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Summary

With multilateral trade negotiations stalled, a sluggish recovery in the US and resurgent

growth in emerging markets such as India and China, the strategic question of whether to

focus Canadian trade policy on deepening trade ties within North America or more actively

seek markets elsewhere has become more pressing. Some argue that geography and size mean

that the lion’s share of trade benefits will inevitably come from the United States, while others

note that a continental focus ignores three-quarters of the global economy (much of it grow-

ing faster than North America) at its peril. Despite the claims of both sides, there is relatively

little empirical evidence on which to judge them.

This study attempts to fill this void by comparing the economic benefits of implementing a

North American customs union with those of increasing Canada’s share of trade with Europe

and/or large emerging economies. Unlike more traditional analyses of diversification, Patrick

Georges and Marcel Mérette’s study examines the potential effect of demographic trends in

particular countries on Canada’s terms of trade, and shows that this effect is large enough to

warrant consideration in trade policy development.

The benefits of deepening continental integration via a customs union (which would elimi-

nate costly rules of origin and lower the cost of intermediate goods) are relatively small.

Negotiating a customs union in the mid-1990s as part of replacing or upgrading NAFTA would

have increased Canadian GDP by about 1 percent (about $15 billion in today’s dollars) per

year. But if we were to do so today, the benefits would be less than half as large, mainly

because multilateral tariff reductions agreed to in the 1990s have reduced the benefits of

NAFTA preferences.

The economic benefits of diversification are potentially larger than those of deepening North

American integration, so long as partners are selected carefully. Canada should build up trade

links with nations with relatively young populations to take advantage of demographically

driven improvements in its terms of trade as well as strong economic growth in those nations.

Diversifying 10 percentage points of Canada’s trade from the United States to India, for exam-

ple, would boost domestic consumption per capita by almost 5 percent in 2050 relative to its

baseline level. Trade diversification to the European Union, on the other hand, could actually

reduce consumption relative to the status quo.

The tough question is, of course, how to diversify trade. Georges and Mérette see this as a long-

term proposition by which cultural ties, trust and networks can pave the way for trade mis-

sions and eventual preferential trade agreements.
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Résumé 

Face au ralentissement des négociations commerciales multilatérales, aux difficultés de la reprise

américaine et à l’essor d’économies émergentes comme l’Inde et la Chine, la question de l’orienta-

tion stratégique de la politique commerciale du Canada se fait plus pressante : doit-elle viser l’inten-

sification des échanges au sein de l’Amérique du Nord ou se tourner plus activement vers les

marchés du reste du monde ? Selon certains, la part du lion des avantages commerciaux du Canada

proviendra inévitablement des États-Unis pour des raisons de géographie et de taille du marché.

Pour d’autres, cette focalisation nord-américaine néglige à ses propres dépens les trois quarts de

l’économie mondiale (dont une grande partie connaît une croissance plus rapide que l’Amérique du

Nord). Il existe toutefois assez peu de données à l’appui de l’un ou l’autre point de vue.

Cette étude cherche à combler ce vide en comparant les avantages économiques d’une

éventuelle union douanière nord-américaine à ceux qui émaneraient d’un accroissement des

échanges du Canada avec l’Europe ou les grandes économies émergentes. Mais à la différence

des analyses de diversification traditionnelles, Patrick Georges et Marcel Mérette examinent les

effets potentiels des tendances démographiques de certains pays sur les termes de l’échange

canadiens, et ils montrent que les retombées sont suffisamment importantes pour que le

Canada en tienne compte dans le développement de sa politique commerciale.    

Les avantages découlant d’un approfondissement de l’intégration nord-américaine au moyen

d’une union douanière (qui éliminerait les coûteuses règles d’origine et réduirait le prix des

biens intermédiaires) seraient relativement mineurs. Si on avait négocié une union douanière

dans les années 1990 afin de remplacer l’Accord de libre-échange nord-américain (ALENA), le

PIB canadien n’aurait ainsi augmenté que d’environ 1 p. 100 (soit quelque 15 milliards de dol-

lars courants) par année. Si une telle union entrait en vigueur aujourd’hui, ce gain serait coupé

de plus de moitié, essentiellement parce que les réductions tarifaires multilatérales convenues

dans les années 1990 ont amoindri les avantages des préférences douanières de l’ALENA. 

Or les avantages économiques de la diversification sont potentiellement supérieurs à ceux

d’une intégration nord-américaine plus poussée, à condition que le Canada choisisse soigneuse-

ment ses partenaires. Il devrait ainsi privilégier les pays dont la population est relativement

jeune et dont l’évolution démographique et la forte croissance lui permettraient de tirer profit

de l’amélioration de ses termes de l’échange. En réduisant la part des États-Unis dans ses

échanges de 10 points de pourcentage en faveur de l’Inde, le Canada augmenterait sa consom-

mation intérieure de presque 5 p. 100 par habitant en 2050 par rapport au niveau du scénario

de base. À l’inverse, un élargissement de son marché avec l’Union européenne réduirait cette

consommation.

La question clé consiste évidemment à déterminer comment diversifier ces échanges. Les

auteurs parlent d’une entreprise à long terme en vue de raffermir les liens culturels, accroître la

confiance et établir les réseaux nécessaires pour la mise sur pied de missions commerciales et

éventuellement la conclusion d’accords commerciaux préférentiels.
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Canada’s Strategic Trade Policy Options: Deeper
Continental Integration or Diversification? 

Patrick Georges and Marcel Mérette

A s observed by Head (2007), Canada’s debate on trade policy typically centres on two

questions, one strategic and one tactical. The strategic question is whether Canada

should diversify its trade pattern away from the United States, or whether it should pursue

deeper continental integration. The tactical question is how we should conduct our chosen

strategy. Strategic and tactical questions are clearly nested. For example, Canada could engage

more with the rest of the world through multilateral trade negotiations, formal preferential

trade agreements (PTAs) with selected countries, ad hoc trade promotion (e.g., Team Canada

missions) or a unilateral decision to reduce or eliminate trade barriers (Helliwell 2002; Dobson

2006; Head 2007). Canada could pursue deeper integration with the United States by reducing

the burden of crossing the border, harmonizing regulatory procedures and standards, negotiat-

ing a common external tariff and customs union, simplifying NAFTA rules of origin, liberaliz-

ing the remaining restrictions on US direct investment in Canada and the movement of

labour, and negotiating agreements to curb US trade remedy laws (e.g., Dobson 2002; Harris

2003; Goldfarb 2003; Hart 2007; Mandel-Campbell 2008; Georges 2010).

Figure 1 provides a convenient starting point for the strategic trade policy debate in Canada

by illustrating trade with the United States as a share of total Canadian trade. The United

States is Canada’s largest trading partner both as an export market and as a supplier. The

strategic positions on Canadian trade policy are easily foreseen from this figure. On the one

hand, some advocate an almost exclusive focus on the United States. For example, Hart (2007)

claims that “more than ever, the two-way movement of goods and services across the Canada-

U.S. border is Canada’s economic lifeline” (429). He says, “Engagement with our southern

neighbour is the indispensable foundation of any Canadian policy to maximize benefits from

international trade and investments” (418-19). On the other hand, some politicians and com-

mentators argue, often during US recessions, that the Canadian economy is too exposed to

the US business cycle, that there is risk involved in having so many eggs in the American bas-

ket, and that alternative markets must be developed in order to diversify away from the US

economy. This argument, which unsurprisingly gained favour at the start of the 2008-09 US

recession, is far from new; there have been attempts to reduce Canada’s trade dependence on

the United States by seeking closer economic links elsewhere. For example, in 1957, Prime

Minister John Diefenbaker announced that Canada would shift 15 percent of its trade from

the United States to Great Britain. In the 1970s, the Trudeau government searched for closer

economic links with the European Community. Both initiatives failed to achieve their goals.

Many participants in this strategic debate about whether or not to diversify trade away from

the United States typically dismiss, even mock, the proposals of others while predicting huge

potential gains from their favoured option, without providing much in the way of empirical

evidence. Indeed, empirical evidence is rare and, when it exists, it does not necessarily
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corroborate these claims. For example, much

has been written about how deeper integra-

tion will further reduce the cost of cross-bor-

der trade and should theoretically increase

access to North American markets and spur

economic growth in Canada. But there are

virtually no quantitative studies of how

much incremental economic benefit would

result from additional integration. Pastor

(2008, 94) ironically refers to the “North

American game of Scrabble” which, since

2001, has consisted of the leaders of Canada,

Mexico and the United States meeting peri-

odically to “spell new acronyms that purport

to be initiatives,” and then promptly discard-

ing them. (See figure 2 for some of these ini-

tiatives.) He notes that if one measures

progress by examining the growth in trade,

the reduction in wait times at the borders and the public support for integration, all of these

initiatives have failed miserably. What is lacking, in Pastor’s view, is a North American vision

“based on the simple premise that each country benefits from its neighbors’ success and each

is diminished by their problems or setbacks.” Such a vision stimulates “a new consciousness, a

new way of thinking about one’s neighbors and about the continental agenda [so that]

Americans, Canadians, and Mexicans can be

nationals and North American at the same

time.” This vision of North America, accord-

ing to Pastor, could evolve from a customs

union and a common team of customs and

border guards at the continental perimeters,

thereby eliminating the costly and cumber-

some rule-of-origin regulations and allowing

all legitimate goods to move seamlessly

across the borders. To do this, the three gov-

ernments would need to negotiate a com-

mon external tariff. 

