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The value of bilateral trade between the Un ited States and 
Canada in 1988 amounted to $154.1 billion (U .S .) , which 
constituted the largest two-way trade in the world . The two 
countries were each other's largest trading partner . U.S . 
merc handise exports to Canada amounted to $71.5 billion 
(U.S .) , while U.S . imports from Canada were $82.6 billion 
(U .S .). The major proportion of U.S.-Canada bilateral trade 
has been in natural resources and industrial products . U.S. 
imports include autos and auto parts, lumber , and energy 
products. while U.S . exports include autos and auto parts, 
computers, semiconductors, and telecommunication equip
ment. 

United States trade with Canada in 1988 accounted for 
less than one-quarter of U.S. exports and for less than one
fifth of U.S. imports. By contrast , it accounted for almost 
three-fourths and two-th irds of Canadian exports and im
ports, respectively. The U.S . market for Canadian exports 
has increased, accounting for a lmost 75 percent of total ex
ports in 1988 compared to 63 percent in 1980. Since Can
adian exports to the United States account for almost 20 
percent of Canadian GNP while U.S. exports to Canada 
represent less than 2 .0 percent of the U. S. GNP, the degree 
of bilateral trade dependence is greater for Canada than for 
the Un ited States. 

About 70 percent of the value of goods traded between 
the United States and Canada now enters the other's market 
duty free. Of the remaining 30 percent , the average Cana
dian ad valorem tariff rate on U.S. commodities in 1986 was 
about 10 .4 percent while the corresponding U.S. rate on 
Canadian commodities was 5 .6 percent (Canadian Depart
ment of Finance). In terms of production weighted aver
ages, the overall level of Canadian tariff protection was 4.5 
percent, while U.S. protection averaged about 2 .8 percent 
in 1987 . Both countries have non-tariff barriers such as 
quantitative restrictions (quotas). defense procurement poli
cies , and contingent protection measures (Table 1). 

The United States-Canada Free Trade Agreement (FT A) 
eliminates most trade barriers between the two countries 
over 10 years beginning January 1, 1989. The FTA raises 
many questions concerning economic interests of the United 
States, Canada, and the rest of the world. One group of 
economists in Canada believes , for example , that Canada 
would experience an increase in welfare by virtue of greater 
efficiency in resource use , improvements of trade volume 
and , especially, the realization of scale economies arising 
from improved access to large U.S. markets. On the other 
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Table 1. Comparison of Canadian and U.S. trade barriers 
(bilateral perspectives) for selected industries and all in
dustries (aggregated). 

Trade Barriers 

Canada U.S. 

Industry Tariff NTB Tariff NTB 

Agriculture 3.0 8.6 2.0 10.7 
Forestry 0.0 0.0 0.2 0.6 
Fish and trapping 0.2 0.0 1.7 0.0 
Mining 0.2 0.0 0.4 0.0 
Manu facturing (aggregate) 5.2 1.3 3.2 1.4 

Food and beverage 5.2 6.9 3.6 8.4 
Tobacco 16.5 0.0 20.7 0.0 
Leather 15.7 0.0 7.5 0.0 
Texti les 11.4 0.0 8.5 0.0 
Kni tti ng mills 22.7 0.0 12.3 0.0 
Clothing 19.7 0.0 10.9 0.0 
Furn iture and fixtures 12.5 0.1 2.0 0.5 
Shipbuilding 10.1 1.4 0.3 0.0 

Goods-prod uction (aggregate) 4.5 1.6 2.8 1.9 

Note: The tarif f estimates presented in Table 1 were derived USing produc· 
tion data as aggregation weights. NTBs were expressed ad valorem equ iv-
lent which includes quantitative restrictions and federal government 
procure ment. 

