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MINISTER’S MESSAGE

I'd like to introduce the 2022 State of Trade on behalf
of the Government of Canada.

This report highlights Canada’s robust trade and
investment recovery, which has displayed remarkable
resilience during another challenging year. This
year’s report focuses on free trade agreements,
which will continue to be vital tools for Canadian
businesses as they enter this new phase of the
post-pandemic recovery.

Last year was incredibly important for Canadians—it
was a year of economic recovery amid a global
pandemic. Businesses faced tremendous challenges,
ranging from interrupted production and supply chain
disruptions to rapid shifts in demand and elevated
commodity prices. Despite significant challenges,
Canada’s two-way trade in goods and services rose
14.1% in 2021 to reach a new record high of

$15 trillion; this is a testament to the adaptability and
resilience of Canadian businesses, workers and
entrepreneurs.

The scale of the government’'s emergency economic
support helped to foster this strong recovery and
enabled Canadians and businesses to better weather
the pandemic. Budget 2022 pledged historic
investments—in people, in the green transition and in
innovation and productivity—to create jobs and
prosperity and build a more robust economic future
to support a stable and complete recovery.

Canada’s free trade agreements (FTAs) are integral to
solid business recovery. Canada is committed to
enhancing this network by negotiating new FTAs with
high-potential partners. FTAs support economic
growth, open doors internationally, and facilitate the
development of diversified and resilient supply chains.
They also support the rules-based multilateral trading
system. They have helped to keep markets open to
allow access to food and medical supplies amid the
unprecedented challenges of the past two years.

This year's State of Trade report details the impacts
that FTAs have had on our economy—including their
effects on exporters, workers, sustainability, and
inclusiveness. Canada actively implements trade
policies that maintain access to foreign markets for
Canadian commerce while maximizing trade benefits
for all Canadians.

Canada is the only G7 economy with comprehensive
free trade access to the entire G7 and European
Union. Canada’s 15 FTAs cover 61% of the world’s GDP
and open markets to 15 billion consumers worldwide.
However, we recognize that opening doors is the first
step in succeeding abroad. Our job is to help
businesses take those next steps: from the Trade
Commissioner Service to Export Development Canada,
Canada’s toolkit helps Canadian businesses start up,
scale up, and access new markets.

As we move into the subsequent recovery phase,
Canadian businesses and exporters will need to be as
nimble as ever. | am confident that they are up to the
challenge.

Ny M)

The Honourable Mary Ng

Minister of International Trade, Export Promotion,
Small Business and Economic Development
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EXECUTIVE SUMMARY

Canada is experiencing an economic recovery
while still contending with a global pandemic.
The world faced numerous challenges
throughout 2021, including multiple waves of
COVID-19, pandemic-induced supply chain
disruptions and travel restrictions, and uneven
vaccine access. Yet global GDP grew 6.1% in
2021 on the heels of a 3.1% contraction in
2020, as economies continued to reopen and
production got back on track. However,
beneath the surface of this strong growth,
many countries struggled to recover from 2020
lows, and economic activity in almost half of all
countries was actually lower in 2021 compared
to their pre-pandemic 2019 levels.

Canada is also among that group, with last
year's GDP coming in 0.9% below 2019 levels,
even though Canada actually fared quite well
relative to other advanced economies. The only
G7 country that was further along in its
recovery path was the US., with its economic
activity 2.1% above 2019 levels. Canada had a
strong labour market recovery, with an
unemployment rate of only 6.0% by year-end.
Many sectors such as finance, real estate, and
retail trade thrived, while others, namely those
in arts and recreation, accommodation and food
struggled due largely to the effects of the
pandemic and tight labour markets. Overall, the
Canadian economy expanded 4.5% in 2021,
following a 5.2% decline the year before.

The surge in activity south of Canada’s border
helped to drive record-breaking growth in
Canadian trade. In 2021, exports of goods and
services expanded 18.3% to reach a record
high of $766 billion—driven largely by surging
natural resources prices, but also from broad-
based demand for a multitude of products,
from consumer electronics to professional and
financial services. Imports of goods and
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services surged 10.2% to $764 billion on the
strength of pharmaceutical and medicinal
products as well as imports of a variety of
manufactured products. Canada’s trade in
goods overall enjoyed strong demand in 2021,
while services overall had only begun to
recover from the pandemic’s devastating hit.

Unsurprisingly, Canada’s robust trade can
largely be credited to the US.’s strong
economic recovery. Canada’s exports of goods
and services to the US. ballooned by 23.9%
(reaching a record $550 billion), and imports
grew 9.7% (to $463 billion). Much of this export
growth was driven by demand for Canadian
natural resources (especially energy products),
as well as commercial services. Canada’s trade
with other countries also experienced notable
growth, particularly in exports of goods, which
expanded 219% overall, with positive growth in
8 out of Canada’s top 10 trade partners.
Meanwhile, services exports grew only 33%
overall in 2021 with the recovery only gaining
momentum toward the end of the year
following the devastating 15.9% drop in 2020.

There was a solid recovery in both Canadian
direct investment abroad (CDIA) and inward
foreign direct investment (FDI) in 2021, as
investment flows increased around the world.
Unlike the slow recovery following the 2007-08
global financial crisis, investment flows
rebounded quickly in 2021, with both CDIA and
FDI surpassing their pre-pandemic levels.

Looking ahead, Canadian companies will
continue to face headwinds. Russia’s invasion of
Ukraine injected fresh uncertainty, exacerbating
already high inflation and putting additional
pressure on supply chains. An important tool to
support Canada’s economic recovery is its vast
network of free trade agreements (FTAs) that
covers 61% of the world’s GDP in 51 countries



and opens doors to 15 billion consumers. This
State of Trade report features Canada’s FTAs
and the benefits they bring to Canadians.

The merits of free trade are well known and
include innovation, economies of scale, market
competition, and increased access to products,
to name a few. This report examines the impacts
of FTAs after they have been put in place and
the lessons learned from these past experiences.

Canada’s embrace of free trade dates back to
the 1850s and 1860s, when Canada was part of
British North America. However, all 15 of
Canada’s current FTAs were put in place during
the last 25 years.

The raison d’étre of FTAs is to augment trade
among signatories to enhance the well-being
of society in the long run. Bilateral trade more
than doubled in the 10 years following the
entry into force of Canada’s FTAs that were
signed before 2010 (with the exception of
Canada’s FTA with Peru). Moreover, Canadian
companies tended to increase their use of
tariff preferences in the years following
implementation of FTAs. Our analysis of the
1997 Canada-Chile FTA established a causal link
determining that the FTA increased bilateral
trade 12.2% faster than would have been the
case in the absence of the agreement. A similar
analysis found that bilateral trade with Colombia
increased on average 5.8% to 7.0% faster than
it would have in the absence of the Canada-
Colombia FTA signed in 2011.