Given the size and proximity of the United

States, bilateral issues will always be on the

Canadian policy agenda. However, as Head

(2007, 446) points out, the important issue

with respect to the strategic question and the

best allocation of trade “negotiation

resources” concerns our effort on the margin:

“Would the allocation of more resources to
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deeper integration with the U.S. generate larger marginal net benefits than a similar resource

allocation directed at broader integration with the rest of the world?” In his opinion, Canada

cannot maximize its benefits from international trade by disengaging from the three-quarters

of the global economy that is outside the United States. Helliwell (2002) also believes that, if

faced with a choice between a globally oriented policy and one that has its primary focus on

continuing efforts to harmonize policies with those in the United States, the decision is obvi-

ous, given that North America’s share of the global economy is destined to shrink. In response

to this strategic perspective, the tactical approaches to trade policy in the past decade have

been thinly spread among multilateral trade negotiations at the World Trade Organization

(WTO), non-US bilateral or regional trade negotiations, and Team Canada missions to promote

trade and investment across the world. But claims regarding the benefits of such efforts to

diversify trade away from the United States are seldom backed by rigorous empirical analysis.

This study attempts to fill this void by estimating the economic benefits of implementing a

North American customs union and comparing them to the benefits of increasing Canada’s

share of trade with Europe and/or large emerging economies. Unlike more traditional analyses

of trade diversification, our work examines the potential role of demographic changes on

Canada’s terms of trade and shows that they are large enough to warrant consideration in the

development of trade policy.1

Theoretical Overview of Alternative Trade Policy Directions

B efore we embark on the empirical analysis, it will be useful to provide the basic theoreti-

cal underpinnings of the major strategic options for Canada’s trade policy and their

potential impact on trade diversification. Broadly speaking, there are three options: reduce

trade barriers across a wide spectrum of countries (multilateral); deepen the existing North

American Free Trade Agreement (NAFTA); and reduce trade barriers with a selected group of

countries to encourage diversification away from the United States.

Trade diversification via multilateral trade negotiations 
Perhaps the biggest single driver of trade in the post-World War Two period has been the

steady drop in tariff rates negotiated through the General Agreements on Tariffs and Trade

(GATT) and its successor, the WTO. These multilateral negotiations to reduce trade barriers

across a wide spectrum of countries remain, in theory, the best way for Canada (and all other

trading nations) to maximize the gains from trade.2 Furthermore, they remain a good tactic

for a country to use to diversify its trading partners, as these negotiations can be viewed as a

way to counter the trade-diverting effects created by PTAs, including NAFTA.

The pernicious effects of PTAs 
PTAs, which include regional and bilateral free trade agreements such as NAFTA and customs

unions such as the first incarnation of the European Union in the 1960s, seek to reduce or

eliminate trade barriers across member countries but to maintain them for nonmembers. The

views on these PTAs have evolved throughout the twentieth century. During the 1930s, some

nations used foreign trade to try to increase their power, by making other nations more

economically dependent on them. Hirschman (1945) gives the following example:
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Country B may have a comparative advantage in the production of a certain commodity with
respect to country A, but not with respect to countries C, D, E, etc. If by some preferential treat-
ment, A induced B to produce this commodity for export, A becomes B’s only market, and the
dependence of B upon A may well be worth to A the economic cost involved in not buying in the
cheapest market. (31-2)

The establishment of the most favoured nation (MFN) clause in the GATT, and then the WTO,

which automatically extends to every member country the lowest tariff extended to any mem-

ber, was meant to curb the ability of the more powerful market to create political dependence

on its trade concessions. As stated by Heidrich and Tussie (2010), in adopting nondiscrimina-

tion as a pillar, the GATT system was viewed as a means of eroding trade dependence on impe-

rial powers, while at the same time protecting the interests of smaller nations by curbing the

ability of the more powerful countries to threaten suspension of trade preferences.

According to Bhagwati (2008), PTAs since World War II have not been motivated by these sor-

did views of the past, but instead reflect a deep misunderstanding of the critical difference

between regional or bilateral trade preferences and genuine nondiscriminatory trade liberaliza-

tion embodied in the WTO. For Bhagwati, “the current tide of [PTAs] has been the result of

politicians mistakenly, and in an uncoordinated fashion, pursuing free trade agreements

because they think (erroneously) that they are pursuing a free trade agenda” (11). When a PTA

is formed and trade barriers are eliminated among members, the result is, of course, freer

trade. But if the external barriers are left unchanged by the member countries, then the handi-

cap suffered by nonmembers in the markets of the member countries increases.3 So PTAs are

fundamentally discriminatory, which leads Bhagwati to suggest that in the current pandemic

of preferential agreements we should more appropriately call the MFN tariff at the WTO the

“least favoured nation” tariff! 

Bhagwati believes that the cure for the PTA pandemic is to progressively reduce the MFN tariffs

to zero, which would effectively eliminate the preferences in PTAs, and therefore make them

worthless. Georges (2010) has shown that eliminating MFN tariffs multilaterally would perma-

nently increase Canada’s real GDP by at least 1 percent (and probably considerably more). 

All this suggests that Canada should not neglect the importance of multilateral rounds of negoti-

ation at the WTO. Continued multilateral trade liberalization would increase trade between

industrialized nations (including Canada) and emerging economies, given that the former gener-

ally have much lower MFN tariffs than the latter. Therefore, multilateral tariff reductions would

obviate the need for PTAs between Canada and emerging economies to spur diversification. 

However, given the structural impasse at the Doha Round, this tactic may prove difficult, if

not impossible. The problem is the lack of political will and lobbying support. First, Hart

(2007, 414) points out that Canada has found itself largely on the sidelines of the WTO nego-

tiations, unable to contribute constructively, in part because Canadian politicians of all

stripes, “convinced of the political weight of Canada’s farm lobby,…insisted that Canada

make every effort to bring down trade barriers and subsidies on Canada’s exports, but not at

the expense of supply management and the monopoly marketing of wheat and barley.”

Second, as Bhagwati (2008, 87) puts it, “lobbies provide the foot soldiers in the battles to open
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trade.” To paraphrase him, lobbying money you spend on opening up the Indian market via a

bilateral deal will, if successful, get the Indian market opened to you. But if you spend that

same money in Geneva, opening up the Indian market on a multilateral basis, the benefits to

you will be diluted by “free riders” from other countries who have not spent any money in

support of this goal. Thus, the money is better spent on bilateral agreements.

A Canada-US customs union
NAFTA eliminated tariffs for continental trade, but each member country retains its individual

trade and external tariff policies with respect to nonmember states. This gives an incentive for

firms from nonmembers to export their goods to the member country with the lowest exter-

nal tariffs and then transship to the final destination to take advantage of NAFTA’s preferential

treatment. To avoid such “trade deflection,” NAFTA (and indeed all FTAs) have rules of origin

which are designed to restrict the benefits of the preferential tariff treatment to products man-

ufactured wholly or substantially within the PTA area. This assures that goods that are simply

being transshipped or undergoing only minor transformations in a member country will not

be deemed as originating in that country and will not receive preferential treatment when re-

exported to another member country. 

Whereas an FTA requires preferential rules of origin to prevent trade deflection, a customs

union does not. The core elements of a customs union are negotiation of a common external

tariff with respect to nonmembers, a revenue-sharing agreement for the customs duties collect-

ed at the external border and harmonized external trade policies. Harmonizing external trade

barriers with respect to nonmembers eliminates the incentive for trade deflection and trans-

shipment, thus making rules of origin unnecessary: movements of goods within a customs

union are not based on their “originating status” but on the principle of “free circulation.”4

Rules of origin are complex and costly to comply with. In NAFTA, there are three tests of ori-

gin: the change in tariff classification test (used most frequently), the value content test and

the specific production process test.5 Chapter 4 and annex 401 of NAFTA contain about 200

pages dealing with rules of origin and the interpretation of these rules as they apply to par-

ticular products. Many studies have shown that rules of origin, while they eliminate trade

deflection, also distort trade flows and reduce efficiencies in the production process. For

example, NAFTA rules of origin encourage firms to substitute intermediate goods (that is,

parts and components required to produce a finished product) originating in the zone for

less expensive non-originating materials in order to obtain preferential trade treatment (see,

among others, Krishna 2005; Georges 2008a). This implies that NAFTA rules of origin as cur-

rently designed may hinder North American firms from taking full advantage of the global

production chains. Eliminating rules of origin would thus serve to encourage geographic

diversification of supply chains.