Source: Department of Finance, Trade Barriers Between Canada and the 
Un ited States, Working Paper No. 88·3, Ottawa, 1988, p. 10. 

hand , international trade theory holds that it cannot be 
determined a priori whether a particular preferential ar
rangement will be beneficial or harmful because preferential 
tariff reductions introduce new distortions. S ince there is no 
presumption that free trade will result in a particular country 
specializing in decreasing-cost industries , the beneficiary of 
bilateral liberalization of trade is not obvious . Furthermore , 
gains from the FTA are likely to differ among industries with 
one industry gaining more than another . 

Due to trade creation and d iversion effects, the FT A is ex
pected to affect not only the bilateral trade relationship be
tween the two countries but also trade relations with third 
party countries as well. Lower bilateral import prices relative 
to those of the rest of the world as a consequence of the 
FT A should create more trade between the two countries . A 
trade d iversion effect would occur when U.S . exports to 
Canada and Canadian exports to the United States displace 
goods from other co untries that still will face tariff and non
tariff barriers (NTB) in the North American market. 



The primary objective of this article is to evaluate bilateral 
trade flows of agricultural and industrial products between 
the United S tates and Canada with special emphasis to em
pirical evaluation of the FTA on the trade flow between the 
two countries and impacts on trade flows with third-party 
countries. Although the FTA contains a large num ber of 
measures for reducing the impediments to trade (from tariff 
removal to a dispute-settlement mechan ism) for dealing 
with issues such as co unte rvailing duties , tariffs a nd NTBs 
are the most common barrier between the two countries. 
Therefore, this article will conce ntrate on examining the 
potential impact 1. removal o f tariff and NTBs . In addition, 
trade in automol)iles and auto parts is excluded from this 
analysis since these goods are part of a two-way tariff-free 
exchange that has existed since 1965 under the Auto Pact . 

SALIENT FEATURES OF THE FTA 
The FT A is broad in scope , as it proVides for liberalization 

of trade in all sectors of both e onomies , includ ing agricul
ture, services , business trave l and investment , and manufac
tured goods. Objectives of the FTA are to eliminate trade 
barriers in goods and services, to facilitate cond itions o f fair 
competition, to expand libera lization of conditions for cross 
border in vestment, to establish effective procedures for the 
joint administration of the agreement and the resolution of 
disputes , and to lay foundation for fu rther bilateral and 
multilateral cooperation to expand and enhance the benefit 
of the agreement. 

Existing tariffs o n some products were e liminated immedi
ately aft er implementation of the FTA, but most reductions 
will be phased in over fi ve to 10 yea rs of e qual annual in 
stallments . Many existing q uantitative restrictions and fed
eral government procurement practices are subject to reduc
tion under the FTA . The ITA will a lso remove most border 
restraints and minimum price requ irements govern ing the 
transmission of energy to ensure grea ter U.S. security in ac
cess to Canadian energy resources. 

Tariffs , which constitute the most important type of trade 
restrictions between the two countries , were estimated in 
1987 to account for abo ut 75 percent and 60 percent of the 
total price protection app lied by Canada and the United 
S tates, respectively . Quantitative restrictions (primarily 
q uota s) account for a further 25 percent and 35 percent. 

Preferential federa l non-defense procurement of goods is 
estimated to have minimal effect on the average rate of price 
protection for both countries (Canadian Department of 
Finance) . 

Despite low a verage rates of protection , some industries 
are protected by high tariffs and NTBs . Table 1 compares 
Canadian and U.S. nominal tariff rates and NTBs in 1987 
for a selection o f low and highly protected industries as well 
as for all manufacturing lndustry and a ll production sectors . 
Although the level of protection in Canada is somewhat 
higher than in the United States, the structure of protection 
in the two countries is quite similar. The industries which are 
highly protected in Canada also tend to be highly protected 
in the United States . 