While increased trade is the immediate
objective of FTAs, the ultimate objective is to
enhance the overall well-being—or welfare—of
society. This welfare benefit is measured
through producer and consumer gains; the
analysis is important because FTAs do not
guarantee an optimal welfare outcome.
Producers can benefit from efficiency gains; for
example, the labour productivity of Canadian
manufacturing plants increased following the

Canada’s free trade agreement timeline
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Source: Global Affairs Canada.

Note: CUSFTA = Canada-US. Free Trade Agreement; NAFTA
= North American Free Trade Agreement; EFTA = Canada-
European Free Trade Association Free Trade Agreement;
CETA = Canada-European Union Comprehensive Economic
and Trade Agreement; CPTPP = Comprehensive and
Progressive Agreement for Trans-Pacific Partnership;
CUSMA = Canada-United States-Mexico Agreement.
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1989 Canada-United States FTA, and exporting
firms were on average more productive than
non-exporting firms following the FTA.
Meanwhile, consumers benefit from an
increased variety of products at lower prices.

Free trade might boost national welfare on the
whole, but there is no guarantee that all people
will be better off. Therefore, trade agreements
need to be appropriately designed to ensure
that all segments of society can benefit from
the opportunities that flow from free trade.
Research regarding the effects of China’s
accession to the World Trade Organization has
demonstrated that the adjustment can be quite
slow and painful for many workers; however, it's
important to recognize the consumer benefits
that stem from the increased access as well as
increased export opportunities.

Increased trade between developed countries
has been found to have a limited impact on
labour market outcomes. In the context of the
1989 Canada-United States FTA, there was no
evidence that workers were permanently
pushed out of the labour force, even in
industries with significant tariff reductions;
there were high levels of re-employment in
other manufacturing industries or even other
firms within the same industry. Perhaps more
importantly, decreases in income in the short
run were offset by higher earnings in the
longer term.

With tariffs around the world now at near
historical lows, there are other commitments
that are gaining prominence in FTAs. These
include commitments to reduce red tape,
increase predictability in regulatory
requirements, and commitments to broader
goals such as addressing environmental issues
and protecting human rights. Early evidence
points to FTAs being effective at lowering
these trade barriers and the overall costs of
trade. Additionally, the design of FTAs can
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contribute to reducing the export of
environmentally harmful goods and to
increasing so-called “green” goods, particularly
for developing countries.

FTAs can also have wider impacts on diplomatic
relations, security and governance. In fact, FTAs
are closely tied to increases in other types of
agreements, including those on investment,
infrastructure and transportation, and have
even resulted in common voting patterns at the
United Nations. Moreover, increased trade
between countries with FTAs has been found
to significantly reduce the likelihood of conflict
between them by increasing the cost of
conflict, providing resolution mechanisms and
enhancing the familiarity with respective
institutions.

As part of the trade diversification agenda,
Canada is implementing its inclusive approach
to trade. Canada’s approach aims to ensure
that the benefits and opportunities that flow
from trade are more widely shared, including
with equity deserving groups such as women,
small and medium-sized enterprises (SMEs), and
Indigenous peoples. This involves seeking
gender responsive and inclusive provisions
across FTAs, supported by gender-based
analysis (GBA Plus), and standalone chapters on
trade and gender, SMEs, and trade and
Indigenous peoples.

FTAs have a broad range of impacts, including
significant positive effects that go beyond
immediate economic outcomes. Understanding
these impacts can help negotiators tailor
future FTAs to maximize their positive effects,
address fast-evolving phenomena such as the
digital economy and confront other issues as
they arise.
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C‘l.o; INTRODUCTION

1.0 Introduction

KEY DATA

It has been over 2 years since the onset of the
global COVID-19 pandemic, which has
provoked profound impacts on the global and
Canadian economies and disrupted almost
every aspect of our daily lives. As 2021 began,
the world was already on the path to recovery,
albeit an uncertain one. Many countries
entered the new year in a weaker position
than expected due to unforeseen setbacks
such as the emergence of new variants
leading to renewed public health restrictions,
supply chain disruptions delaying production,
and supply and demand imbalances leading to
surging prices. As the year went on, and
vaccination programs were rolled out, people
became more and more optimistic, and the
recovery became a little more stable.

However, even amid the optimism, the latter
part of 2021 brought forth additional
challenges for people and businesses with
further supply chain issues and public health
concerns, all of which reduced the strength of
the recovery. Moreover, the Russian invasion of
Ukraine in early 2022 has introduced new
challenges around the world and has
threatened the rules-based international order.
In Part 1 of State of Trade 2022, we will look
back at the past year to see how the global
and Canadian economies have fared since the
historical crash in 2020.

@ Canada’s State of Trade — 2022
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11 Global context

KEY DATA

Global economic recoveries: real GDP in 2021 vs. 2019
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T

Source: International Monetary Fund. Calculation of the OCE.

Overall, the world posted a robust economic
recovery for 2021. According to the
International Monetary Fund (IMF), world real
GDP rebounded by 6.1% in 2021 after a 3.1%
decline in 2020 (Figure 1.1).

However, while growth surpassed the IMF’s
October forecast by 0.2 percentage points,
there was a slowdown in economic activity
around the world in the second half of the
year. One of the key reasons for the slowdown
was a prolonged disruption to global supply
chains, as high seaborne freight costs,
congested ports, and shortages of key
products showed few signs of improvement by
the end of the year. This, coupled with uneven
rollout of vaccines in some countries,
restrained global economic activity.
Furthermore, despite high vaccine uptake in

advanced economies, the emergence and
spread of the Omicron variant during the final
few weeks of 2021 led to a rapid deterioration
of health conditions and consumer sentiment
around the world. Lastly, in addition to these
factors, broadening price pressures across
regions (for example, energy and food prices)
continued to build up throughout the second
half of the year.

The United States was one of the countries
most impacted by the global supply chain
disruptions. Supply-side problems persisted
throughout the year as container ships waited
to unload off the coast of California and a
global shortage of semiconductors hampered
production in several industries, but primarily
in motor vehicle manufacturing. The back up in
warehousing, increased shipping rates, and

Canada’s State of Trade — 2022 @
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FIGURE 11

The world experienced a swift recovery

Annual GDP growth and forecast by country group (%)
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Source: IMF World Economic Outlook, April 2022. Retrieved on April 19, 2022. Calculation of the OCE.

supply and demand imbalances all contributed
to a significant deceleration of US. economic
growth in the third quarter of 2021. In China, the
combined effects of resurgence in COVID-19
cases, electricity shortages constraining
industrial production, and declining real estate
investment also dampened the country’s
economic growth. Similarly, in Europe, supply-
side disruptions coupled with the later spread
of the Omicron variant resulted in economic
activity stalling among European countries in
the last quarter of the year.

