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Free trade’s impact on exports, investment
positive, but employment effects are mixed,

says C.D. Howe Institute study

In the first seven years of its existence, the Canada-US Free Trade Agreement (FTA) and its
successor, the North American Free Trade Agreement (NAFTA), had a significant positive
impact on trade flows between Canada and the United States and Canada and Mexico,
concludes a C.D. Howe Institute Commentary released today. Furthermore, the study concludes,
Canada’s investment performance during the period was strong. But, while the agreements
are not to blame for Canada’s disappointing labor market performance during the period, there
is also little direct evidence that they helped to spur employment and wages.

The study, entitled Trading Up: The Impact of Increased Continental Integration on Trade,
Investment, and Jobs in Canada, was written by Daniel Schwanen, a Senior Policy Analyst at the
Institute. It is the latest and most comprehensive of the Institute’s assessments of the move
toward continental free trade.

In a detailed look at trends in trade flows between 1989, when the FTA came into effect,
and 1995, Schwanen confirms the conclusion of earlier studies that bilateral growth in trade in
sectors liberalized by the FTA considerably outpaced trade growth in other sectors or with
other countries. This outstanding performance in the liberalized sectors cannot be explained,
Schwanen says, by macroeconomic factors alone or by past industry trends. In many cases, it
is reflected in an improvement in indicators of comparative advantage for liberalized products
by the two countries’ industries in each other’s markets.

The NAFTA helped Canadian exporters weather the economic crisis in Mexico that
followed the sharp devaluation of the peso in 1994. At the same time, Canadian imports from
Mexico continued to grow at a clip similar to that of the pre-NAFTA period — perhaps not
surprising given that Canada was already quite open to Mexican products before the agreement.

Schwanen shows that, despite the fears expressed by some that Canada would no longer
be an attractive investment location following free trade’s removal of the tariff “wall,” Canada’s
share of North American business fixed capital investment reached a record high a few years
after the FTA was implemented, although it has since settled closer to its historical average.
From 1989 to 1995, the share of business capital investment allocated to Canada’s potentially
vulnerable manufacturing sector remained within the range of historical experience.



Perhaps surprisingly, North America as a whole did not become a relatively more
attractive destination for foreign direct investment (FDI) during the period. Moreover, the
importance of Canada and the United States in each other’s FDI portfolio has been diminishing.
This suggests, in part, that investors are confident they can serve more of the NAFTA market
from their own domestic base and that overseas opportunities are attracting an increased share
of the attention of North American and global investors, says Schwanen.

Manufacturing wages outpaced those in the overall economy during the 1989–95 period,
while employment performance in manufacturing slightly underperformed an already declin-
ing historical trend relative to the overall economy. Schwanen points out that both of these
outcomes are consistent with pre-FTA expectations, but there seems to be no significant
difference in net employment or performance between industries that were the most sensitive
to the changing trade environment and those that were less directly affected.

In fact, Schwanen argues, both the best and worst performers in the manufacturing sector
are found in industries least directly affected by the FTA.

Meanwhile, sectors most directly sensitive to the agreement overall (those liberalized by
the FTA and registering fast growth in exports, imports, or both) collectively saw no change in
their share of manufacturing employment, and their average wages diminished somewhat
relative to other manufacturers (although they still did better than the average for the econ-
omy). Some trade-related services sectors, however, registered strong absolute employment
growth over the period, notes Schwanen.

Schwanen concludes that, while the FTA and NAFTA have not had the negative effect on
employment that some had feared, they are far from having been a cure for Canada’s poor
competitiveness and employment performance. Factors other than North American free trade
must account for Canada’s problem of hesitant growth in employment, productivity, and
earnings, Schwanen suggests.

