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BACKGROUND

In a pure free trade arrangement all
producers and customers within the free trade
area acquire unimpeded access to each other,
The benefits of a free trade agreement are
both “static” and "dynamic”. The underlying
static benefits of trade liberalization arise
from economic efficiencies that increase
levels of per capita income for all
participating countries. This is to be
achieved through more and better
opportunities for the exploitation of
comparative advantages. Without the
impediment of discriminatory tariff and
nontariff barriers against foreign suppliers,
low cost. most efficient producers should be
able to capture increased market shares
within the free trade region. Increased use of
the most efficient sources of production and
supply means fewer and /or less costly inputs
to satisfy demand, and larger profit margins.
The combination of larger profits and lower
prices contribute to higher levels of real
economic prosperity for the society as a
whole.

However, as the most efficient, low cost
producers garner increasing volumes of
business through better market access, some
existing, and comparatively inefficient
producers, must either improve their
performance, or fall by the wayside. Hence,
the move to a free trade arrangement entails
some transitional restructuring of industry
with accompanying dislocation of labour. At
the macro level, the same products are
produced as before, but in some sectors

commodities formerly produced domestically
are replaced by cross border trade. More and
more product and service demands are
satisfied by export and import trade rather
than by domestically sourced production.
This is an example of what is called "trade
creation”.

In addition to trade creation, there can
also occur in a free trade zone what is known
as "trade diversion". Trade diversion is
when trade continues at existing levels and
volumes, but when the third country trading
partner is replaced by a partner located in
the new free trade zone. For instance, with
tariffs now removed on Canadian exports of
product x to the United States, Canadian
suppliers may now have an advantage over
third country suppliers in the American
market despite the fact that their production
costs may be higher. Thus, the free trade
agreement bestows advantages to Canadian
suppliers in the form of new export business.

The "dynamic” benefits from a free trade
agreement involve changes in investment
patterns, in capital formation, in learning by
doing. To meet better the demands of a larger
market, economies of scale and scope can be
exploited. Moreover, new physical capital
will incorporate the latest technology
contributing further to increased efficiency
and productivity. There are direct
relationships between investment, learning
by doing, and productivity.

SOME SPECIFICS OF THE CANADA-UNITED STATES FREE TRADE AGREEMENT

Tariffs: Within the FTA itself, Chapter
Four states how tariffs are to be eliminated.
Four categories of tariff treatment on goods
(A, B, C, and D) were identified.
Unfortunately the classification of traded
items into one of four tariff categories can be
complex. For example, in the United States
tariff schedule under HS 44 is sub-category
4418 "Builders' joinery and carpentry of wood,
including cellular wood panels and assembled
parquet panels; shingles and shakes”. It is
necessary to go even further into detail (to
the 6 digit level) to identify how specific
Western Centre for Economic Research
Information Bulletin #10{January 1993

items in Category 44 will affected under the
FTA. ltems within HS 44 carry tariff rates
from 0 to 7.5%. The overall impact will be a
weighted average of individual results. The
result is that it is very difficult to say how
great an impact tariff relief will have for
some large two digit HS sector of Western
Canadian-United States trade.

Page 1




Individual gains and losses in specific trade
areas can offset each other within larger
aggregated categories. The total dollar
value of bilateral trade may not have
changed significantly, but economic
rationalization in given market segments
may nevertheless be underway. Canadian
trade in either direction, imports or exports,
would grow fastest if the "greatest” tariff
relief were to occur most quickly on high
volume and high value trade. Conversely, to
minimize and/or delay the transitional
difficulties of adapting to the FTA, the
"greatest” tariff relief should occur in low

volume trade items where neither country
has a significant comparative advantage

Non-tariff barriers: Formal tariffs are
not the only barriers to overcome in order to
achieve bilateral free trade. Non-tariff
barriers are very effective trade inhibitors.
Technical standards and administrative
procedures are significant methods of erecting
obstacles fo trade. These include health,
safety and environmental regulations;
consumer protection laws; protection in the
name of national security. Frequently in
these instances, what is agreed to in principle
is subject to vagary in application.