For 2021 overall, emerging markets

(6.8% growth) outperformed advanced
economies (5.2% growth). While significant
uncertainties remain, this trend is currently
expected to continue over the next 2 years,
with emerging markets growing by 3.8% in
2022 and another 4.4% in 2023; meanwhile,
advanced economies are projected to grow
3.3% in 2022 and 2.4% in 2023. In terms of real
output levels, both groups of economies

Canada’s State of Trade — 2022

recovered their losses incurred in 2020 and
surpassed their pre-pandemic 2019 levels by
the end of 2021 (Figure 1.2).

Despite widespread supply chain issues such as
the ongoing global semiconductor shortage and
port backlogs weighing down on the pace of
recovery, global merchandise trade posted
historical growth in 2021. The resurgence of
global economic activity in the first half of the
year was the main factor driving global trade
volumes above their pre-pandemic records. The
World Trade Organization (WTO) estimated a
9.8% increase in world merchandise trade
volume in 2021, followed by a projected

3.0% growth in 2022 (WTO, 2022). Compared to
the pre-pandemic peak in 2019, 2021 world
merchandise trade volume was also 4.3% higher.
On the other hand, while the value of global
trade in commercial services increased by 15%
in 2021, many sectors, especially those that rely
on face-to-face interactions, continued to lag
behind goods trade.
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Following a sharp decline in 2020 (-37%), global
inflows of foreign direct investment (FDI)
rebounded quickly in 2021, estimated at

US$1.7 trillion (UNCTAD, 2022). This represents
a 77% increase from 2020, surpassing pre-
pandemic levels by over US$150 billion. The
recovery was faster than previously projected
by UNCTAD (2020) and widespread across
regions. Developed economies, which had
experienced the largest pandemic-driven drop
in FDI (-65%), saw their FDI inflows almost
triple in 2021, to an estimated US$777 billion. In
developing economies, where the 2020 decline
was less severe (-7%), FDI inflows grew by 30%
to US$870 billion in 2021 (UNCTAD, 2022).
About one third of the increase in global FDI
inflows in 2021 was driven by cross-border
mergers and acquisitions (M&As) (UNCTAD,
2022). The surge in M&As was primarily in the
services sector, which accounted for close to
three quarters of cross-border M&A deals in
2021. In January, UNCTAD projected a positive

FIGURE 1.2

outlook for 2022, with a slower growth than in
2021, as underlying trends were expected to
remain unchanged.

The world contended with new challenges
right into 2022. The global economy remains
fragile, and further setbacks could affect
Canada. A major new source of uncertainty
was brought about by the Russian invasion of
Ukraine, which has led to the loss of thousands
of lives and the exodus of millions of Ukrainians.
This attack has put the supply of important
commodities such as wheat and oil at risk and
has resulted in a surge in commodity prices.
The ramifications are being felt worldwide,
weighing on markets and business confidence.
In April, the IMF downgraded its 2022 global
GDP forecast to 3.6% from its January forecast
of 4.4%, and businesses and markets are
expected to continue contending with these
global challenges for some time.

After the robust economic recovery in 2021, world real GDP has surpassed

its pre-pandemic level

Real GDP compared to pre-pandemic (2019) levels (% difference)
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Source: IMF World Economic Outlook, April 2022. Retrieved on April 19, 2022. Calculation of the OCE.
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1.2 Canadian economic

performance KEY DATA

Canada’s economy rebounded strongly in 2021 Canada in 2021
(4.5%) after a historical contraction in the year

prior (-5.2%). However, the Canadian economy
experienced many challenges, starting with a A ? A

fresh wave of COVID-19 cases and restrictions, 45% A 2 | 3.4%
which slowed economic recovery to 44% growth & LS

in the first quarter of 2021 on the heels of 9.1% * (é)g_}f

growth in the last quarter of 2020 (seasonally Real GDP Rl Inflation
adjusted at annual rates). On top of public %’%tg

health measures restricting economic activity,

the second quarter of the year experienced a EC°’:Z';TCGIST,C%V”V’

slowdown in the resale housing market and a 2021 vs. 2019
decline in exports, which together led to a v
contraction in Canada’s real GDP of 3.1%. -0.9%

Fortunately, the economic recovery resumed in
the second half of 2021. As public health
restrictions eased, households increased their Unemployment rate Employment
spending and exports turned around in the
third quarter, leading to a 5.3% growth in

Source: Statistics Canada. Calculation of the OCE.

FIGURE 1.3

Canada recorded the second-best GDP recovery among G7 countries

Real GDP growth (%) for G7 countries
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Source: Statistics Canada and IMF World Economic Outlook, April 2022. Retrieved on May 31, 2022. Calculation of the OCE.
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6-2 CANADIAN ECONOMIC PERFORMANCE

overall economic activity. This momentum
carried into the fourth quarter of 2021, which
saw the economy expand by 6.6% on the back
of business investment in engineering
structures and home ownership transfer costs.
For the full year, Canada’s real GDP rose by
45% to $2.09 trillion. Nonetheless, this
remained 0.9% lower than pre-pandemic GDP
levels in 2019. Moreover, while Canada’s 2021
GDP growth was slower than that of many of
its G7 peers, it is in a better position than most
in terms of the recovery. The US. economy had
the strongest recovery, with 2021 GDP sitting
2.1% higher than it was in 2019. Canada had
the second-strongest showing, with 2021
economic activity only 0.9% lower than in 2019
(Figure 1.3).

Services industries, especially those relying on
face-to-face interactions, were some of the
most impacted by the global COVID-19
pandemic and its related health restrictions.
However, these industries began to recover

in 2021, expanding 5.3%, outpacing the

FIGURE 14

3.9% growth for goods-producing industries
(Figure 14). Every services industry except for
management of companies and enterprises
expanded. Top contributors to the growth
were health care and social assistance, real
estate and rental and leasing, and professional,
scientific and technical services (Figure 15).
Moreover, accommodation and food services,
one of the hardest-hit industries in 2020,
expanded by 14.9% in 2021.

However, despite widespread growth, many
services industries did not fully recover their
losses from 2020. For example, in addition to
management of companies and enterprises,
leisure industries such as arts, entertainment
and recreation, and accommodation and food
services remained far below their pre-pandemic
levels. For the year overall, the strong recoveries
in some services (namely, real estate and
finance) counteracted continued challenges in
others, leading to total economic activity in
services-producing industries being nearly
equal to 2019 levels.