* * * * *

The C.D. Howe Institute is Canada’s leading independent, nonpartisan, nonprofit economic policy research
institution. Its individual and corporate members are drawn from business, labor, agriculture, universities,
and the professions.
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L’impact du libre-échange sur les
exportations et l’investissement a été positif,

mais son effet sur l’emploi reste inégal,
selon une étude de l’Institut C.D. Howe

Depuis leur mise en oeuvre, l’Accord de libre-échange Canada-États-Unis (ALE) et son
successeur, l’ Accord de libre-échange nord-américain (ALENA), ont eu un impact positif
significatif sur les flux commerciaux entre le Canada et les États-Unis, ainsi qu’entre le Canada
et le Mexique, conclut un Commentaire de l’Institut C.D. Howe publié aujourd’hui. De plus,
l’étude conclut que le Canada a enregistré une bonne performance au chapitre de l’investisse-
ment durant cette période. Mais bien que ces accords ne soient pas à blâmer pour le comporte-
ment décevant du marché du travail canadien, peu porte à croire qu’ils aient contribué
directement à la création d’emploi ou à des salaires plus élevés.

L’étude, intitulée Trading Up: The Impact of Increased Continental Integration on Trade,
Investment, and Jobs in Canada (Échanger pour le mieux: l’impact de l’intégration continentale
accrue sur le commerce, l’investissement et l’emploi au Canada), est rédigée par Daniel
Schwanen, analyste de politique principal à l’Institut. Il s’agit de l’évaluation la plus récente
et la plus complète qu’ait publié l’Institut de l’intégration accrue du marché nord-américain.

Un regard détaillé sur les flux du commerce entre 1989, date de l’entrée en vigueur de
l’ALE, et 1995, confirme les conclusions d’études antérieures selon lesquelles la croissance des
échanges dans les secteurs libéralisés par l’accord a considérablement dépassé celle enregistrée
dans d’autres secteurs ou avec d’autres pays. Ce résultat ne peut être expliqué, selon M.
Schwanen, que par des tendances à moyen terme ou des facteurs macro-économiques. Dans
plusieurs cas, il reflète une amélioration comparative de la position concurrentielle des pro-
duits d’un des deux pays dans le marché de l’autre suite au libre-échange.

L’ALENA a aidé les exportateurs canadiens a traverser la crise économique survenue au
Mexique suite à la dévaluation du peso en 1994. Les importations canadiennes venant du
Mexique ont continué de croître durant cette période à un rythme semblable à celui établi avant
l’entrée en vigueur de l’accord, ce qui n’est pas nécessairement surprenant si l’on considère
que le Canada était déjà fort ouvert aux produits mexicains avant l’ALENA.

M. Schwanen montre aussi que, malgré les craintes exprimées quant à la capacité du
Canada de continuer d’attirer les investissements suite à la disparition du tarif douanier



protecteur, la part de toutes les dépenses en capital fixe des entreprises nord-américaines
destinée au Canada a en fait touché un niveau record peu après l’entrée en vigueur de l’accord,
quoi qu’elle soit depuis revenue à sa moyenne habituelle. De plus, entre 1989 et 1995, la part
des investissements en capital fixe des entreprises allouée au secteur manufacturier, poten-
tiellement vulnérable, ne s’est pas écartée de l’expérience des années précédentes.

Les données montrent que l’investissement étranger direct (IED) ne s’est pas dirigé vers
l’ensemble de l’Amérique du nord suite à l’ALENA, ce qui peut paraître surprenant. De plus,
la part respective du Canada et des États-Unis dans le portefeuille d’investissement étranger
de l’autre a diminué. Ceci permet de supposer, dit M. Schwanen, que les entreprises sont plus
prêtes à desservir l’ALENA dans son ensemble a partir de leur propre marché intérieur, alors
que les pays d’outre-mer attirent une part croissante de l’IED en provenance de l’Amérique
du nord et d’ailleurs.