A related problem with rules of origin is that fragmentation of supply chains magnifies the com-

plexity of assigning origin to a single country, since many goods use primary factors owned by

residents of countries other than that in which the good or stage is produced (a phenomenon

associated primarily with foreign direct investment and, to a lesser extent, the international
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movement of labour). In such a case, the origin of traded goods becomes ambiguous, as it is split

between factors owned by residents of a series of countries (Lloyd 1993).  

A later section of this study will evaluate numerically the effects of, and potential gains from,

switching to a customs union with the United States that would also liberalize NAFTA rules of ori-

gin. But is the option technically or politically feasible? The first important technical challenge

with the negotiation of a North American customs union involves harmonizing trade policy. This

would not only require selecting a common external tariff or liberalizing NAFTA rules of origin,

however. As claimed by Meilke, Rude, and Zahniser (2008), one of the thorniest issues would be

the many different FTAs that North American countries have negotiated separately (see figure 3).

A full North American customs union could require the eventual reconciliation of the rules of ori-

gin used in each FTA (excluding NAFTA, of course, as NAFTA preferential rules of origin would, in

theory, no longer exist) in a process similar to the 1997 pan-European “diagonal cumulation” sys-

tem implemented by the European Union. Research along the lines of Augier, Gasiorek, and Lai-

Tong (2005) on cumulating rules of origin, and of Cornejo and Harris (2007) on a general origin

regime as an indispensable minimum to effectively interconnect existing FTAs, should therefore

be pursued and encouraged to better gauge the technical challenge of doing this reconciliation. 
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The second consideration is that moving to a customs union would make rules of origin redun-

dant only if the rules’ objective was truly to eliminate trade deflection. But that interpretation,

however common, is somewhat inconsistent with the observation that the United States is the

NAFTA member that insisted on strict rules of origin, whereas it is also the member with the

lowest MFN tariffs. Trade deflection would therefore benefit the United States, not Mexico or

Canada, in terms of tariff revenues. This suggests that the real reason for having rules of origin

in NAFTA (and in any FTA, for that matter) might be rent-seeking activities by interest groups

instead of a genuine concern with trade deflection. Indeed, cross-border and intranational

coalitions of industries backing duty-free access in exchange for strict rules of origin were prob-

ably the leading factor behind the success of FTA negotiations in the 1980s and 1990s (Destler

2006).6 The logical implication seems to be that these groups will inevitably lobby against rules-

of-origin liberalization and, therefore, against any agenda for a North American customs union.

This argument against the political feasibility of a customs union may be overstated, however,

as the political economy supporting strict rules of origin has been eroding and will continue to

erode because of the new international supply chains. For example, according to Baldwin

(2009, 40), “it may be the case that ROOs [rules of origin] are saving industry jobs, but whose?

As unbundling and spatial dispersion of upstream manufacturing proceeds, the nationalistic

argument for ROOs tends to get blurred. Moreover, if unbundling results in a multiplication of

firms, it will make political organization more difficult.” 

Trade diversification away from the United States via bilateral and preferential trade
agreements
According to Helliwell (2002, 86), “North America is destined, through the joint forces of

demography and [technological] catch-up, to be a smaller and smaller share of the world

economy. To focus emphasis on the smaller part of the global pie may seem attractive during

booming times in the United States economy, but would be a short-sighted strategy.”

Although Helliwell’s thesis is far-reaching and not limited to trade relations, we will illustrate

the discourse that this notion typically generates in the context of trade policy. 

First, trade diversification should not be understood in terms of additional net jobs that

Canada’s trade with non-North American partners might generate. Businessmen and politi-

cians tend to think that an increase in Canadian exports to faster-growing markets will

increase employment. However, what might be common sense for particular companies is not

necessarily true for a country as a whole (Krugman 1996), in this case because there is an

eventual limit to how low the unemployment rate can go without creating unacceptable infla-

tion. If Canada’s economy were to experience a large surge in exports to, say, China and India,

the Bank of Canada would eventually need to offset the expansionary effect of the exports by

raising interest rates, and an increase in export-related jobs would be more or less matched by

a loss of jobs in interest-rate-sensitive sectors of the economy. 

Second, trade diversification away from the United States is often construed as an insurance

policy for Canada and Canadian exporters against US recessions. In other words, trade diver-

sification would reduce the risk of having all of one’s eggs in the same basket and therefore

reduce the volatility of the incomes of Canadian exporters. Clearly, this view requires that
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recessions in the rest of the world be unsynchronized with those in the United States — if all

markets are subject to the same business cycles, then there may be little benefit to diversifica-

tion in this regard. More fundamentally, welfare gains in standard trade models are derived

from specialization in production and trade flows, not from diversification per se. So, the

cost of greater income risk must be set against the benefit of specialization. In other words,

there might be a trade-off between the gains from specialization derived from deep integra-

tion with the United States and the income volatility that the lack of market diversification

affords. Goldfarb (2006) has analyzed this portfolio-type argument that the status quo deliv-

ers volatility. She argues that “over the past decade, Canadian exports to the U.S. have been

less volatile on average than have exports to most other regions. Where they have been more

volatile, they have been accompanied by significant trade growth. Shifting exports away

from the U.S. over the past decade would have increased volatility and decreased trade

growth, making Canada worse off, assuming all else was equal” (18). In the same vein,

Beaulieu and Emery (2006, 269) argue that “incomes from trade can be expected to be high

and low depending on demand for Canada’s exports, but total income over time will presum-

ably be maximized by Canada specializing in its comparative advantage and exporting to the

highest price buyer...This will mean that we remain highly dependent on the U.S. market

and subject to considerable income risk and income volatility.” For them, income-smoothing

tools (employment insurance, personal savings) and institutions (the Canadian Wheat Board

and other price and revenue stabilization funds) are the proper instruments for addressing

these issues of volatility in economic markets as a more direct alternative to a strategy of

diversifying export markets. 

Export diversification is often dismissed from another angle by questioning the ability of gov-

ernments to change trade patterns. For example, Goldfarb (2006, 2) claims that “individuals,

rather than governments, determine economy-wide trade patterns,” which would in part

explain why past efforts by governments to change trade patterns have failed. Taken at face

value, this argument seems, in a slightly cavalier way, to dispose of 60 years of research on

trade creation and diversion effects due to (government-negotiated) FTAs, and possibly to

underestimate the current Canadian concerns with respect to (government-imposed) border

security measures post-9/11. However, as Goldfarb rightly points out, “for now, businesses

continue to solidify their economic links in the U.S., while growing them at a faster rate out-

side of the U.S. as opportunities arise and relative risks fall” (26). And indeed, businesses take

advantage of these opportunities. For example, Cadot et al. (2010) have shown that since the

early 2000s OECD markets have been diversifying their sources of supplies geographically, and

that this recent trend of import diversification is broadly consistent with a quality search

model where buyers screen foreign suppliers (and hence countries) for quality before deciding

which suppliers should be included in cross-country supply chains. As noted earlier, figure 1

also shows a clear trend toward increased import diversification for Canada since 1998. 

This might suggest that import — rather than export — diversification, is a relevant, even if

neglected, issue, and that the Canadian government should bend with the wind of market-

driven import diversification.7 Consistent with Beaulieu and Emery (2006), the natural poli-

cy approach seems to let Canada specialize in its comparative advantage while freely
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importing from the lowest cost/price producers. This, of course, is also consistent with our

viewpoint that further multilateral negotiations at the WTO remain important, as does fur-

ther liberalization of (NAFTA) rules of origin, with the aim of giving Canadian firms full

advantage of global supply chains. This also is consistent with a government-led intensifica-

tion of trade flows to and from emerging markets, implemented through selected FTAs,

which would enable Canada to import more intensively from low-cost sources as well as

providing larger export markets. 

Potential Benefits of a North American Customs Union 

A s noted previously, all FTAs have rules of origin designed to restrict the benefits of the

preferential tariff treatment to products originating in the member countries. Being the

gatekeepers of preferential trade, rules of origin also eliminate trade deflection by ensuring

that goods that are simply being transshipped through a member country or undergoing only

minor transformations there will not be deemed to originate in that country, and will not

receive preferential treatment when re-exported to another member country. 