Elimination of tariffs will be carried out in three sets of 
'changes starting January 198 9 . The first set of tariffs were 
e liminated immediately o n January 1, 1989 for a group of 
goods that m ake up 15 percent of dutiable bilateral trade 
(Table 2). The second set of changes calls for tariffs to be 
phased o ut over five years in equal ann ual insta llments of 20 
percent. T he goods in this group a re from sectors requiring a 
period of adjustment and constitute about a third of bilateral 
trade subject to d uties . All other tariffs will be eliminated in 
10 annual install ments of 10 percent. This group accou nts 
for half of th e bilateral trade subject to d uties . 

As shown in Table 1, the average ad va lorem eqUivalent 
no minal tariff rate imposed by Canada on agricultura l goods 
in 1987 was 3 .0 percent compared to 5 .2 percent for indus
tr ial goods. The corresponding rates imposed by the United 
S tates were 2.0 and 3.2 percent, respective ly. The average 
tariff equivalent NTBs for agricultural goods are 8.6 percent 
in Canada and 10. 7 p ercent in the United States . The cor
responding rates for industrial goods are 1. 3 and 1 .4, re 
spectively, in Canada and the United States . When tariffs 
and NTB protection are eliminated completely under the 
FTA in 1998, trade volumes between the two countries will 
be increased through trade creation and d iversio n effects . 

Table 2. Products included in each set of tariff reductions under the FTA. 

First Set Second Set Third Set 

Airbrakes Chemicals (excluding drugs Most agricultural 
Animal feeds and cosmetics) products 
Computer & related equipment Explosives Appliances 
Ferro-alloys Furni ture Cosmetics 
Fur goods Hardwood plywood Drugs 
Leather Most machinery Pleasure craft 
Motorcycles Some meats Processed-food 
Needles Paints Railcars 
Paper.making machinery Paper & paper products Softwood 
Some categories of pork and Printed matter Plywood 

unprocessed f ish Subway cars Steel 
Skis and skates Telecommunications Textiles & apparel 
Vending machine parts equipment Tires 
Warranty repairs 
Whiskey 
Yeast 
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ECONOMIC EFFECTS ON AGRICULTURAL 
AND INDUSTRIAL TRADE 

This study developed a bilateral trade model based on 
partial equilibrium conditions and applied it to agr i~ultural 
and manufacturing sectors of the two economies . A 
country's imports (exports) as an aggregate commodity 
group are expressed as a function of the i~po~t (export) 
prices of the commodity group, the domestic prIces of the 
commodity group in the importing (exporting) country, and 
national income of the importing (exporting) country. These 
two equations were estimflted simultaneously for the United 
States and Canada)vith quarterly time series data for 1972 
to 1987. Most data were obtained from Statistics Ca nada , 
Highlights of U.S. export and import tra~e (U:S. Depa.rt 
ment of Commerce), and In ternational Financial Statistics 
(International Monetary Fund) . 

The estimated U.S. import demand model indicates that 
U.S. imports from Canada are more sensitive to domestic 
prices in the United tates than to import prices for industria l 
and agricultural goods. This is a reflection of the popular 
view that Canadian exports to the United States neither d ic
tate price in the U.S . market nor can be classified as perfect 
substitute for comparable goods made in the United S tates . 
The model also indicates that U .S . imports of agricultural 
products are more sensitive to the prices of agricultura l 
products than those of industria l goods. 

Although percentage changes in both industrial and agri
cultural product imports are not high ly sensitive to income, 
U.S . imports of industrial goods are more sensitive to in 
come changes than agricu ltural prod ucts . This is mainly 
because a relatively high proportion of U.S. imports from 
Canada are raw materials, including energy and lumber . 

For Canada , import demand for industrial goods is less 
sensitive to import and domestic prices than that in the 
United States. This is perhaps because Canadian consumers 
have fewer domestic substitutes than their U.S. counter 
parts. The Canadian economy has a much smaller i nte~na l 
market and a less competitive environment than the Umted 
States . On the other hand , Canadian imports are more sen 
sitive to income than U.S. imports mainly because a higher 
proportion of Canadian imports from the United States are 
technologically oriented consumer goods . 