While 2021 was a strong year, particularly for services, overall activity was lower

than in 2019

Economic recovery by sector (%)

2021 vs. 2019
49% o ve

39%

-05%

All industries

Il 2021 vs. 2020 53%

aaaaaaaaa A
-20% \Y/ */

Goods-producing
industries

Service-producing
industries

Source: Statistics Canada, Table 36-10-0434-01. Retrieved on May 31, 2022. Calculation of the OCE.
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FIGURE 15

Food and entertainment services still lagging behind, while many professional services
have recovered

Economic recovery by sector (%)
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FIGURE 1.6

2021 growth in many goods industries, but only construction has recovered to
pre-pandemic levels

Economic recovery by sector (%)
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¥ —
\Y/ 65 /g\ 5 8  Manufacturing
45
Agriculture,
forestry, fishing
and hunting Utilities mmm 2021 vs. 2019
7 mmm 2021 vs. 2020
- S
1 _ Nf!=
38 G
‘ ;’:ﬂ 4 Construction ~ ~2-7

Mining, quarrying,
and oil and gas extraction

Source: Statistics Canada, Table 36-10-0434-01. Retrieved on May 31, 2022. Calculation of the OCE
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On the goods side, robust growth in mining,
quarrying, and oil and gas extraction,
construction, and manufacturing were partially
offset by a slowdown in agriculture, forestry,
fishing and hunting and utilities industries
(Figure 1.6). Furthermore, despite the
substantial recovery in 2021, overall goods-
producing industries posted a slower recovery
than services-producing industries and
remained 2.0% below their 2019 levels.

Due to strong employment growth, especially
in the latter half of the year, Canada’s labour
market largely recovered to pre-pandemic
conditions by the end of 2021 (Figure 17).
Monthly employment rose from a low of

16.1 million in April 2020 to 19.4 million in
December 2021, surpassing the pre-pandemic
level of 19.1 million recorded in February 2020.
Moreover, other labour market indicators
reached near pre-pandemic levels by
December 2021: the unemployment rate fell

FIGURE 1.7

back down to 6.0% (5.7% in February 2020),
the participation rate rose to 65.4% (65.6% in
February 2020), and the employment rate
reached 615% (61.9% in February 2020).

On the other hand, Canada experienced a
surge in prices. The annual average consumer
price index (CPI) was 3.4% in 2021, the highest
annual inflation since 1991. Prices of goods had
surged 4.7% and services by 2.3%. Most of the
price increases took place in the second half
of the year when monthly inflation accelerated
to over 4.0% for most months. Due to global
supply chain disruptions, prices for durable
goods and food rose by 4.4% and 2.5%,
respectively, for the full year. At the same
time, elevated prices for oil and natural gas
pushed up energy prices by 18.9%. When
energy is excluded, annual inflation was only
24% in 2021, roughly the same pace as the
2.3% price growth in 2019.

Canada’s labour market recovered to pre-pandemic conditions

Monthly Canadian employment

Pre-pandemic
February 2020
19.1 million

Initial impact
April 2020
16.1 million

Recovered
November 2021
19.3 million

Source: Statistics Canada, Table 14-10-0287-01. Seasonally adjusted. Retrieved on March 18, 2022.
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1.3 Highlights of Canada’s trade

performance KEY DATA

Importance of trade

for Canada What it means for jobs Trade powerhouse
Canada’s trade in goods Canada’s exports support ‘ Canada accounts for... ‘
and services is valued more than 1 out of every 6 jobs
at 614% of GDP

| |
614% @ f@% (i
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population world trade

While Canada’s economy ended the year Canada’s exports to several markets
slightly below pre-pandemic levels, its had a record-breaking year
international trade had a record-breaking year. |

After a historical crash in 2020, Canada’s v

2-way trade in goods and services rose 14.1%
in 2021 to reach a new record high of
$1.53 trillion in value (up 0.2% from 2019).

™
" ¢
*
Exports were up 18.3% to $766 billion—a new m ’
record high—while imports advanced 10.2% to
$764 billion, which remained 2.3% below 2019
levels (Figure 1.8).

RECORD EXPORTS

GOODS TRADE HAD A STELLAR YEAR
2021 total exports

The historical growth in Canada’s international $766.3 billion
trade was mainly due to a recovery in its trade
of goods. Following a $125-billion decline in
2020, Canada’s 2-way trade in goods increased
by nearly $184 billion in 2021 to reach a new s, Japan South Korea
record high of $1.27 trillion in value (Figure 19). $5497B $16.3B $7.4B
This represented 17.0% growth from 2020,
putting total goods trade 4.8% above m
pre-pandemic levels in 2019.

Taiwan Spain Indonesia
$3.0B $26B $24B

Vi .‘\\
\ 4

®
O:e

1 This section discusses international trade in goods and
services using data on a balance of payments basis.
For a detailed analysis using data on a customs basis
(e.g. merchandise trade), see Jiang (2022).

Canada’s State of Trade — 2022

Sources: Statistics Canada, International Monetary Fund,
World Bank. Calculation of the OCE.
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FIGURE 1.8
Canada quickly recovered from 2020 hit

Canadian trade in goods and services
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Source: Statistics Canada, Table 36-10-0104-01. Retrieved on March 16, 2022. Calculation of the OCE.

FIGURE 19
Canada’s goods trade recovered quickly
$B December 2021 imports
16% above February 2020 j
60 Exports
Imports
55
50
45 December 2021 exports
20% above February 2020
40
35
30 2020 | 2021 |

February April June August  October ~ December  February April June August ~ October  December

Source: Statistics Canada, Table 12-10-0011-01. Seasonally adjusted. Calculation of the OCE.
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Goods exports registered an especially strong
performance. Supported by resource products,
Canadian goods exports were up by 21.9% in
2021 to $636 billion in value (a new record).
However, these figures reflect changes to the
value of exports, which include both volume
and price effects (Box 11). The 2021 historical
growth was largely due to elevated commodity

BOX 11
Price or quantity effect? The impacts of the
pandemic on Canadian exports

Between January and December 2021, the value of goods
exports increased 9.9%—a strong year of growth by any
standards. However, Figure 110 points to a curious event:

FIGURE 1.10

prices. When the effects of prices are
removed, the volume of Canada’s goods
exports only rose by 19% in 2021, still

5.3% below pre-pandemic levels in 2019. In
contrast, the 12.4% rise in the value of
Canada’s goods imports (to $632 billion) was
driven by both prices and volumes. In fact, the
volume of imports increased 8.6% in 2021.

this growth was actually the product of

2 offsetting trends. Over the course of 2021,
export prices increased 14.7%, while the
quantity of exported goods decreased 4.1%.