However, rules of origin are also costly, and to gauge these costs, the econometric literature

has constructed an index of the “restrictiveness” of rules of origin as an independent variable

in order to estimate their economic impact on bilateral trade flows, preferential tariff utiliza-

tion rates and investment flows.8 On the basis of these studies, it is now generally acknowl-

edged that in some instances firms have decided to pay the MFN tariff rather than to incur the

cost of complying with rules of origin, automatically cancelling the potential trade-creating

benefits of FTAs. Also, the diversity of rules of origin across FTAs has severely limited interre-

gional trade flows, and the restrictiveness of some rules of origin is beyond the levels that

would be justified to prevent trade deflection.9

Whereas an FTA requires preferential rules of origin to prevent trade deflection, a customs

union does not. Hence, some economists have suggested transforming NAFTA into a cus-

toms union (e.g., Kunimoto and Sawchuk 2005; Ghosh and Rao 2005; Pastor 2008;

Georges 2008b, 2010). Gauging the economic impact of converting NAFTA into a customs

union requires estimating the joint effect of adopting a common external tariff and elimi-

nating rules of origin, which can (roughly) be decomposed into two effects: (1) the pure

effect derived from the adoption of a common external tariff, and (2) the pure effect

derived from the elimination of rules of origin. Given that the two joint policies imply

complex interconnections between the use of raw materials, intermediate goods and value

added, Georges (2008b) proposes a general equilibrium framework to gauge the impact of

moving from NAFTA to a customs union that also eliminates rules of origin. The approach

uses a multicountry, multisector, dynamic general equilibrium model in which the world

economy consists of seven countries/regions divided into two groups: NAFTA countries

(Canada, the United States and Mexico) and non-NAFTA countries (Mercosur — which

consists of Brazil, Argentina, Paraguay and Uruguay; the rest of Latin America; Europe;

and the rest of the world). Each country has eight sectors of production: agriculture, natu-

ral resources, food processing, textiles and clothing, manufacturing, technology products,

automotive products, and services). 
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We set the common external tariff to the existing US external tariff (currently the lowest, on

average, of the three NAFTA members), on the assumption of limited Canadian negotiation

power on this score.10 With regard to the costs of rules of origin, the modelling approach is

based on the fact that they act as an implicit tax to NAFTA firms for the use of non-originating

intermediate goods, but as an implicit subsidy for the use of capital, labour and intermediate

goods purchased within NAFTA (see Georges 2008a for a mathematical approach to this prob-

lem and Georges 2010 for a graphical presentation). Therefore, the main impact of removing

rules of origin is to reallocate efficiently the demand for factors of production in each sector of

the NAFTA countries, lowering NAFTA firms’ demand for capital, labour and NAFTA interme-

diate goods, but increasing the demand for non-NAFTA intermediate goods. The efficient

reallocation of factors of production within NAFTA will also lower the unit cost of production

in every sector of the NAFTA countries.11

Using this modelling approach, we compare two counterfactual scenarios: (1) negotiation of a

North American customs union in the mid-1990s (replacing NAFTA); (2) negotiation of such a

customs union in the early 2000s. Figure 4 shows the results of the simulations and decom-

poses the sources of the gains into those due to the common external tariff, those due to elim-

inating rules of origin, and those due to a cross effect of both factors.12

The first observation is that the benefits of a customs union tend to decrease over time. The

benefits would have been much larger had a customs union been negotiated as part of replac-

ing or upgrading NAFTA in the mid-1990s. This would have led to a permanent increase of

nearly 1 percent of Canadian GDP (about $15 billion per year in today’s dollars). If we had

waited a decade to negotiate such an agreement, the benefits would have been only about half

as large. The likely reason why potential benefits have declined since the 1990s is that multi-

lateral tariff reductions agreed to in 1994

during the Uruguay Round (which were

gradually implemented over the following

decade) have reduced the relative advantage

of NAFTA (i.e., MFN) tariff preferences. As a

result, it became more common for North

American firms to pay non-NAFTA tariffs for

intracontinental exports rather than bearing

the costs of complying with rules of origin.

This pattern provides empirical confirma-

tion of the notion that PTAs lose their value

with declines in MFN tariffs agreed during

multilateral rounds (Bhagwati 2008), as dis-

cussed earlier. The second important point

is that elimination of rules of origin matters

to Canada more than a common external

tariff. Figure 4 shows that elimination of

rules of origin accounts for the vast bulk of

economic benefits. Therefore, the main
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motivation for advocating a North

American customs union should be rules-of-

origin liberalization and not the establish-

ment of a common external tariff.

In terms of effects on specific sectors, negoti-

ating a customs union would have had the

strongest impacts on the natural resources,

automotive products and technology prod-

ucts sectors (figure 5). Recalling that the

removal of NAFTA rules of origin eliminates

the implicit subsidy on North American inter-

mediate goods and lowers the costs of final

goods, then, sectors of production should be

negatively affected by this shock when their

production is used as intermediate goods, and

positively affected when their production is

for final uses. All sectors of the economy use

natural resources intensively as an intermedi-

ate good. Therefore, the removal of rules of

origin induces strong substitution of non-

NAFTA resources, which has a negative impact

on the Canadian resources sector (-6.6 percent in figure 5). The automobile and technology prod-

ucts sectors intensively use intermediate goods, and they gain from rules-of-origin liberalization

(+13.4 percent and +3.3 percent), as they are in position to buy cheaper intermediate goods from

the rest of the world, which improves their efficiency (see Georges 2010 for further details).13

In conclusion, the idea that a North American customs union and elimination of rules of ori-

gin hold large aggregate economic benefits for Canada is not borne out by quantitative analy-

sis. The economic effects are positive, but they have decreased over time, and will continue to

decrease to the extent that multilateral tariffs continue to fall. We estimate that negotiating a

customs union with the United States and Mexico would increase Canadian output by about

0.5 percent annually, or $7 billion in today’s dollars. 

Potential Benefits of Diversifying Trade Away from the United States:
The Demographic Dimension 

A s noted earlier, arguments in favour of diversifying trade away from the United States to

other parts of the world are not new. Some of them, such as the notion that diversification

would reduce the volatility of Canada’s trade flows, are not supported by recent data on eco-

nomic volatility (Goldfarb 2006). Others, such as the notion that Canada should seek to spur

trade ties to fast-growing emerging markets, are actually being borne out to varying degrees as a

result of market forces. For example, Canadian exports to countries outside the OECD increased

from 8 percent in 2004 to 15 percent in 2009, while the US share decreased from 84 percent to

74 percent. Here we examine a demographic argument in favour of trade diversification.
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The link between demographic change and trade patterns
A typical framework (see, for example, Foot 2007) used to discuss the impact of population

aging on GDP per capita decomposes this ratio into five terms — productivity, effort, employ-

ment rate, labour force participation and the ratio of adults to total population:

The literature generally suggests that population aging might tend to reduce the first four

ratios to the extent that older workers are less productive, they choose to work fewer hours,

they are discriminated against owing to their age, or they decide to retire early and leave the

labour force entirely. It is thus generally thought that aging societies are at risk of economic

slowdown relative to more youthful nations. Trade fits into this framework indirectly at best,

to the extent that international trade tends to enhance productivity (see López 2005 for a sur-

vey of the trade-productivity literature). 

However, the impact of trade flows can be more clearly understood if we look at how the terms of

trade affect the relationship between real gross domestic income and real gross domestic product.

In a closed economy (with no tax), these quantities are identical, because the price index for pro-

duced goods is the same as the price index for purchased goods. But in the presence of interna-

tional trade, the price indices for produced and consumed goods need not be the same, and

variations in the ratio (known as the terms of trade) can have a strong impact on consumption

(and therefore economic well-being), as illustrated in the following equation:

where real consumption (per capita) is defined as real disposable income minus real private

saving, and the term of trade is given by the ratio of PQ (the price of the domestically produced

goods) over PCON (the consumer price index defined as a weighted average of the price of the

domestically produced goods and the foreign produced goods). An example is Canada’s expe-

rience in the 2000s. Thanks to a commodities boom that increased the prices paid for

Canada’s raw materials exports (combined with relatively stable consumer prices), Canada’s

terms of trade improved dramatically. From 2003 to 2008, Canada’s real gross domestic prod-

uct grew by 2.5 percent annually, but real gross domestic income increased by 3.9 percent

annually. The “extra” purchasing power was due to improvements in the terms of trade. 