Canadian imports for agricultural products are deter
mined largely by considerations other than market forces 
manifested by the price mechanism. Insti tutional factors, 
such as the existence of supply management programs and 
government intervention (e. g ., import. license . r~q ltire 
ments) , appears to play an important role In determmmg the 
flow of imports for many of the agricultural products. 

Trade creation effects occur when trade volume between 
the two trading partners is increased by d isplacing their 
domestic production, while trade diversion effects occur 
when increases in the trade volume d isplace imports from 
third-party countries. 

Based on 1987 trade data and estimated import demand 
elasticities, U.S. imports of agricultural products from 
Canada could increase an estimated $644 .7 mil lion due to 
eliminati()n of tariffs and NTBs by d isplacing domestic pro 
duction (trade creation effects) and abo ut $106.3 mill ion by 
displacing imports from other countries ( trad~ diversion ~f
fects) as shown in Table 3. S imilarly, U.S. Imports of 111 

dustrial goods through trade creation and div~~sion effects 
could increase $2 ,160. 7 million and $204.6 mil lion, respec 
tively. Canadian imports could increase $42 .2 mill ion f.or 
agricultural products and $1,339.6 million for industrial 

products. Canadian imports are smaller in absolute magn i
tude than those in the United States main ly because Canada 
import demands are relatively more elastic than those of the 
United States . S ince the NTBs are much higher than nom 
inal tariffs for agricultu ral goods, the removal of NTBs in 
creases the trade volume of agricu ltural goods more than 
the removal of nominal tariffs. O n the other hand, the NTBs 
influence trade volume of industrial goods less than nominal 
tariffs (Table 3) . The overa ll impacts of FTA on third coun
tries are approximately $451. 0 million as shown in Table 3. 

The income effect of the FT A on the bila teral trade vol
ume depends upon the magnitude of income growth aris ing 
from the FT A . An assessment of the net income generation 
ou t of the FT A is beyond the scope of this partial equi librium 
approach. However, the effects of income growth on 
bila teral trade volume can be evaluated using income 
elasticity. Since income elastiCity fo r ind ustrial goods in 
Canada has a somewhat higher magnitude (0 .76) tha n that 
of the United S tates (0 .60), Canada would import propor
ti()nately more from the United States than the reverse order 
given the same percentage of increased income .Ievel in both 
countries. 

This implies that producers in the United States should get 
more benefit from the FTA than producers in Canada 

Table 3. Esti mated trade expansion effects· of the FTA 
($U.S. mill ion). 

Item Agriculture Industry Total 

1. Removal of Tariffs 
U.S. imports from Canada 

Trade creat ion $108.7 $1,495.0 $1,602.7 
Trade diversion 17.9 141.6 159.5 

Total $126.6 $1,636.6 $1,762.2 

Canadian imports from U.S. 
Trade creation 8.6 $960.4 $969.0 
Trade diversion 3.2 103.1 106.3 

Total $11.8 $1,063.5 $1,075.3 

2. Removal of NTBs 
U.S. Imports from Canada 

Trade creation $536.0 $665.7 $1,201.7 
Trade diversion 88.4 63.0 151.4 

Total $624.4 $728.7 $1,353.1 

Canadian imports from U.S. 
Trade creation $23.3 $249.3 $272.6 
Trade diversion 7.0 26.8 33.8 

Total $30.3 $276.1 $306.4 

3. Total 
U.S. Imports from Canada 

Trade creat ion $644.7 $2,160.7 $2,805.4 
Trade diversion 106.3 204.6 310.9 

Total $751.0 $2,365.3 $3,116.3 

Canadian imports from U.S. 
Trade creation $31.9 $1,209.8 $1,244.7 
Trade diversion 10.3 129.8 140.1 

Total $42.2 $1,339.6 $1,381.8 

· The estimated trade expansion effects of the FTA are derived from the 1987 
actual trade volume. 