Les salaires du secteur manufacturier ont mieux fait que ceux de l’économie en général
au cours de la période qui a suivi la mise en oeuvre de l’ALE, alors qu’au chapitre de l’emploi
ce secteur, déjà en déclin relatif, a connu une performance un peu plus faible que normale au
cours de la période. Tout en remarquant que ces tendances sont en harmonie avec les prévisions
faites avant la mise en place de l’ALE, M. Schwanen note qu’il n’y a aucune différence notable,
tant au chapitre de l’emploi qu’à celui des salaires, entre la performance des industries les plus
exposées aux changements amenés par l’accord et celles moins directement touchées.

En fait, dit M. Schwanen, on retrouve parmi les industries manufacturières moins direc-
tement touchées par l’ALE à la fois les secteurs ayant enregistré les meilleures performances
au niveau de l’emploi et des salaires et ceux ayant connu les pires tendances. Entre-temps, les
secteurs plus sensibles à l’ALE (ceux libéralisés par l’accord et ayant enregistré une croissance
rapide soit des exportations, des importations, ou des deux à la fois), considérés dans leur
ensemble, n’ont pas vu leur part de l’emploi manufacturier changer, alors que les salaires versés
en moyenne dans ces secteurs ont en fait moins bien fait que dans les autres secteurs
manufacturiers (mais tout de même mieux que ceux de l’ensemble de l’économie). Il est vrai,
note M. Schwanen que certains secteurs des services sensibles aux échanges commerciaux ont
connu une bonne croissance de l’emploi au cours de la période.

M. Schwanen conclut que, bien que l’ALE et l’ALENAn’aient pas eu les effets destructeurs
sur l’emploi que certains avaient craint, ils n’ont pas non plus offert de remède pour la
performance médiocre du Canada au chapitre de la compétitivité et de l’emploi. Des facteurs
autres que le libre-échange nord-américain sont donc à blâmer pour les problèmes de faible
croissance des emplois, de la productivité, et des salaires auxquels est confronté le Canada,
ajoute-t-il.

* * * * *

L’Institut C.D. Howe est un organisme indépendant, non-partisan et à but non lucratif, qui joue un rôle
prépondérant au Canada en matière de recherche sur la politique économique. Ses membres, individuels et
sociétaires, proviennent du milieu des affaires, syndical, agricole, universitaire et professionnel.
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Notes

I would like to thank Alan Alexandrof, Ken Boessenk-
ool, Andrew Jackson, Someshwar Rao, John Richards,
Bill Robson, and Tim Whitehead for their comments
and suggestions on this paper. They should not be held
responsible for interpretations with which they may
disagree. Any remaining errors are mine alone.

1 See Richard G. Lipsey, “Notes on Globalization and
Technological Change and Canadian Trade Policy,”
CIAR Program in Economic Growth and Policy Working
Paper 8 (Toronto: Canadian Institute for Advanced
Research, 1993).

2 See Richard G. Lipsey, Economic Growth, Technological
Change, and Canadian Economic Policy, Benefactors
Lecture, 1996 (Toronto: C.D. Howe Institute, 1996).

3 See Daniel Schwanen, A Growing Success: Canada’s
Performance under Free Trade, C.D. Howe Institute
Commentary 52 (Toronto: C.D. Howe Institute, Sep-
tember 1993).

4 A more refined breakdown, of over 160 exported and
200 imported commodities into liberalized and non-
liberalized sectors, is available from the author on
request.

5 The trade numbers for automobiles and crude petro-
leum are treated separately from the others, in part
because it would be inaccurate to put them in either
the liberalized or nonliberalized categories since all of
oil and gas trade and the vast majority of bilateral auto
trade were free of duty before the FTA. It is fair to say,
however, that both sectors underwent a partial change
of regime with the FTA. As well, in these sectors, it is
clearly inappropriate to treat exports independently
from imports, as I do for the other industries. Suffice it
to say that the dire predictions of FTA and NAFTA
opponents concerning Canada’s automobile industry
have proved to be wrong, as Table A-5 indicates.