While the impact of demographic change on GDP per capita is well understood, it is also

true that global demographic shifts can have marked effects on the terms of trade. As a

nation’s population ages, the supply of the goods it produces falls while their prices

increase, hence improving its terms of trade relative to younger nations. Clearly, a relative-

ly closed economy could not benefit from improvement in terms of trade. But an open

economy with some market power, such as Canada, could potentially mitigate the adverse

economic impact of an aging domestic population by selecting younger (and faster-grow-

ing) trade partners. This would result in stronger downward pressures on Canada’s
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consumer price index (as consumers and firms import more from countries with relatively

falling producer prices — owing to their young population and fast growth), thus improv-

ing further its terms of trade. (Note that some degree of specialization and thus market

power in production is essential for the terms of trade effects we describe here.14)

To examine this demographic dimension of trade diversification, we draw on work by

Georges, Mérette, and Seçkin (2009), which uses a multicountry overlapping-generations

model that is fully described in Mérette and Georges (2010). The model economy is made up

of seven regions. North America is disaggregated into the United States and Canada, to distin-

guish the impacts of aging on a relatively closed economy from those on an open economy.

Europe is aggregated into one region: the EU-15.15 Asia is disaggregated into three countries:

Japan, a developed country with an already aging population; and China and India, emerging

countries with very different demographic projections. The rest of the world is aggregated into

one residual “region.” International trade is modelled by assuming that each region in the

model produces a single good that is an imperfect substitute for the good produced in any

other region. Therefore, households in each region consume a basket of all the goods pro-

duced in all regions of the world. 

Demographic projections and simulation results 
Population aging results from a combination of factors, the most important of which are ris-

ing life expectancy and declining fertility rates. Table 1 provides the assumptions behind the

“medium variant scenario” of the United Nations demographic projections in each region of

Table 1: Projected fertility rate, life expectancy at birth and net migration, by country/region, 2005-50

2005-10 2015-20 2025-30 2035-40 2045-50

Canada
Fertility rate 1.53 1.55 1.65 1.75 1.85
Life expectancy at birth (years) 80.7 82.0 83.2 84.2 85.3
Net migration (thousands) 200 200 200 200 200

United States
Fertility rate 2.05 1.94 1.85 1.85 1.85
Life expectancy at birth (years) 78.2 79.5 80.7 81.8 83.1
Net migration (thousands) 1,199 1,100 1,100 1,100 1,100

EU-15
Fertility rate 1.45 1.52 1.61 1.69 1.76
Life expectancy at birth (years) 74.6 76.4 78.2 79.7 81
Net migration (thousands) 951 792 808 808 808

Japan
Fertility rate 1.27 1.30 1.40 1.50 1.60
Life expectancy at birth (years) 82.6 84.2 85.2 86.1 87.1
Net migration (thousands) 54 54 54 54 54

China
Fertility rate 1.73 1.83 1.85 1.85 1.85
Life expectancy at birth (years) 73 74.9 76.6 78.1 79.3
Net migration (thousands) -350 -345 -320 -320 -320

India
Fertility rate 2.81 2.32 1.97 1.85 1.85
Life expectancy at birth (years) 64.7 68.4 71.4 73.7 75.6
Net migration (thousands) -250 -240 -240 -240 -240

Source: United Nations (2008).
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the world, including the effects of interna-

tional migration. The demographic assump-

tions contained in table 1 can be used to

project the impact on the old age depend-

ency ratio (population aged 65 and over as a

ratio of the population aged 15 to 64) as

given in figure 6, for each region of the

world, over the period 2000-60. As can be

seen, Japan is by far the fastest aging coun-

try, with the elderly dependency ratio rising

from 28 percent in 2000 to 70 percent by

2040. The EU-15 has the second-highest

ratio, followed by Canada, whose elderly

dependency ratio is expected to rise from 18

percent in 2000 to about 43 percent in

2040. In contrast, the United States has a

more moderate increase in the elderly

dependency ratio, which is projected to

move from 19 percent in 2000 to 32 percent in 2040, in part because it has a much higher

total fertility rate than most industrialized countries. The Chinese elderly dependency ratio

follows a quite different pattern than that in the other regions. In 2000, China had one of the

lowest ratios (about 10 percent). However, the drastic fall in the fertility rate starting in the

1979 as a result of the one-child policy, combined with net out-migration will lead to a sharp

increase in the dependency ratio over the next several decades, reaching 30 percent in 2040

and continuing to rise. Finally, India has a relatively young population, and its elderly

dependency ratio is expected to rise only

modestly from 10 percent in 2000 to less

than 20 percent in 2040.

As noted earlier, population aging will lead

to a reduction in labour force growth, which

will put downward pressure on GDP growth.

Figure 7 illustrates the impact of population

aging in our multicountry model on real

GDP per capita through 2060, abstracting

from technical progress (that is, total factor

productivity growth). For ease of compari-

son across regions, variables are normalized

to 100 in 2000. As expected, among all

regions, Japan and the EU-15 are the most

negatively affected by population aging,

with an earlier and sharper decline than the

others in real GDP per capita. Aging has

already begun to exert a negative effect on

Canada
United States
European Union

Japan
China

India
Rest of the world

2000 2010 2020 2030 2040 2050 2060
0

0.1

0.2

0.3

0.4

0.5

0.6

0.7

0.8

Figure 6: Old age dependency ratio, selected nations and
regions, 2000-60

Source: Mérette and Georges (2010).
Note: The old age dependency ratio is the ratio of the population aged 65 and
over to the population aged 15 to 64.

2000 2010 2020 2030 2040 2050 2060
80

85

90

95

100

105

110

Canada
United States
European Union

Japan
China

India
Rest of the world

In
d

ex
 (2

00
0 

=
 1

00
)

Figure 7: Demographically driven change in real GDP per
capita, 2000-60

Source: Mérette and Georges (2010).



17IRPP Study, No. 11, December 2010

Canada’s Strategic Trade Policy Options: Deeper Continental Integration or Diversification? 

real GDP per capita in both Japan and the EU-15, although this effect has been delayed some-

what in other regions. Population aging in Japan and the EU-15 is projected to reduce real

GDP per capita by about 15 percent between 2000 and 2050. Soon, North America will also be

negatively affected by aging. Demographically driven real GDP per capita for Canada and the

United States peaks in 2010, but population aging will lead to declines thereafter. The impact

of aging on Canada is much more pronounced, with a fall of 11 percent between 2000 and

2050 as opposed to 6 percent for the United States over the same period. Looking at the other

side of the aging spectrum, India has a relatively young population and strongly benefits from

the demographic changes as its real GDP per capita increases until 2030 and then stabilizes

thereafter at that level. Finally, the impact of aging in China is stunning. The Chinese econo-

my has an abundant workforce at the turn of the twenty-first century, and this has supported

real GDP per capita until now. Soon, however, as the demographic shock in China resulting

from the one-child policy starts to kick in, the labour supply falls dramatically and contributes

to lower real GDP per capita. By 2050, the fall in real GDP per capita (of close to 15 percent

with respect to 2000) is similar to the one Japan is likely to experience. 

It is important to recall that technical progress and innovation, which contribute to long-term

growth in GDP, have been excluded from these forecasts, and in that sense the figures reaffirm

the need for aging societies to adopt policies to accelerate productivity growth. In Canada, for

instance, these projections imply that total factor productivity growth must increase by at

least 13 percent over the next 40 years just to prevent GDP per capita from declining, let alone

continuing to grow at rates to which Canadians are accustomed. 

Although the demographically driven downward pressure on GDP per capita will contribute

to lower consumption per capita, globalization through international trade can help offset

some of this through favourable terms of trade effects. To the extent that population aging

reduces the relative supply of a country’s good with respect to that in other regions, the rela-

tive price of its good will increase, and “older” countries should see an improvement in their

terms of trade. Table 2 illustrates this by showing the projected terms of trade for the seven

regions included in our model, and confirms that the fastest-aging nations have the largest

increases in their terms of trade. An improvement in the terms of trade means that countries

Table 2: Terms of trade and ratio of PQ to  PCON, 2010-60 (2000 = 100)

Term of trade1 PQ/PCON
2

2010 2020 2030 2040 2050 2060 2010 2020 2030 2040 2050 2060

Canada 102.1 105.3 109.5 113.9 117.3 118.9 100.4 101.1 101.9 102.9 103.6 103.9
United States 103.1 106.5 109.6 111.9 113.3 113.9 100.3 100.5 100.8 101.0 101.1 101.1
European Union 109.1 119.6 130.5 140.4 148.6 153.7 101.1 102.5 104.0 105.3 106.5 107.2
Japan 109.3 119.1 129.6 139.9 148.3 155.1 100.8 101.6 102.5 103.5 104.3 104.9
China 101.4 104.2 108.5 114.0 120.0 125.0 100.1 100.3 100.7 101.2 101.7 102.2
India 95.1 90.6 86.7 83.8 81.8 80.6 99.7 99.5 99.3 99.1 99.0 98.9
Rest of world 91.7 84.0 77.4 72.3 68.6 66.4 99.4 98.9 98.4 98.1 97.9 97.7

Source: Mérette and Georges (2010).
1 Terms of trade is defined as the (international) price of the domestically produced (and exported) good divided by an average of the price of imports. 
2 PQ/PCON is the (international) price of the domestically produced (and exported) good divided by the consumer price index (an average of the price of goods purchased
by domestic residents, i.e., domestically produced goods and imports). 
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can import more than before for a given

amount of exports, thus allowing domestic

real consumption to increase. 