Price and quantity contributions to the growth of goods exports compared to 2019

Canada’s export growth was driven by higher prices in 2021
(Contributions to growth of export value, In change from 2019)

03
0.2
01
00
-0.1
-0.2
-03
-04

= Prices mmm Quantities

-05
July January July

2019 2020 2020

Value
January July January
2021 2021 2022

Source: Statistics Canada, tables 12-10-0121-01 and 12-10-0128-01. Balance of payments, seasonally adjusted.

Updated from: Scarffe, Colin. 2022.

2 The plotted series are the natural logarithm changes (which can be interpreted as approximate percentage changes for values close
to zero) from the base year of 2019, i.e. In(value in current year)/In(value in 2019).
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The initial observation that strong export
prices masked weak export quantities raised
the question of whether a few products drove
the trend or whether the trends were broad-
based. Oil prices continued to significantly
affect Canadian exports. The overall export
price decline in 2020 was due entirely to the
decrease in the price of oil. Likewise, the
increase in the price of oil in 2021 accounted
for 5.5 percentage points of the increase in
export prices—yet this was only about a third
of the total increase. Prices increased for 87 of
the 101 exported products between January
and December 20213 Thus while oil played a
large role, the increase in export prices in
2021 was largely widespread and was not the
result of an increase in price of a single product.

Similarly, regarding the quantity of goods
exported, the implications of the observed
trends differ depending on whether the cause
can be attributed to a single product or
widespread softness. Between January and
December 2021, airplanes were the largest
contributor to decreased export quantities.
Low exports of airplanes can likely be
attributed to lower demand due to the

Strong growth was broad-based across
many different sectors

The substantial growth in goods exports was
primarily driven by higher exports of natural
resources. Energy products, Canada'’s top
export sector by far in 2021, led all sectors
and expanded by 814% to a record high of
nearly $135 billion in value (Table 1.1). This
$61-billion increase in exports represented
more than half of the total growth in Canada'’s
goods exports. Exports of energy products

pandemic, as well as the generally
intermittent nature of export sales of the
products. However, 57 of the 101 products
had lower quantities exported in December
than they did in January. While this
represents fewer products than the number
of those experiencing price increases, a
measure of concentration determined that
the weakness was broad-based, indicating
a more general slowdown.

In sum, the strength of Canada’s 2021
export value was driven by prices, while
quantities declined. The broad-based
increase in export prices happened as
economies around the world experienced
the highest inflation in decades. Likewise,
no single product was responsible for the
lower export quantities. Both the increase
in the prices and the decrease in quantity
of goods exported were the symptoms of
broader economic conditions.

3. The 101 products come from the most detailed
level of the North American Product Classification
System (NAPCS).

were up mainly due to higher exports of
crude oil. Besides energy products, forestry
products, and metal and non-metallic mineral
products each recorded growth of over

$10 billion in value. Most other product sectors
also recorded significant growth in 2021. Motor
vehicles and parts was the only sector that
contracted, falling by 4.3% or $3.3 billion,
largely due to the prolonged global
semiconductor shortage disrupting

production activity.
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On the import side, 10 out of 11 product strong growth were basic and industrial
sectors expanded in 2021. Consumer goods, chemical, plastic and rubber products, metal
the top import sector accounting for over one and non-metallic mineral products, and energy
fifth of Canadian imports, increased by 7.2% to products. The only import sector that declined
$136.3 billion in value. This growth was mainly over the course of 2021 was metal ores and
because of increased imports of pharmaceutical non-metallic minerals. Imports in this sector
and medicinal products, which included contracted by 6.5% largely because of lower
COVID-19 vaccines. Other import sectors with imports of “other metal ores and concentrates”.
TABLE 1.1
Value of Canadian goods trade in 2021 by product sector
TRADE VALUE CHANGE CHANGE
($B) (%) ($B)
EXPORTS
Farm, fishing and intermediate food products 475 9.2 4.0
Energy products 134.7 814 60.5
Metal ores and non-metallic minerals 257 239 49
Metal and non-metallic mineral products 76.6 15.3 10.2
Basic and industrial chemical, plastic and rubber products 39.0 297 8.9
Forestry products and building and packaging materials 54.8 317 13.2
Industrial machinery, equipment and parts 379 5.6 2.0
Electronic and electrical equipment and parts 27.0 49 13
Motor vehicles and parts 72.0 -4.3 -33
Aircraft and other transportation equipment and parts 242 71 16
Consumer goods 79.2 14.0 9.7
TOTAL 636.3 219 141
IMPORTS
Farm, fishing and intermediate food products 237 10.8 23
Energy products 321 39.2 9.0
Metal ores and non-metallic minerals 15.4 -6.5 -11
Metal and non-metallic mineral products 58.8 18.3 91
Basic and industrial chemical, plastic and rubber products 518 25.7 10.6
Forestry products and building and packaging materials 302 16.2 42
Industrial machinery, equipment and parts 68.9 13.9 8.4
Electronic and electrical equipment and parts 74.2 9.1 6.2
Motor vehicles and parts 95.1 8.3 73
Aircraft and other transportation equipment and parts 19.9 24 05
Consumer goods 136.3 72 9.2
TOTAL 6317 124 69.7

Source: Statistics Canada, Table 12-10-0122-01. Retrieved on May 31, 2022. Calculation of the OCE.

Canada’s State of Trade — 2022



HIGHLIGHTS OF CANADA’'S TRADE PERFORMANCE

Trade with the US. drove the rebound

Canada’s goods exports experienced strong
expansions to most of its top trading partners in
2021. Goods exports to the United States (US.)
were up by nearly $101 billion or 26.9%,
representing almost 90% of the growth in
export value for the full year (Table 1.2). This
growth was largely driven by increased
exports of energy products such as crude oil.
As the rate of growth for exports to the US.
outpaced that of other markets, the US. share
of Canadian goods exports edged up

3 percentage points to 74.9%. At the same
time, Canadian goods imports from the US.
also registered a double-digit growth of 12.2%.

China and Mexico were also important drivers
of export growth. After an unprecedented fall
in 2019 due to various trade disputes,
Canada’s goods exports to China improved for
2 consecutive years, despite the effects of the
pandemic. In 2021, goods exports advanced by
10.2% (or $2.7 billion) to reach $28.6 billion in
value, mainly supported by higher exports of
metallurgical coal. Goods exports to Mexico
posted the third-fastest rate of growth out of
all Canada’s main export destinations,
advancing by 32.7% in 2021 to $8.9 billion in
value. This significant growth was mainly
driven by farm, fishing and intermediate food
products. Over the same period, goods
imports from China advanced 15.5% with
broad-based gains across many sectors, and
goods imports from Mexico were up by 15.4%.