THE FTA EXPERIENCE FROM 1988-91

Predictions of success, of general economic
growth and enhanced prosperity, and of
improved employment opportunities for
Canadians resulting from passage of the FTA
have thus far not been realized. However,
whether the shortfall can be attributed to
the FTA is very doubtful. While critics point
to the fact that difficulties in the economy
followed slightly more than a year after
passage of the FTA, economics is not a
discipline in which the influence of one set of
conditions on another can be controlled asin a
scientific laboratory so as to permit isolation
and measurement of the effects of some new
element. The impact of the FT A on the
economy has been clouded by the intensive
pursuit of a high interest rate monetary
policy, by the effect of that policy on the
exchange rate, by a protracted recession, by
the introduction of the GST in the midst of a
recession, and by overriding
political /constitutional uncertainty in the
aftermath of the rejection of the Meech Lake
Accord. For example, in no industry are the
effects of the North American recession more
evident than in HS classes 44 (sawn lumber)
and 47 (pulp of wood). In these two classes
Western Canadian shipments to the U. S.
market declined by some $700 million
between 1988 and 1991, and the British
Columbia proportion of that fall amounted to
$550 million. Further, in metal shipments to
the U. 8. market (HS 74 to 79), all of which
are very sensitive changes in the cyclically
sensitive durable goods industries, 1991
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exports from British Columbia were some
$244 million less than they were in 1988.

Studies by the Western Centre for
Economic Research at the University of
Alberta show that the combination of
changes in commodity prices and the real
effective exchange rate have a significant
impact not only on the value of exports from
Western Canada but also on the volume of
employment in the region as a whole.
Empirical analysis based on the 1975-91
period indicate that a combination of 1%
percent rise in the real effective exchange
rate and a 1% fall in a trade weighted index
of real commodity prices for Western Canada
bring about over a nine month period a 0.4%
decline in employment in the region as a
whole. Nominal commaodity prices have a
significant influence on the value of exports
from this region because of the heavy
dependence on commedity grade resource
exports. Between the first quarter of 1988 and
mid-1991 metals, forest products, energy and
agricultural prices all experienced significant
cyclical swings, rising sharply and then
falling equally sharply. Further, over the
same period the Western Centre index of real
effective exchange rates (for a currency
basket of 20 countries and 12 commodities)
appreciated by 12%. The index of nominal
rates appreciated by just over 10%. To
reiterate an appreciating exchange rate,
declining commodity prices, a North
American recession which spread to Europe
and Japan in 1991 thus depressing export
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demand, and a domestic constitutional crisis
all co-existed in greater or lesser degree with
the first three years of the FTA,

The result is that unequivocal
interpretation of the effects of the FTA based

upon the evidence of the 1989-91 period is
most difficult, if not impossible.

AGGREGATIVE EXPORT EXPERIENCE 1988-1991

Table 1
Rate of Growth in the Value of Total Western Province Exports , to the United States and to
the Rest of the World, 1988-91

Provincial Export destination
Alberta to non-U. S.
Alberta to the U. S.
Alberta Total exports
British Columbia to non-U. S.
British Columbia to the U. S.
British 'Columbia Total exports
Saskatchewan to non-U. S.
Saskatchewan to the U. S.
Saskatchewan Total exports
Manitoba to non-U. S.
Manitoba to the U. &.
Manitoba Total exports
Western Canada to non-U. S.
Western Canada to the U. 5.
Western Canada Total exports

% growth 1988-91
3.15
847
6.93

-5.01
-3.88
-4.53
-6.38
5.50
-1.86
0.74
2.80
197
-3.00
3.53
0.53

Source: Western Centre for Economic Research

Table 1 provides an highly aggregative
evaluation of Western Canadian exports for
the region and each of province to U.S.
destinations compared to the annualized rate
of growth of shipments to the American
market, and to total exports. The years
chosen are 1988 and 1991. Thus we are
examining the behaviour of aggregate exports
from the last year of the pre-FTA years and
comparing it with export performance in the
third year of the FTA. The choice of 1988 is
not simply because it is the last year before
the Agreement but also because it is the only
Western Centre for Economic Research
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pre-FT A year for which a HS Code
classification is available, and therefore
permits the more detailed analysis at the
two-digit level reported below. 1991 is t0 be
preferred to earlier years because of the
greater time for business to adjust to the
Agreement. Analyses based on a beginning
and end year always require a cautious
interpretation, particularly when exportis -
even major ones - from the Western provinces
are known for substantial variability as
previously suggested.
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These results indicate that for the region
as a whole the value of total exports rose
over the period at an annualized rate of about
0.5%. Shipments to non-U. 5. markets
declined at an annual rate of 3.0% while the
value of shipments to the American market
rose annually at a rate of about 3.5%. This is
suggestive of considerable realignment of
trade flows.