Figure 8 shows projected changes in per capi-

ta real consumption driven by demographic

change (and the resultant changes in terms

of trade) for the seven regions, and the pat-

terns are quite different from those for per

capita GDP. Real consumption per capita in

Japan tends to fall because of the strong fall

in GDP per capita shown in figure 7.

Although Japan does see strong aging-related

improvement in its terms of trade, the eco-

nomic benefits are negligible because inter-

national trade is a relatively small share of its

economy. In contrast, the more open

economies of Canada and the EU-15 strongly

benefit from the terms of trade appreciation.

Indeed, for Canada this effect offsets the negative effect of aging on GDP per capita shown in

figure 7, allowing real consumption per capita to increase until 2020, after which it declines

until 2050 by roughly 3 percent. While the United States outperforms Canada in terms of demo-

graphically driven GDP per capita, Canada’s per capita consumption does not fall below its 2010

level for most of the twenty-first century, whereas the United States remains below its 2010 level

for most of the following decades. This reflects the fact that Canada has a more open economy

and its terms of trade are likely to improve more. Because Canada’s consumption per capita will

move in the opposite direction to GDP per capita until 2020, the Canadian economy will experi-

ence an “enriching decay,” that is, the improvement in the terms of trade is large enough to out-

weigh the negative impact of aging on domestic economic growth. This situation is the opposite

of the famous “immiserizing growth” scenario described by Bhagwati (1958).

India gets a strong boost in real consumption per capita, despite deterioration in its terms of

trade, as a result of a strong positive GDP per capita effect. This effect is itself stimulated by

capital deepening in India, as its advantageous demographic position increases the productivi-

ty of capital and attracts foreign investment (Mérette and Georges 2010). The case of China is

again striking, especially when observing the diametrically opposite directions taken by China

and India’s real consumption paths from 2000 on. For China, both GDP and terms of trade

effects contribute to reinforce the negative impact on real consumption per capita. Indeed, the

timing of the one-child policy makes the Chinese economy a (still) relatively young country

with respect to OECD countries but also an old one with respect to India and other parts of

the world. Being caught between younger and older countries, the Chinese economy does not

benefit from terms of trade appreciation occurring in the older, more open OECD countries,

nor does it strongly benefit from capital deepening through net foreign capital inflows

(Mérette and Georges 2010).
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Economic effects of trade diversification away from the United States 
The foregoing projections have assumed that Canada pursues no explicit policies to

diversify trade away from the United States. However, by examining alternative scenarios

in which trade shares are modified from their baseline values, we can estimate the effect

of trade diversification away from the United States on Canada’s real consumption per

capita.

Figure 9 shows how Canada would gain or lose in terms of real consumption per capita if it

diversified its trade away from the United States in favour of specific trade partners. For these

experiments, we reduced the US share in total Canadian imports by 10 percentage points, a

2.5 percentage point increment every decade for 40 years, while successively increasing the

share of other partners (see table 3 for details on alternative scenarios). 

Our results indicate that, relative to the base-

line case of unchanged US trade depend-

ence, Canadians would benefit from a

diversification scheme with India — the

improvement in terms of trade would be

large enough to boost Canadian consump-

tion per capita by almost 4 percent relative

to 2010 — and to a lower degree with

China. In sharp contrast, a diversification

scheme with the EU-15 or with Japan would

actually reduce real consumption per capita

slightly. For example, if Canadian firms and

consumers increased the share of Indian

goods in their imports by 10 percentage

points, this would offset the negative impact

of aging by propping up the real consump-

tion per capita along a slowly upward-slop-

ing path above its 2020 level. Therefore,
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Figure 9: Impact of diversifying Canada’s trade to selected nations
and regions on its real consumption per capita, 2000-50

Source: Georges, Mérette, and Seçkin (2009).

Table 3: Actual and hypothesized shares of Canadian imports under various trade diversification scenarios 

Diversification scenarios
Benchmark

import European Rest of 
shares1 Union Japan China India world

United States 60.8 50.8 50.8 50.8 50.8 50.8
EU-15 15.3 25.3 15.3 15.3 15.3 15.3
Japan 3.9 3.9 13.9 3.9 3.9 3.9
China 3.7 3.7 3.7 13.7 3.7 3.7
India 0.5 0.5 0.5 0.5 10.5 0.5
Rest of world 15.8 15.8 15.8 15.8 15.8 25.8
Total 100.0 100.0 100.0 100.0 100.0 100.0

Source: Georges, Mérette, and Seçkin (2009). 
1 Benchmark based on the GTAP 6 database (Dimaranan and McDougall 2005).
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between 2020 and 2050, real consumption

per capita in Canada would increase by

about 1.9 percent instead of falling by 2.8

percent, and would stand at roughly 4.7 per-

cent above its baseline level in 2050.

Diversifying to the EU-15 instead of India

would cost Canadians roughly 6 percent of

real consumption per capita by 2050. 

Figure 10 shows the results for diversification

schemes to mature industrialized economies

and emerging economies. In the mature mar-

kets, the shares of Japanese and EU-15 goods

each increase by 5 percentage points in total

Canadian imports, while the US share falls by

10 percentage points. The emerging markets

diversification scheme represents a weighted

average of the previous diversification schemes

to China, India and the rest of the world — the

10 percentage point share increase is spread

equally between the three regions. The rest of

the world is a composite of all remaining

countries/regions of the world, such as Russia, Africa, Brazil and South America, Oceania, the Arab

countries, Turkey and the Central Asian countries. Figure 10 illustrates that, according to our simula-

tions, emerging-market diversification schemes may prop up Canadian real consumption per capita,

whereas mature-market diversification schemes would amplify the expected burden associated with

population aging in Canada. The broad strategic choice of diversifying to mature markets instead of

emerging markets would cost Canadians roughly 5 percent of real consumption per capita by 2050. 

Caveats regarding our models
We need to be very explicit about what our modelling exercise does and does not do. Our

focus has been on the impact on real consumption of an exogenous change in trade shares

that would diversify our trade pattern away from the United States, and not on the mecha-

nism that might lead to a change in these shares. The size, composition and direction of trade

flows result from the decisions of millions of private producers and consumers. Government

policy may have an influence on these decisions, but bringing about a large and rapid shift of

trade shares might require strong policy measures.16 When Prime Minister Diefenbaker

announced in 1957 that Canada would switch 15 percent of its trade from the United States

to Great Britain, his plan would have required a doubling of UK exports to Canada, a willing-

ness by Canadians to shun the many desirable goods they were buying from the United States

while substituting less desirable goods from the United Kingdom, and the capacity of UK

customers to double the value of their Canadian purchases (Hart 2002). Diefenbaker’s policy

was blurred by nostalgia for Canada’s historic ties to Britain and by a lack of appreciation of

commercial realities. Bearing his example in mind, we stress the importance of supplementing
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Figure 10: Impact of diversifying Canada’s trade to mature
markets and emerging markets on its real consumption per
capita, 2000-50

Source: Georges, Mérette, and Seçkin (2009).
1 China, India and the rest of the world.
2 European Union and Japan.
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our analysis with studies of policies and institutions, such as bilateral trade agreements, that

might be used to bring about endogenous changes in trade shares.

A related but more subtle caveat asks whether we should even consider changing the baseline

shares of the model. These trade shares are presumably already optimally chosen on the basis of

the exogenous variables and parameters in the model. If we change the shares, we change con-

sumer preferences so that we cannot make meaningful comparisons.17 But are these baseline

shares truly optimal? Existing trade shares reflect all sorts of distortions in the economy, and the

presence of social capital (trust, networks) or its lack may still prevent Canada from establishing

deep economic ties with India, China or Brazil, even if these ties are desirable. 

Another caveat is the reliance of our model on a trade structure that assumes some degree of

imperfect substitution between goods of different geographical origins, so that the law of one

price does not hold. This assumption has been crucial in the economic literature (Helpman

and Krugman 1985) in explaining some robust features of international trade, such as substan-

tial two-way trade in “similar” products (intrasectoral trade) between countries. However, it

also implies that each country has market power (and thus faces a downward-sloping export

demand curve), so that quantity adjustment by producers to diverse shocks is somewhat

muted by the lack of direct competition between regional producers, while terms of trade

effects are greater as larger price changes are necessary to clear markets.18 This assumption

could be relaxed in future multisectoral analyses, depending on the nature of the goods (i.e.,

differentiated manufactured goods versus homogeneous primary goods that would follow the

law of one price). 