TABLE 1.2

Canadian goods trade with top 10 trading
partners in 2021

PARTNER VALUE CHANGE CHANGE
($8B) (%) ($B)
EXPORTS
United States 476.7 26.9 101.0
European Union 31.0 9.1 2.6
China 286 10.2 27
United Kingdom 18.2 -14.3 -3.0
Japan 14.6 17.0 21
Mexico 8.9 327 22
South Korea 6.4 341 16
Hong Kong 36 87.2 17
Switzerland 32 -348 -1.7
Norway 32 22,6 06
Other partners 420 1.8 44
TOTAL 636.3 219 141
IMPORTS
United States 3929 12.2 428
European Union 57.2 12.3 6.3
China 572 15.5 77
Mexico 19.6 15.4 2.6
Japan n2 n7z 1.2
United Kingdom 10.0 6.6 06
South Korea 8.6 14.8 11
Switzerland 73 -29.2 -3.0
Brazil 6.7 15.0 09
Hong Kong 49 18.0 0.7
Other partners 56.2 18.7 8.9
TOTAL 6317 124 69.7

Source: Statistics Canada, Table 36-10-0023-01.
Retrieved on May 31, 2022. Calculation of the OCE.
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SERVICES TRADE RECOVERED SLIGHTLY Commercial services fared better than

transport and travel
Canada’s services trade began to recover in

2021 (Figure 1.11). However, the recovery was
much slower when compared to goods trade.
For the full year, Canadian services trade
increased by 19% to $262 billion in value, with
services exports growing by 3.3% and services
imports advancing only 0.6% (Table 1.3). Overall
services trade remained 17.4% below 2019
levels in 2021.

The negative economic impacts of COVID-19
public health restrictions were especially
significant for services sectors like travel and
transportation that involved face-to-face
interactions. Transportation services partially
recovered in 2021, with transportation services
exports and imports rebounding by 85% and
14.9%, respectively. Yet transportation services
trade was still 18.8% below 2019 levels. In
contrast, despite signs of recovery in the second
half of 2021, Canada’s total travel services
trade contracted for a second consecutive
year, with exports falling 9.1% and imports
decreasing by over 40% from the year prior.

FIGURE 111
Services trade only began to recover in the second quarter of 2021
$B
15
Exports .
14 Imoorts December 2021 imports
por 15% below February 2020
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n
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9 1% above February 2020
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Source: Statistics Canada, Table 12-10-0144-01. Seasonally adjusted. Calculation of the OCE.
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TABLE 1.3

Value of Canadian services trade
in 2021 by type

CATEGORY VALUE CHANGE = CHANGE
($8B) (%) ($B)
EXPORTS
Travel 16.5 -91 -17
Transportation 14.8 85 12
Commercial 973 5.0 46
services
Government 14 41 0.1
services
TOTAL 130.0 33 42
IMPORTS
Travel 9.6 -40.5 -6.6
Transportation 26.7 14.9 35
Commercial 942 41 37
services
Government 15 7.9 0.1
services
TOTAL 1321 0.6 0.8

Source: Statistics Canada, Table 36-10-0021-01.
Retrieved on May 31, 2022. Calculation of the OCE.

Commercial services was the one services
sector that was largely unaffected by the
global pandemic. The resilience in this sector
was in part due to businesses adapting to the
difficult situation by accelerating their digital
transformation (KPMG, 2021). Overall, after a
small dip in early 2020, Canada’s commercial
services exports quickly recovered and
surpassed their pre-pandemic levels. Similarly,
commercial services imports held steady
throughout the past 2 years. For the full year
2021, commercial services exports and imports
rose by 5.0% and 4.1%, respectively, from
2020 levels.

Services import sources and export
destinations

After posting double-digit declines in 2020,
Canada’s services trade rebounded with many
partners in 2021. Nevertheless, services trade
with most of Canada’s key trading partners
remained below 2019 levels. Similar to goods
exports, services exports to the US. led all
countries and expanded by $4.9 billion in 2021
to reach $73.0 billion (Table 14). As Canada’s
overall services exports only expanded by
$4.2 billion in total, increased exports to the
US. represented the largest growth by far and
resulted in the US. share of Canadian services
exports rising from 54.2% in 2020 to 56.2% in
2021—the largest share since 2005. Services
exports to the US. rose primarily due to a
6.5% increase in exports of commercial services.
At the same time, services imports from the
US. declined for a second consecutive year,
falling by 2.5% in 2021 to $70.5 billion, as the
$2.2-billion increase in commercial services
imports was more than offset by a $3.8-billion
decrease in imports of travel services.

3
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TABLE 14

Canadian services trade with
top 10 trading partners in 2021

63 HIGHLIGHTS OF CANADA’'S TRADE PERFORMANCE

PARTNER VALUE CHANGE ~ CHANGE
($B) (%) ($8B)
EXPORTS
United States 73.0 72 49
European Union 15.2 42 0.6
United Kingdom 6.0 33 02
China 52 -91 -05
India 44 -125 -0.6
Switzerland 2.0 24 0.0
Mexico 19 17.4 03
Hong Kong 1.8 0.9 0.0
Japan 1.6 31 0.0
Australia 1.0 -1.7 0.0
Other partners 179 -40 -08
TOTAL 130.0 33 42
IMPORTS
United States 70.5 -25 -18
European Union 18.1 n7 19
United Kingdom 8.1 -5.2 -0.4
Hong Kong 55 293 13
Japan 28 72 02
China 26 10.5 02
Singapore 2.6 278 0.6
India 24 -13 0.0
Switzerland 17 13 0.0
Mexico 15 -35.8 -0.8
Other partners 16.3 -2.1 -0.4
TOTAL 1321 0.6 0.8

Source: Statistics Canada, Table 12-10-0157-01.

Retrieved on May 31, 2022. Calculation of the OCE.
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Outside of the US., Canada’s services exports
to other top trading partners only improved
marginally in 2021. Supported by commercial
services, Canadian services exports to the
European Union (second-largest destination as
a group) and the United Kingdom rose by
4.2% and 3.3%, respectively, in 2021. Services
exports to Japan also rose 3.1% on the back of
higher exports of travel and transportation
services. Bucking the trend, services exports
to China posted another decline, falling by
9.1% year-over-year. On the import side,
services imports from the EU rebounded
significantly, growing by 11.7%, as travel,
transportation, and commercial services all
increased. Services imports from the UK. fell
5.2% due to lower imports of commercial
services. In Asia, services imports from China
and Japan recorded strong growth.
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14 Canadian foreign direct

investment performance

KEY DATA

Stock of foreign direct investment in Canada, ultimate investor country basis, 2021

13%

Asia & Oceania

52%
y 2%

North America

South & Central America

Source: Statistics Canada. Calculation of the OCE.
Note: shares may not add to 100% due to rounding.