23 




because expected increases in Canadian imports of in
dustrial goods are higher than in the case of U.S . imports 
from Canada arising from both price and income effects of 
the FT A. Consumers in Canada , on the other hand will 
benefit more from the elimination of the nominal tariffs 
under the FT A than consumers in the United States 
because , historically , Canada has maintained relatively 
higher tariff protection than the United States . 

The above analysis is based on the assumption of ex
change rate neutrality. However if exchange rate swings 
occur during the) ariff elimination period (1989-1998) , the 
effects of excha.nge rate changes may reinforce or counter 
the effects of the FT A. If U.S. dollars appreciate 10 percent 
against Canadian dollars during the FTA era, U.S . import 
demand for industrial goods from Canada would be increas
ed by 13.2 percent in addition to increases in imports at
tributable to the FT A . Canadian import demand , on the 
other hand , would decrease about 4 percent when U.S . 
dollars appreciate about 10 percent. O n the contrary , if U.S . 
do llars depreCiate against Canadian dollars , U.S . import de
mand would decrease 13.2 percent while Canadian import 
demand wo uld increase 4 percent . 

ECONOMIC EFFECTS ON AGRICULTURAL 
COMMODITY GROUPS 

This study does not evaluate directly the impacts of the 
ITA on trade flows of individual commodities. The fin dings 
of this study induct general assessment of how the bilateral 
trade between the U.S. and Canada could change for agri
cultural commodity trade under the FTA. 

Grains and Oilseeds 
The United States produces various crops including 

wheat corn, soybeans, barley , and oats , while Canada pro
duces hard red spring wheat, durum , and some oilseeds . 
Both the United States and Canada are major exporters of 
the crops they produce . U.S . tariffs on Canadian wheat are 
small and vice versa . Thus, removal of these tariffs will have 
little impact on trade volume between these two countries in 
the short run. The two provisions which could affect grain 
trade between the United States and Canada are 1) 
Canada's removal of import licenses for U.S. wheat , barley, 
and oats as soon as support levels in both countries are 
equal and 2) Canada's agreement to remove transportation 
subsidies on shipments of grain and oilseeds from Western 
provinces destined to ports in the Pacific Northwest. In the 
long run, there might be structural changes in agricultural 
production and trade in both the United States and Canada 
with a fu iJ implementation of the ITA on the basis of the 
principle of comparative advantage . Canada may reduce 
production of corn and soybeans , while wheat trade re
mains almost unchanged . 

Livestock, Dairy, and Poultry 
live an imals and a nimal products are the largest U. S . ag

ricultural import from Canada and the second largest U. S . 
export to Canada . Trade in live cattle is essentially free . 
However, both countries have a variety of health and sani
tary restrictions which will be reduced under the FTA. Tariffs 
are also low on beef and veal trade , but both countries have 
global import quotas on meat . Under the FTA both coun
tries will exempt each other from this quota . The trade bal
ance in pork and live hogs is heavily in Canada's favor. The 
United States has a countervailing duty on live hog imports 
from Canada to offset subsidized Canadian hogs. Canada 
requires that imported hogs be quarantined for 30 days to 
prevent the introduction of pseudorabies; this effectively 

eliminates U.S . exports of slaughter hogs to Canada . The 
United States will main tain the countervailing duty on Cana
dian hogs . 

Trade in dairy products is small between the United States 
and Canada because dairy sectors in both countries are 
highly protected and benefit from government support. The 
trade agreement did not include any speCific measures for 
liberalizing dairy trade . 

Canada agreed to increase global import quotas for 
poultry and eggs . Producer price of Canadian poultry was 
only 5 percent higher than in the United S tates . However , 
prices paid by Canadian consumers were 45 percent above 
their American counterparts. Canadian marketing agencies 
pass along the cost of supporting producers as higher con
sumer prices rather than as higher taxes. Canadian demand 

' has exceeded domestic production, allOWing the United 
States to export additional quantities to Canada under sup
plemental quotas. Canada's reduction of supplemental 
quotas in the future will ensure greater United States access 
to the Canadian poultry market. 