Policy Implications

W e believe that the bilateral and regional trade agreements, which have proliferated in

recent years — a phenomenon referred to as the “spaghetti bowl” of PTAs — are ter-

mites in the trading system that undermines true multilateral free trade (Bhagwati 2008).

These agreements have become a way for the United States and the European Union to

impose all sorts of “trade-unrelated” issues, cynically called “trade-related” issues in treaties.

These include intellectual property protection, domestic environmental issues and labour

standards, the last two presented as if they were altruistic measures aimed at benefiting for-

eign workers, even when they mask self-interest and new forms of protectionism. Multilateral

trade liberalization negotiations at the WTO, which avoid quests for preferential access,

remain the best strategy for countries seeking to take advantage of the international specializa-

tion of labour.19 They permit countries to diversify trade partners by eliminating or mitigating

trade preferences and their distortions. In consequence, the WTO model should be embraced

by those in Canada who advocate trade diversification away from the United States. 

Given the political impasse at the WTO, Canadian policy-makers would be wise to consider

second-best strategic options. This study has examined two possibilities: enhancing and

deepening continental trade by negotiating a North American customs union, and attempt-

ing to diversify trade away from the United States to other regions of the world. The main

benefit of a continental customs union would be the elimination of NAFTA rules of origin,
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which would reduce compliance costs and eliminate implicit subsidies and taxes on North

American and foreign raw materials, intermediate goods and value added. Canadian firms

could thus purchase intermediate goods where they are the cheapest, lowering production

costs and enhancing competitiveness, which would induce further exports elsewhere in the

world. Hence, paradoxically, deepening continental integration via a Canada-US customs

union is another strategic direction, one that could also contribute to diversification of

trade away from North America. If Canada is in search of a policy measure that might rec-

oncile opponents and proponents of increased regionalism, this might be the one. Trade

resources could be allocated away from the failed acronymic initiatives of the 1990s and

2000s (shown in figure 1) in order to pursue this option. However, our quantitative analysis

shows that the long-term economic benefits are small — about 0.5 percent of GDP annually

($7 billion in current dollars) — and will continue to get smaller to the extent that MFN

tariffs continue to fall. 

With regard to the second strategic option, the economic benefits of diversifying trade away

from the United States appear potentially larger than those of deepening North American

integration, so long as trading partners are selected carefully. To date, however, Canada has

adopted a scattershot approach, as shown in the box. As a general rule, Canada should negotiate

agreements with relatively youthful nations (such as India, Brazil and, to a lesser extent, China)

Canada’s free trade agreements in force and under negotiation

Free trade agreements in force
➤ Canada-United States Free Trade Agreement: signed October 4,1987 

➤ North American Free Trade Agreement: in force January 1, 1994

➤ Canada-Israel Free Trade Agreement: in force January 1, 1997

➤ Canada-Chile Free Trade Agreement: in force July 5, 1997

➤ Canada-Costa Rica Free Trade Agreement: signed April 23, 2001; in force November 1, 2002

➤ Canada-European Free Trade Association Free Trade Agreement: signed January 26, 2008; in force July 1, 2009

➤ Canada-Peru: signed May 29, 2008; in force August 1, 2009

➤ Canada-Colombia Free Trade Agreement: signed November 21, 2008

➤ Canada-Jordan Free trade Agreement: signed June 28, 2009.

Free trade agreements under negotiation
➤ Panama: announced May 6-7, 2008; inaugural trade negotiations October 27-31, 2008

➤ Dominican Republic: announced June 7, 2007; inaugural trade negotiations December 10-14, 2007

➤ Central America 4 (CA-4: El Salvador, Guatemala, Honduras and Nicaragua): Inaugural trade negotiations

November 21, 2001: renewed formal negotiations February 23-27, 2009 

➤ Caribbean Community (CARICOM: Antigua and Barbuda, the Bahamas, Barbados, Belize, Dominica, Grenada,

Guyana, Haiti, Jamaica, Montserrat, Saint Lucia, St. Kitts and Nevis, St. Vincent and the Grenadines, Suriname,

Trinidad and Tobago): announced July 19, 2007; inaugural meeting of trade negotiators October 18, 2007

➤ Free Trade Area of the Americas (FTAA): call for early resumption of FTAA negotiations November 4-5, 2005

➤ European Union Comprehensive Economic and Trade Agreement (CETA): announced October 17, 2008; inaugural

trade negotiations May 6, 2009

➤ Korea: announced November 19, 2004, inaugural trade negotiations July 15, 2005

➤ Singapore: announced October 21, 2001: inaugural trade negotiations January 2002

➤ India: announced November 11, 2010

Source: Foreign Affairs and International Trade Canada (http://www.international.gc.ca/international/index.aspx?lang=eng). 
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to take advantage of demographically driven improvements in its terms of trade as well as strong

economic growth in these nations. Trade diversification to India, for example, would increase

Canadian real per capita consumption by 2050 by nearly 5 percent relative to the scenario with

no diversification. A more general effort to diversify trade to emerging markets outside North

America and the EU-15 would result in a 3 percent increase in per capita consumption. From a

demographic perspective, it would be unwise for Canada to try to diversify trade to Japan and

Europe, notwithstanding the current government’s intention to move ahead with negotiations

for a comprehensive economic and trade agreement with the European Union. Our simulations

show that this would actually reduce real consumption per capita relative to the scenario with

no diversification. Canadian trade policy-makers might well reconsider the wisdom of pursuing

these talks at the expense of other trade negotiations.

Although the growth potential of China has attracted much attention, an analysis that takes

into account demographic factors shows that India is an even more promising market in the

twenty-first century. It may achieve its potential if it pursues its efforts to integrate the world

economy through liberalization of both trade and capital flows, while accelerating the move-

ment of its workforce out of agriculture and into the unskilled-labour-intensive industry of

the “organized” sector (Panagariya 2006). 

Factors other than demographics clearly go into making a country an attractive trading part-

ner for Canada. The most important of these are innovation and productivity, which serve not

only to spur faster economic growth in our potential export markets, but also allow the fruits

of foreign innovation to spill over to Canadian firms via foreign direct investment. Indeed,

one of the great advantages of having such close trade ties to the United States is privileged

access to the many innovations that originate there. While forecasts of global innovation are

beyond the scope of this study, it is clear that China and India are both striving to transform

their economies into innovation leaders, and their efforts only strengthen the argument for

developing deeper Canadian trade ties with them. Their transformation into innovation lead-

ers would also reinforce the favourable terms of trade effects.

The tough question is, of course, how to diversify trade. As noted earlier, trade patterns are the

result of millions of individual decisions made in the context of an existing set of tariffs and

preferences. Past efforts to significantly change Canada’s trade patterns largely failed to meet

their goals. Policy-makers must see this diversification strategy as a long-term proposition by

which cultural and nonbusiness ties, trust and networks can pave the way for trade missions

and an eventual preferential trade agreement with countries such as India, Brazil and China.

India is a promising candidate, because in addition to India’s advantageous demographics and

other circumstances, Canada’s large Indian diaspora has already helped build cultural ties

between the two nations, which also share a history as former possessions of Great Britain. As

Dobson (2006, 20) suggests, India’s demography and economic momentum argue for greater

Canadian policy attention; she argues that “an FTA negotiation would send a powerful signal

of commitment...to Canadian businesses interested in penetrating the Indian market and

using India as a platform for Asian operations.” The key point here is that the positive influ-

ence of export lobbying would offset the negative lobbying of the import-competing interests
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and could thus accelerate negotiations. The United States is India’s obvious strategic priority

in the Western hemisphere, but a recent analysis of the feasibility of a comprehensive US-

India bilateral FTA concluded that neither country was ready for such an agreement (Bery,

Bosworth, and Panagariya 2005). The recent announcement of trade negotiations between

Canada and India is a significant strategic signal of India’s potential importance to the North

American economies and will serve Indian interests beyond the Canadian market.  

By engaging in the three-quarters of the economy outside the US, as Head (2007) puts it,

Canada has the opportunity to broaden the trade-driven growth that is essential to its eco-

nomic well-being while continuing to reap the benefits of its geographic and economic prox-

imity to the United States.



25IRPP Study, No. 11, December 2010

Canada’s Strategic Trade Policy Options: Deeper Continental Integration or Diversification? 

Notes
1 In the same spirit, Acemoglu and Ventura (2002) emphasize

the role of terms of trade for world income distribution.