6 Price indexes are not available for each one of the more
than 160 or so export commodities and 200 import
commodities used to conduct the initial analysis in
dollar terms, but they exist for about 60 major com-
modity groupings for each exports and imports. The
price index I used to deflate each detailed category is
the one for the corresponding major grouping — for
example, I deflated the value of imports of both “ba-
nanas” and “grapes” by the price index for “fresh fruits.”
Another important assumption — again one not likely
to affect the qualitative results — is that the price of
goods traded with the United States is the same as that
of world exports or imports in each respective category.
For these reasons, the statistics on volumes presented
here are called “estimates.”

7 I chose the 1981–88 period because it is the same
length of time as that of the post-FTA analysis. And,
like the latter period, it is characterized by economic
expansion to start with, followed by a sharp recession
(in 1982), and a subsequent recovery. This similarity

removes at least some chance that the comparison is
biased by cyclical factors.

8 See, for example, Lorraine Eden, “Who Does What After
NAFTA? Location Strategies of US Multinationals,” in
Lorraine Eden, ed., Multinationals in North America,
Industry Canada Research Series 3 (Calgary: Univer-
sity of Calgary Press, 1994).

9 In its evaluation of the FTA, the Economic Council of
Canada divided investment growth flowing from the
agreement into “induced” and “autonomous” invest-
ment. The former was simply the investment that would
follow “normal increases in final demand” stemming
from the agreement — that is, if greater efficiency flowing
from freer trade raises standards of living and increases
employment, then there should be a rise in capital
investment in order simply to reach the capital stock
needed for the higher levels of consumption and pro-
duction. The latter, which is much less easy to model or
predict, entails additional investment in the face of
changes in the structure of the economy; this additional
investment modifies the stock of capital per worker. See
Economic Council of Canada, Venturing Forth: An As-
sessment of the Canada-US Trade Agreement (Ottawa:
Supply and Services Canada, 1988), pp. 16–18.

10 The latter does not seem to be significant, except
perhaps in the automobile and textiles sectors. See
Ronald J. Wonnacott, The NAFTA: Fortress North Amer-
ica? C.D. Howe Institute Commentary 54 (Toronto:
C.D. Howe Institute, November 1993). However, Mex-
ico’s raising of trade barriers against non-NAFTA coun-
tries would have exacerbated any NAFTA-induced
trade diversion.

11 See Aileen J. Thompson, “The Anticipated Sectoral
Adjustment to the Canada-United States Free Trade
Agreement: An Event Study Analysis,” Canadian Jour-
nal of Economics 26 (May 1993): 253–271.

12 In fact, although US foreign direct investment into
Canada has increased, Canada’s share of the total US
portfolio of direct investment abroad also decreased,
from 18 percent in 1988 to 11 percent in 1995. See
Arlene Wilson, Canada-US Trade and Investment un-
der the FTA and the NAFTA, Congressional Research
Service Report 96-906E (Washington, DC: US Govern-
ment Printing Office, November 1996).

13 This approach was inspired by a study of US industries
affected by rapid trade expansion in the 1980s. See
Robert W. Bednarzik: “An Analysis of US Industries
Sensitive to Foreign Trade, 1982–87,” Monthly Labor
Review, February 1993, pp. 15–31.

14 The industries divided in this manner are listed in
Table A-6.

15 There is evidence that industries showing strong two-
way gains in trade under the FTA also registered strong
increases in labor productivity. See Enrique Gelbard,
“Effects of Economic Integration: FTA, NAFTA and
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Beyond” (Paper prepared for the “Conference on the
Next Stage of Economic Integration,” Institute for Eco-
nomic Conferences, Montreal, November 3, 1994).

16 Economic Council of Canada, Venturing Forth.

17 For an example of the booming trade-driven growth of
a Canadian logistics management firm, see Oscar Rojo,
“On track around the world,” Toronto Star, Septem-
ber 2, 1996, p. B3.
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