For Alberta the value of exports
increased in total and to both the U. S. and
other markets. Similarly Manitoba's total
exports increased, though at a lower rate
than those of Alberta, and the growth was
apparent in shipments to both the U. S.and to
the rest of the world, though in the latter
markets the rate was very slight. In the case
of British Columbia the decline in the value
of total exports was recorded both in
shipments to the U. S. and the rest of the
world, but there was a lower rate of decline in
shipments to the American market.
Saskatchewan'’s exports decreased in total
but increased to the American market.
Shifting spatial markets are apparent in the

case of British Columbia and Saskatchewan,
while both trade increase and shifting
spatial markets are evident for Alberta and
Manitoba. Whether these trends continue as
the economic environment evolves warrants
close monitoring.

Appendix 1 contains the value of total
exports, exports to the American market, and
exports to the rest of the world for Alberta
and the other western provinces in the 1988-
91 period at the two digit HS categories, 01 to
99. The appendix also contains shipments to
the U.S. as a market share of total shipments
for the respective years for each of these
categories.

Table 2 extracts from the Appendix
selected value and market share data for
each of the provinces that round out the
growth figures presented in Table 1 above.
The table serves as a point of departure for an
examination of each HS two digit category.

Table 2
Comparison of Total Export Shipments from the Four Western Provinces, and Shares to the U.S.
Market, 1988 and 1981
(export values in $millions)

Province 1988 total 1991 total
Exports Exports
Alberta $13,008.7 $16,017.6
ex HS 10 48836 5426.1
B. C. 17,419.2 15,207.2
ex HS 10 & 26 16,349.6 14,327.9
Manitoba 2,916.3 3055.4
ex HS 10 2,249.9 2,278.0
Saskatchewan 5,766.7 5,453.1
ex HS 10 2,890.0 3,210.0

Exportgrowth 1988US  1991US
1988-91 Mkt Share Mkt Share
$3,008.9 695 728

5425 768 786
-2,211.9 427 435
-2021.8 454 461

139.1 582 604

28.0 743 800

-313.7 339 423
986.6 653 693

Source: Western Centre for Economic Research
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For each province exports in 1988 and 1991
together with dollar growth in the interval,
and U.S. shipment shares are reported. In
addition, for each of the provinces similar
information is reported net of selected HS
categories which permits another view of
what happened to the respective provincial
export bases during the period. The
categories and the criteria for exclusion
are:(a) HS 10 (cereals) which are
commodities shipped overwhelmingly to
other than American markets, and whose
quantities, at least in the case of the three
prairie provinces are relatively large, but
also quite volatile because of variance in
supply;

{b) HS 26 (ores and concentrates) in the
case of British Columbia which are almost

entirely marketed outside the U. 5. American
market shares for aggregate exports display
substantial provincial variation from a high
of .728 in the case of Alberta in 1991, to a low
of .339 for Saskatchewan in 1988.In every
instance, however, the importance of the
American markets for exports in the
aggregate increased during the period.For
exports net of the exclusions, the U. 5. market
increased in importance for all provinces, and
that market is absolutely dominant for the
three prairie provinces, accounting for from
$70-80 of every $100 of non HS 10 exports.
Appendix 1, of course, allows the reader to
combine HS categories in any manner desired
in order to assess export performance.

COMMODITY EXPORTS TO THE AMERICAN MARKET BY TWO-DIGIT HS CODE:
ALBERTA AND THE OTHER WESTERN PROVINCES

Over the 1988-91 period the numbers of
HS categories (with shipment of $10 million
or greater in 1991) showing an increase in
exports values were 30, 22, 16, and 10
respectively for Alberta, British Columbia,
Manitoba, and Saskatchewan. Column (2)
where American market shares were very
close to 1.0 include [01] (live animals)

Western Centre for Economic Research
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for all provinces, and [27] (mineral fuels) for
the three prairie provinces. The number of
categories in column (3} are 14, 9, 4 and 1 for
the respective provinces. To repeat these are
HS classes where the U. 5. market share was
less than .96 in both years.
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Table 3
HS Categories in Each Province Showing an Increase in Export Shipments Between 1988 and
1991, and Those Recording an Increase in the U.S. Market Share