Mirroring the strong rebound in global foreign
direct investment (FDI) flows, there was a solid
recovery in both Canadian direct investment
abroad (CDIA) and inward FDI in 2021

(Figure 112). Unlike the slow recovery following
the 2007-08 global financial crisis and
subsequent recession, CDIA and FDI flows
rebounded quickly in 2021, with both
surpassing their pre-pandemic levels. CDIA
flows reached a record high of $123 billion in
2021, up 97% from 2020 and substantially
higher than the $73-billion average of the
2010-2019 decade. Similarly, FDI inflows
recorded the highest level since 2007 at

$76 billion, representing a 143% increase

from 2020 and 52% higher than the 2010-
2019 average.

il
27%
\
/\ Europe
$633M
01%
Africa

Mergers and acquisitions (M&As) contributed
to most of the growth in CDIA, reaching the
highest value since 2017 at $64 billion in 2021
and an annual growth of 242%. Reinvested
earnings, or earnings from foreign affiliates
invested back in the foreign affiliates rather
than repatriated, rose at a much lower rate
(52%). Conversely, Canada’s growth in FDI
inflows was largely due to a substantial
increase in reinvested earnings. In 2021,
reinvested earnings totaled $38 billion—over
10 times the level in 2020 and the highest
value recorded since 2007, when it started
being tracked. M&As also contributed to the
growth in FDI inflows, increasing by 30%
from 2020.
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FIGURE 112
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Sharp increase in both Canada’s FDI inflows and outflows in 2021

Canadian flows of foreign direct investment
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Source: Statistics Canada, Table 36-10-0025-01. Retrieved in May 2022. Calculation of the OCE.

SECTORAL COMPOSITION OF CDIA
AND FDI

The trade and transportation sector accounted
for almost half of the $123 billion in CDIA flows
in 2021, surpassing the finance and insurance
sector, which historically held the largest
shares of outward investments by Canada.
CDIA in the trade and transportation sector
grew by more than a factor of 25, from

$2.3 billion to $60 billion; it is likely that the
Canadian Pacific Railway acquisition of Kansas
City Southern (CP, 2021), completed in the last
quarter of 2021, contributed to that increase.
Management of companies as well as the
energy and mining sectors also posted
increases in CDIA flows in 2021, but not

Canada’s State of Trade — 2022

enough to match the historically high flows of
2019. Finance and insurance, manufacturing
and “other industries” saw lower flows in 2021.

With respect to FDI inflows, the manufacturing,
and energy and mining sectors accounted for
almost half of the $76 billion inflows of 2021,
followed by the trade and transportation
sector. The management of companies sector
received the least flows of FDI in 2021; the
flows were 47% lower than in 2020. Among

all sectors, including “other industries”,
management of companies was the only sector
in which the 2021 flows remained below its
2010-2019 average.



The majority of the $44-billion increase in FDI
flows recorded in 2021 was invested in the
energy and mining sector, which went from a
$8.8-billion disinvestment in 2020 to $17 billion
in 2021. This injection of new investment into
the sector was well above the 2014-2019
annual average but below the pre-pandemic
level. Inflows in the manufacturing sector also
greatly increased to reach $19 billion, 3 times
that of the inflows in 2020. Finance and
insurance, trade and transportation and “other
industries” also posted growth, while
investment flows in the management of
companies and enterprises sector contracted
and fell below 2019 levels.

TABLE 15
CDIA and FDI flows by sector (2021)

6-4 CANADIAN FOREIGN DIRECT INVESTMENT PERFORMANCE

CDIA DESTINATIONS AND FDI SOURCES

Not surprisingly, the United States remains
Canada’s top investment partner, as the
destination of two thirds ($78 billion) of CDIA
and the source of almost half ($35 billion) of all
FDI inflows in 2021 (Table 1.6). The US. was the
main driver for Canada’s 2021 investment
recovery. About 66% of the $61-billion increase
in CDIA flows between 2020 and 2021 were
destined to the US.; it was the source of
nearly half of the $44-billion growth in inflows
of FDI.

Luxembourg ranked second among the main
CDIA destinations of flows in 2021 (behind the
“other countries” category), followed by France

CDIA VALUE ($B) CHANGE (%) CHANGE ($B)
Energy and mining ne6 405 34
Manufacturing 21 -63.0 -36
Trade and transportation 59.6 2,542.0 573
Finance and insurance 29.7 -2.0 -0.6
Management of companies and enterprises 13.8 1445 8.2
Other industries 6.4 -38.0 -39

TOTAL 1232 97.4 60.8

FDI VALUE ($B) CHANGE (%) CHANGE ($B)
Energy and mining 16.6 n/a 254
Manufacturing 19.2 215.7 131
Trade and transportation 14 10.9 11
Finance and insurance 95 138.9 55
Management of companies and enterprises 46 -46.6 -4.0
Other industries 14.3 305 33

TOTAL 755 143.0 444

Source: Statistics Canada, Table 36-10-0026-01. Retrieved in March 2022. Calculation of the OCE. n/a: not applicable
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and Australia. The large growth in outflows
destined for these 3 countries contrasted with
limited flows to the United Kingdom and
Switzerland, 2 important destinations for CDIA
prior to the pandemic. Interestingly, in 2021,
CDIA flows to the top 5 destination countries
reached their highest levels since 2012 when
data on flows were first recorded.

Looking at Canada’s FDI sources, the
Netherlands was the second main source in
2021, after the US,, followed by the Cayman
Islands and the United Kingdom (after the
“other countries” category). With the
exception of the 3 Asian partners (China,
Japan and Hong Kong) Australia and
Switzerland, FDI flows from all top 15 FDI
source economies surpassed their pre-
pandemic levels.

It should be noted that FDI flows refer to the
last country where the investment comes from
before arriving in Canada, including
intermediary countries through which

Canada'’s State of Trade = 2022

investments are channeled. While data on the
ultimate source country of FDI flows are not
available, Statistics Canada does produce data
on FDI stock or FDI “positions” on both an
ultimate investor country (UIC) and immediate
investing country (IIC) basis. These data reveal
that investments from some countries that are
typically intermediaries, such as the
Netherlands and Luxembourg, may have
originated from other countries. Conversely,
FDI flow data may understate FDI from
countries that invest more via intermediaries,
such as Japan and China. For more details
about foreign investments on the UIC basis,
see Chapter 2 of Canada’s State of Trade 2021.
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TABLE 1.6
CDIA and FDI flows (2021)

CDIA DESTINATIONS VALUE ($B) CHANGE (%) CHANGE ($B)
United States 717 106.6 401
Luxembourg 71 n/a 7.2
France 42 266.3 31
Australia 32 80.4 14
Brazil 31 628.8 26
Hong Kong 27 -42.6 -2.0
United Kingdom 2.1 36.5 0.6
Mexico 17 -57.2 -23
Japan 16 500.8 13
Germany 13 -321 -0.6
China 1.0 -10.9 -0.1
Switzerland 0.8 n/a 0.9
Cayman lIslands 03 -19.3 -01
Netherlands 02 -77.3 -06
Barbados -21 n/a -5.8
Other countries 18.4 449.6 15.0