Horticultural Products 
The bilateral balance of trade in horticultural products is in 

favor of the United States. Both countries use seasonal tar
iffs to protect domestic producers. Tariff phase-out will favor 
expanded U.S. exports of fruits and vegetables to Canada. 
Both countries retain the option for the next 20 years to im
pose an additional duty if imports threaten either domestic 
industry. No ntariff barriers such as packaging and labeling 
requirements and health and sanitary regulations will not be 
directly changed in either country by the agreement. The 
FT A will have the most impact on horticultura l trade be
tween the two countries. 

Sugar and Sugar Products 
Both countries import raw sugar from third countries and 

export refi ned sugar to each other and third countries. 
Canadian raw sugar imports are unrestricted with low tariffs . 
Producers in the United States receive support prices above 
the world price and are protected from cheaper imports by 
duties , fees, and quotas. The United States imposed quotas 
on imports of sugar blends from Canada in 1985 . Under the 
FT A, the United States agreed to remove quotas on Cana
dian products having 10 percent or less sugar. This provi
sion will not provide an economic incentive for Canada to 
increase exports . 

Wine and Malt Beverages 
Trade in malt beverages and wines is subject to significant 

tariff and nontariff barriers. Tariffs , which are high in both 
directions, will be removed. Provincial liquor control boards 
control distribution of alcoholic beverages in Canada. Retail 
markups and handling surcharges on imported alcoholic 
beverages have effectively limited U.S . access to the Cana
dian market. The FTA will re lax discriminatory pricing , 
distributing , and retailing practices in Canada on U. S . 
wines. However , strong protests from Canadian brewers 
resulted in no extension of more e qual treatment for U.S . 
beer exports. U. S . wine exports sho uld benefit substantia lly 
from the FT A. 

CONCLUDING REMARKS 
Although both the United States and Canada have similar 

economic conditions and heritage , the bilateral trade struc
ture between the two countries differs signficantly . Further
more , the trade relationship with third-party countries differs 
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substantially between the two trading partners. Such dif
ferences have been attributed to the differences of rela tive 
intensity in resource endowments and size of economy. 

This study found that U.S. import demand for Canadia n 
goods is more sensitive than Canadian import demand for 
U .S . goods not only to import and domestic prices but also 
to world prices, mainly because the United States has a 
re latively la rge internal market compared to Canada and 
has unl imited import substitutes. In addition , the bilateral 
trade relationship for agricultural goods between the two 
countries also diffe? fro m that for industrial goods. Conse
quently, the impac;ts of the elimination of all tariffs and NTBs 
under the FT A on both countries' economies will differ . 

The effects on bilateral trade flows of the elimination of a ll 
tariffs and NTBs would increase trade volume of agricultural 
and industrial goods between the two countries, primarily 
through trade creatio n and diversion effects. The trade 
d iversio n effects of the FTA , however , are small in magni
tude, implying that the FT A will not significantly affect the 
two countries' trade relationship with third-party countries . 
This study also foun d that, under the exchange rate neutra l
ity assumption, the expected increases in U.S. imports of 
both agricultural and industrial goods from Canada are 
much larger than the Canadian imports under the FTA . 

Agricultural trade in horticultural products between the 
two countries will benefit the most from the FT A. C urrently 
the bilateral balance of trade favors the United States, and 
tariff phase-out will expand U .S. exports of fruits and vege
tables to Canada. Canada's reduction of supplemental 
quotas will ensure greater United States access to Canadian 
poultry markets. The FTA will relax discriminatory pricing, 
distributing , a nd retailing practices by Canada on U.S. wines 
which sho uld benefit U.S. wine exports to Canada. The 
FTA will have a negligible impact on other agricultural com
modity groups including grain and oilseeds, livestock and 
dairy, a nd sugar and sugar products. 
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