HS Categories

HS Categories with

HS Categories with

Province Recording an U.S. 1988 Market U.S. 1988 Market
Increase in Export | Share of at least 96% | Share less than 96
Values (2) (3)
(1)
01, 02, 04, 05, 07, 10,
Alberta 11, 16, 22, 23, 27, 28, 05,07, 10, 16, 22, 23,
31,38, 41,44, 47, 48, 01, 48
55, 71,75, 76, 81, 84, 27,31,38,71,75,76,
85, 88, 90, 94, 98, 99 98, 99
[Total = 30] [Total =14]
01,03, 09, 10, 19, 20,
22,27,28,29, 61,62, 03,19, 20, 22, 75, 82,
British Columbia 72,73, 82,85, 90, 94, 01,99
97, 98, 99,28, 20,97, 98
[Total = 22] [Total =9]
01, 10, 11, 23, 26, 27, 01, 27, 88 28,44,75,79
Manitoba 28,41,44,49,74,75, {Total = 4]
79,85, 88,98
{Total = 16}
01,07, 11, 23, 27, 28,
Saskatchewan 44, 48,73,99 01,21,27, 44,51, 76 28
[Total = 10] [Total = 1]

Source: Western Centre for Economic Research
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Table 4
Dollar Value of Those HS Categories Showing Increased Export Values in 1991 over 1988, and
their Relation to American Market Shares
(values in millions of $)

Alberta B.C.

Manitoba Sask West Canada

Value of HS
Cats with an
increase in
exports

$3,656.7 $470.7

$562.9 $579.2 $5269.5

Value of
increase
where US
mkt share >
96

184.5 214

2125 184.5 602.9

Value of
increase in
cases where
US mkt share
rose

2,761.9% 142.2

140.9 0.1 3045.1

*includes an increase of $2,443.3 million in oil and gas shipments to the US market.

Source: Western Centre for Economic Research

In Table 4 values are attached to columns
(2), (3), and (4) of Table 3 for each of the
provinces and for Western Canada as a
whole.

Table 4 indicates that for the region as a
whole some 69% of HS classes displaying
increases in exports represenied situations
where the U.S. was already the dominant
customer, or where the market share of
shipments to the U.S. displayed an increase.
It should also be noted that of this increase
approximately $277 million represented
incremental shipments of live animals and
$2,764 million recorded added shipments of
oil and natural gas. Together these represent
just under three-fifths (58%) of the increase
for the region as a whole in expanding HS
categories.

There is substantial variation for
individual provinces in positive incremental
export dollar values for shipments to the US
market. These range from more than 80% in

the case of Alberta to substantially less than
50% for British Columbia and Manitoba.

What is evident from the dollar values is
that Alberta numbers, particularly in energy
industry exports, are so large that they
dominate those of the other provinces and
strongly influence the numbers for Western
Canada as a unit. For example, the Energy
Resources Conservation board reports that
the volume of Alberta shipments of crude oil
o the American market increased by just
under 10% between 1988 and 1991 while total
deliveries (domestic and foreign) declined by
5%. During the same period the $price per
cubic metre rose by 22%. In the case of natural
gas, deliveries to the American market rose
by 20% in volume, accounting for the entire
increase in natural gas shipments to all
markets. During the same period average
delivery price fell by 12%.

CONCLUSION

The preceding analyses have heavily
utilized export data by two digit HS Code
for the years 1988 and 1991, and the
Western Cenire for Economic Research
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rationale for this choice has been
indicated. However, no matter what data
are emphasized or what approach
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employed, only a preliminary and
tentative analysis of the impact of the FTA
on Western Canada and each of the
provinces is possible at this time. Over the
coming years the FTA impact will be more
permanent and observable, and as the
transitions induced by the Agreement occur
it is essential that their impacts be
monitored on a regular basis.

The Western Canadian economy is
highly trade dependent, and the region as
a whole, as well as each of the provincial
economies, is in a period of transition,
adapting to the new reality of the free
trade environment. Any evaluation of the
FTA in present circumstances is clouded by
other conditions including the volatility in
commodity prices, the North American
recession, and exchange rate movements
affecting not simply the US/Canadian

Western Cenire for Economic Research
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dollar rate but the effective exchange rate
index for the region as a whole. We simply
require a longer time horizon to evaluate
the longer term structural changes induced
by the FTA.

We can say that certain things have
started to occur. Western Canadian trade
has increased more (or decreased less) with
the U.5. than with rest of the world
markets. Yet monitoring new information
as it becomes available is essential in
assessing the degree to which this trend
will continue, what the dynamics of this
change may be, how Mexican participation
in NAFTA will affect Western Canadian
opportunities, and the extent to which a
sustained cyclical recovery in North
America and elsewhere will subsequently
either reinforce, or alternatively, counter
the events of the 1988-91 period.
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