welcome in the U.S. and have never been the 
subject of trade barriers of any kind. Indeed, the 
U.S. highly values suppliers outside of OPEC. 
The Energy Crisis of 1973 is still vivid in the 
minds of most Americans, and the U.S. wants 
desperately to lose its dependence on OPEC for 
its oil supply. 

In addition, the Middle East is danger
ously close to the Soviet Union. The more 
dependent the U.S. is on Middle East oil, the 
more vulnerable it will be in the event of a con
flict with the Soviets. If the Soviet Union 
should one day cut off the Middle East oil sup
ply, U.S. defense will be in grave danger, forced 
to depend chiefly on reserves that would not 
last indefinitely. Because of the unique sup
ply/ demand situation in this industry, crude 
materials will not be affected by the free trade 
discussions. 

High Technology 

Although the three sectors discussed above 
comprise seven-eighths of Canadian exports to 
the United States (Laxer, 1986, pp. 31-32), the 
high-technology sector is yet another area in 
which Canada feels it would gain from a free 
trade environment. One of the leaders in this 
sector is the aerospace industry. This $5-billion
dollar-per-year business has already been forced 
to look to the U.S. market for lack of a domestic 
market, and it now exports 80% of its produc
tion to the United States. As C. A Bishop, Vice
president of the Aerospace Industries Asso
ciation of Canada, points out, "We've become 
very specialized and are world leaders in several 
fields. We don't think we're going to lose under 
free trade" (CMA, 1986, p. 15). The fields in 



which Canada holds leadership include Pratt
Whitney gas turbines and the Garrett tempera
ture control system, which holds 90% of the 
world market. As Bishop goes on to explain, 
"There's relatively free trade now. The prob
lems are in the non-tariffbarriers" (CMA, 1986, 
p. 15). For example, he cites non-tariff barriers 
such as the small business set-aside law, which 
reserves a certain percentage of business for 
small U.S. firms, and the control of technology, 
which limits opportunities in the defense field. 
The removal of non-tariffbarriers will clear the 
way for Canadian expansion in this still 
young field. 

Business equipment is another part of the 
high-tech sector in which Canada can claim to 
be very competitive. John Nutter of the Cana
dian Business EquipmentManufacturersAsso
ciation believes that "The majority of our 
members would welcome free trade tomorrow .... 
Computers are very much an international thing 
and free trade is necessary for the industry to 
grow and be healthy" (CMA, 1986, p. 15). Al
though the current tariff on computer equip
ment is rather small, this growing field is 
important to the continued success of the high 
tech sector. Canada is also in a very strong posi
tion in the telecommunications market. In 
spite of a 15% U.S. tariff, this industry is enjoy
ing expansion into U.S. markets, and the abol
ishing of this tariff would open the way for 
significant expansion into the U.S. market. 

Secondary Products 

All of the sectors discussed above would 
profit from free trade between Canada and the 
U.S. However, there are sectors of the Canadian 
economy that may not fare as well. The sector 
that has the greatest potential of being harmed 
by free trade is secondary product manufactur
ing- finished products such as appliances and 
furniture. This is an area in which Canada suf
fers from an unfavorable cost position in rela
tion to the United States. U.S. raw material 
costs are lower due to quantity discounts, and 
productivity is far above that of Canada due to 
economies of scale. Nowhere is this fact more 
evident than in the furniture industry, where 
five U.S. manufacturers each produce more 
than the entire Canadian market. In 1976, 
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Canadian unit labor costs in the furniture in
dustry were 80% higher than those of the U.S. 
Although the gap has since dropped to 30%, it 
is clear that an open market between Canada 
and the United States could be disastrous for 
the Canadian furniture industry (McCormack, 
1984, p. 3). 

The paper products industry is another 
secondary products industry that could be hurt 
by free trade. Newsprint, market pulp, and 
groundwood papers are currently competitive 
and would continue to be competitive in a free 
trade environment. However, secondary paper 
products such as container board, craft and 
specialty papers, and facial tissues have devel
oped in a protected environment and lack 
economies of scale in transportation, labor, 
and equipment. 

The future of the Canadian appliance in
dustry in a free trade environment is uncertain. 
The industry employs over 10,000 Canadians 
and enjoys annual domestic sales of over $1 
billion Canadian. It is made up of mul
tinational companies, which comprise approx
imately 50-60% of industry sales, and a number 
of small businesses. The position of the Cana
dian Appliance Manufacturers Association on 
the free trade question is basically neutral. 
According to David Armour, Association 
spokesman, "The electrical and electronics 
area are already big exporters with 80-90% of 
their products going abroad. They have noth
ing to fear from bilateral trade .... But manu
facturers of off-the-shelf transformers and 
white goods are very vulnerable and could be 
wiped out" (CMA, 1986, p. 16). 

While the secondary products manufac
turing sector is the most vulnerable of those 
being described, it is also the sector with the 
greatest potential to take advantage of the en
vironmeri t that free trade would bring. Mter the 
initial shake-out in which this sector would go 
through significant changes, the oppor
tunities to be gained from new markets, cost 
efficiencies, and specialization could make 
secondary products manufacturing a sector 
with exciting growth opportunity. 

Canadian Culture 

There has been concern by some that 



further integration of the Canadian-U.S. econ
omy will lead to increased deterioration of 
Canada's cultural identity. There is no ques
tion that the United States has a strong influ
ence on Canada. The U.S. is the most powerful 
nation in the world, and Canada is its closest 
neighbor. Apart from the French region,the 
two speak the same language; and almost 70% 
of Canadian English-language television view
ing time is spent watching U.S. programming 
(Campbell, 1986, p. 33). It is no surprise that 
Canadians are strongly affected by the U.S. 

The U.S. has had and will continue to have 
a large trade balance in the cultural industries 
such as tourism, entertainment, and the arts. 
However, one point is very important. If one 
supports the scenario that free trade would 
improve the economic welfare of Canadians 
and Canada as a whole, then there would be 
several significant advantages for Canadian 
culture. First, more disposable income would 
be available for Canadians to spend. One can 
assume that a portion of that additional dispos
able income would be spent on cultural activi
ties. Second, more leisure time would be avail
able for Canadians to enjoy those activities. 
Third, more funds would be available for use by 
the Canadian government and private sectors 
to spend on cultural development. Therefore, 
in this respect free trade would actually aid in 
the development of Canadian culture. 

Conclusion 
Free trade between Canada and the United 

States would benefit both countries. It will 
stimulate productivity and lead to highe; in
come levels for Canadians. It would help shield 
the threat of protectionist measures for Cana
dian producers and would allow Canadian in
dustries to take advantage of economies of 
scale and become more competitive in world 
markets. These benefits, however, will not come 
without costs. Canadians must be prepared for 
the reallocation of labor and materials that will 
inevitably come with free trade, including the 
possibility that certain industries will be phased 
out. 

The responsibility of initiating a smooth 
transition into a free market environment ulti
mately falls on the Canadian government and 
its negotiators. Any type of expanded trade 
policy, whether calling for liberalization or 
completely free trade, must be phased in care
fully and over an extended period of time. Ca
nadian proposals include the following: 
phasing the program in over a ten-year period; 
the use of trigger points, where restrictions 
would be imposed when imports reached a 
specific level; and adjustment assistance, such 
as government loans, grants, and the use of 
accelerated depreciation (Wonnacott and 
Wonnacott, 1985, p. 16). The process will be 
arduous, but in this increasingly global mar
ket, no country can long afford to shield itself 
from the world economy. Ultimately, a free 
trade agreement between Canada and the United 
States would strengthen the positions of both 
countries. 
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