2 Since Adam Smith, the argument in favour of free trade has
lain in specialization and the international division of
labour. The case for free trade has often been questioned by
non-economists, but also by great economists such as John
Stuart Mill, John Maynard Keynes, Gottfried Haberler, Paul
Krugman, and Jagdish Bhagwati. However, as clearly estab-
lished by Bhagwati and Ramaswami (1963), these criticisms
are based on the presence of economic distortions. In the
context of a small open economy, the case for free trade is
restored once an appropriate policy is adopted to neutralize
the existing domestic distortion.  

3 This, of course, contrasts the “trade creation” versus “trade
diversion” effects underlined by Viner (1950). Since Viner, the
development of the literature can be seen as an attempt to iden-
tify particular circumstances in which the formation of PTAs
will provide net economic benefits — that is, when the effects
of trade creation more than offset those of trade diversion.

4 The European Union, for example, does not impose prefer-
ential rules of origin among its members, as it is a customs
union. Of course, it does have rules-of-origin regimes with
countries external to the union and which have signed FTAs
with it.

5 According to the change in tariff classification test, goods
produced in one or more of the three countries with non-
originating materials may be “freely traded” (i.e., exempted
from tariff) when, after the manufacturing process, all such
materials (excepting a de minimis amount) undergo a change
in tariff classification based upon the Harmonized Tariff
System. According to the value content test, some goods
must also contain a minimum regional value content —
defined as the transaction value of a good minus the value of
non-originating materials — which, when expressed as a per-
centage, must be at least 60 percent in order to “free trade”
the goods under NAFTA. Alternatively, there is also a net cost
value method, because manipulation of prices in transfers
among corporate affiliates might otherwise take advantage of
NAFTA’s transaction value method. In this case, the relevant
percentage is 50 percent. Finally, the specific production
process criterion specifies that for some goods there might be
a particular production process that must be employed. 

6 Coalitions can be international or intranational coalitions,
and are typically between intermediate-good sectors and
final-good producers. For example, Mexican tomato paste
producers may lobby for tomato ketchup to be included in
the Mexican list of duty-free goods if this gives a tariff pref-
erence to US ketchup producers that is sufficiently large to
induce them to fulfill the rules of origin by switching from
cheaper Chilean to Mexican tomato paste. The gain for
Mexicans is a new export market for their tomato paste,
while the US ketchup producers can export duty free to
Mexico. Mexican ketchup producers who have traditionally
used (protected) Mexican tomato paste (and therefore who
are already satisfying rules of origin) might tolerate the
inclusion of ketchup in the Mexican duty-free list even if
they are likely to lose from tariff removal, because a strict
rules-of-origin regime will raise the costs of their US rivals
more than their own.

7 The emphasis on import trade shares instead of export shares
or export diversification might be more relevant to the case
of trade diversification, at least in a long-term perspective.
According to classical trade theory, higher exports are not
an end in themselves (at the macro level of the economy,
not necessarily at the micro level of the individual firm),
and the main objective of international trade is (and the
ensuing gains from trade for a country as a whole come
from) the possibility of importing some goods at a relatively
lower price than the opportunity cost of producing them
with domestic resources. This view has been best described
by Krugman (1993), where he says that “the need to export
is a burden that a country must bear because its import sup-
pliers are crass enough to demand payments.” 

Of course, this view is debatable, especially in the short run.
In a situation of economic slack and recessions, one can
consider exports as an incentive to employment and
national income, and imports as “leakages” that, to a cer-
tain degree, prevent the working of this incentive. In this
case, the real benefit arising from trade lies in exports rather
than imports, and the danger of losing a market if political
or economic conditions deteriorate makes for as much con-
cern as the danger of losing supplies. 

8 See, for example, Estevadeordal (2000); Estevadeordal and
Suominen (2008); Cadot, Estevadeordal, and Suwa-
Eisenmann (2006); Carrère and de Melo (2004); Kunimoto
and Sawchuk (2005); and Esteavadeordal, López-Córdova,
and Suominen (2008). These econometric studies are not
without problems, however, because the use of preferential
access in an FTA (and the concomitant rules-of-origin com-
pliance) is an option, not an obligation, so that
Estevadeordal’s index of ex ante rules-of-origin restrictive-
ness is less relevant than the ex post restrictiveness, or effi-
ciency cost, of these rules. 

9 See Georges (2010) for a review of some proposals on sim-
plification or harmonization of rules-of-origin between sec-
tors or across FTAs, and see Lloyd (1993, 2002) for an
interesting proposal for a rule-of-origin criterion based on
multiple (instead of single) originating countries (as several
countries typically contribute to the value added of the
traded goods). It seems reasonable enough to suggest an
across-the-board standard instead of the current heteroge-
neous rules across sectors (e.g., the NAFTA triple transforma-
tion test in the textile/apparel sectors and the 62.5 percent
test in the automobile sector). In practice, however, as
argued by Destler (2006), harmonization across sectors
would be difficult to achieve on a large scale simply because
these rules resulted from hardly disputed sector-specific
negotiations and their current settings matter a great deal to
producers. Rules of origin should not be viewed as a deal
between nations but instead as a deal between private busi-
ness interests and governments that needed to obtain busi-
nesses’ support in the legislative battle.

10 Even a common external tariff set equal to the US MFN is
likely to generate much lobbying, negotiation and opposi-
tion. Industries where Canadian or Mexican MFN tariffs
have to be reduced to US levels are likely to oppose such a
move. Furthermore, foreigners are likely to oppose the (less
common) cases of upward adjustment of Canadian or
Mexican external tariffs to US levels, which would violate
article 24 of the WTO (in cases where actual external tariffs
are at their WTO bound levels) and trigger retaliation or
require compensation.    

11 Note that moving from NAFTA to a customs union is not
necessarily welfare-improving according to the general prin-
ciple known as the theory of the second best, which states
that, in a system with several distortions, the removal of
any one of them cannot be presumed to be welfare-improv-
ing. Indeed, Georges (2008a) shows that NAFTA countries
might potentially suffer from a deterioration in its terms of
trade  because the additional demand for non-NAFTA inter-
mediate goods will increase the international price of these
goods. This suggests an analogy with the theory of optimal
tariff and reflects the fact that North American firms, taken
together, constitute a significant share of the world demand
for intermediate goods, and hence have the potential to
affect world prices. Thus, the net effect of the removal of
NAFTA rules of origin on welfare is ambiguous in theory
and requires empirical analysis to verify.  

12  The full impact of adopting a customs union also includes
cross effects. The removal of NAFTA rules of origin per se
modifies trade patterns between NAFTA and non-NAFTA
countries. Therefore, second-order effects measure the
impact that the adoption of a common external tariff might
also have on the new pattern of trade when rules of origin
are removed, with repercussions on all variables in the
model. As these cross effects are relatively small, we will not
discuss them further.  
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13  The sectoral results must be interpreted with extreme cau-
tion. Most rules of origin are legislated at highly disaggre-
gated levels and differ across industries within the eight
broad sectors in our model, which makes interpreting these
aggregate results difficult. This warrants further, more
detailed, sectoral analyses. 

14 This assumption has proved to be crucial in explaining
robust features of international trade, such as the substan-
tial two-way trade in products of similar factor intensities.   

15 Austria, Belgium, Denmark, Finland, France, Germany,
Greece, Ireland, Italy, Luxembourg, the Netherlands,
Portugal, Spain, Sweden, and the United Kingdom. 

16 It is clear that that there is and will always be an asymmetry
in a regional agreement between Canada and the United
States. Transposing Hirschman’s case study (1945) of
Germany and Bulgaria to the United States and Canada, we
see that trade with Canada represents roughly 16 percent of
total US trade for both imports and exports, while trade
with the United States represents about 61 percent and 75
percent of Canada’s total imports and exports, respectively.
It would be much more difficult for Canada to shift trade
with the United States to other countries than it would be
for the United States to replace Canada as a market and a
source of supplies. 

17 As one of this paper’s referees nicely put it, “If people could
be made to like water better than wine, then welfare would
go up, since water is cheaper to produce than wine. But if
the utility function can be changed at will, then any level of
welfare is attainable.” Note, however, that we report pre-
and post-real aggregate consumption levels, not strictly a
welfare level (which, in an overlapping generations model,
is cohort-based).  

18 See Lloyd and Zhang (2006) and Zhang (2006) for papers on
the effects of this assumption, here modelled using the
Armington (1969) trade framework.

19 Furthermore, despite the precedent set by the agreement on
intellectual property rights, Trade Related Aspects of
Intellectual Property Rights (TRIPs) at the WTO, demanded
by the United States, weaker countries could better resist the
pressures of the United States and the European Union by
the sheer force of numbers.
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