TOTAL 1232 97.4 60.8

FDI SOURCES VALUE ($B) CHANGE (%) CHANGE ($B)
United States 351 1324 200
Netherlands 9.6 67 39
Cayman lIslands 6.4 816.3 5.7
United Kingdom 5.0 64.4 19
Luxembourg 41 n/a 85
France 32 4423 2.6
Switzerland 24 n/a 6.7
Brazil 23 55.6 0.8
Germany 1.6 1201 0.9
Australia 11 n/a 33
Barbados 03 293 01
Mexico 0.1 -305 -0.1
China -0.2 n/a -0.2
Japan -0.6 n/a -13
Hong Kong -1.2 n/a -0.2
Other countries 6.1 -57.6 -83

TOTAL 755 143 444

Source: Statistics Canada, Table 36-10-0473-01. Retrieved in March 2022. Calculation of the OCE. n/a: not applicable

Canada’s State of Trade — 2022 @



64 CANADIAN FOREIGN DIRECT INVESTMENT PERFORMANCE

In summary, 2021 was a recovery year for connections abroad. Canada currently has
economies around the world including Canada. 15 FTAs that cover 62% of global GDP and give
Businesses continue to experience elevated access to 51 foreign markets (Figure 1.13).
levels of risk and uncertainty during this Part 2 of this document will explore Canada’s
recovery period and will need to use all the experiences with FTAs and highlight Canada’s
tools at their disposal to succeed. Free trade approach to assessing FTAs to ensure that the
agreements (FTAs) are an important way for benefits of trade are felt by all Canadians.

businesses to reach new markets and ensure
that Canada benefits from commercial

FIGURE 113

Canada’s FTA network provides extensive access to global markets

Share of global GDP by Canada’s FTA partners in 2021

51 foreign markets
Canada's 15 FTA’s cover: 15 billion consumers

over 60% of global GDP

Non-FTA
partners
38%
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Note: The figures reflect the ratification of the CPTPP agreement by all partners excluding Mexico.
Source: International Monetary Fund. Calculation of the OCE.

Canada’s State of Trade — 2022



PART | 2

THE BENEFITS OF FREE
TRADE AGREEMENTS




G.O INTRODUCTION

2.0 Introduction

For decades, free trade has been upheld as a
central instrument for improving the living
standards of individuals across nations. Broad
acceptance of the merits of free trade and
market-oriented policies over the past decades
has contributed to a period of sustained
growth and rising prosperity in many parts

of the world.

MERITS OF FREE TRADE

The main merits of free trade are well known
(GAC, 2012):

Comparative advantage: Participation in
international commerce allows each nation
to produce what it is best at producing and
to exchange these goods for what other
nations are best at producing. Nations can
potentially achieve more efficient production
and earn higher incomes than in the case
where each nation tries to produce
everything.

Economies of scale: While large economies
have the potential to achieve significant
economies of scale without relying too
much on international trade, this is
emphatically not the case for Canada and
many other small economies. For countries
whose economies are similar in size to
Canada’s, free trade is almost a necessity,
given the sizes of their domestic markets
are too small to warrant the minimum scale
of production. Access to larger markets
therefore becomes critical to providing
firms with opportunities to increase the

Canada’s State of Trade — 2022

scale of production. The resulting
improvement in the scale of production
lowers average cost, making production
more efficient.

Market competition and price effects: Free
trade enhances market competition. When
nations integrate their markets by removing
or reducing the barriers to trade, the
number of competitors may increase
significantly.

Variety effect: Under freer trade, consumers
and producers benefit from a wider variety
of goods and intermediate inputs. They are
able to buy products from another country
that may not be available at the competitive
prices offered in their own without free trade.

Innovation: Free trade generates competitive
pressure on firms to innovate and develop
new products, processes, ideas, and
business practices to survive in a more
competitive environment. Free trade also
creates an environment conducive to the
exchange of new technologies and products.



INTRODUCTION

EVOLUTION OF FREE TRADE:
MULTILATERAL, BILATERAL AND REGIONAL
FREE TRADE AGREEMENTS

Free trade, as an instrument, was
institutionalized under the auspices of the
General Agreement on Trade and Tariffs (the
GATT) in 1947. The GATT set the stage for
multilateral trade liberalization, transforming
the global trading system into the present
one, which is governed by a set of rules and
mechanisms. The GATT orchestrated 8 rounds
of multilateral trade negotiations, for example,
the Geneva Round in 1947, the Tokyo Round in
1973, the Uruguay Round in 1994, and most
recently, the Doha Round, which is still
ongoing. The Uruguay Round was concluded
with the signing of the Marrakesh Agreement
on April 15, 1994, which replaced the GATT
with the newly formed World Trade
Organization (WTO) in 1995.

Since the inception of the GATT, the number
of signatories increased from 23 in 1947 to 164
as of 2021. The average tariff levels for the
major GATT participants were about 22% in
1947. After the Uruguay Round, however, the
average tariff levels of GATT participants were
under 5% (Brown and Irwin, 2017). That said,
average tariff levels remained significantly high
in many developing economies.

In addition to facilitating tariff reductions, the
GATT also rationalized the global trading system
by binding the negotiated tariff reductions
permanently, establishing the generality of
non-discrimination through most-favored nation
(MFN) treatment* and national treatment
clauses, ensuring greater transparency of trade
policy measures, and providing a forum for the
peaceful resolution of bilateral disputes. All of
these elements contributed greatly to reducing
trade barriers and improving policy certainty.

4 Most-favoured nation (MFN) status is granted to a
country to indicate that it must receive equal trade
advantages as the country granting such treatment
(such as low tariffs or high import quotas).

According to the historian Douglas Irwin, the
prosperity of the world economy over the last
half century owes a great deal to the growth
of world trade that is in turn the result of the
foresight of those involved in creating the
GATT. Taking a longer-term view, the original
GATT architecture helped put the world
economy on a sound foundation, thereby
improving the livelihoods of hundreds of
millions of people around the world

(Irwin, 2007).

However, as the WTO expands its membership,
it becomes abundantly clear that reaching
timely agreements among a large group of
countries on a consensus basis at various
stages of economic development, with different
political and economic systems, values, and
preferences is becoming an increasingly
difficult task. At the same time, the negotiations
of such agreements become even more
complicated as the scope of trade liberalization
goes beyond tariff reductions, additionally
focusing on promoting cooperation among
WTO members on a host of beyond-the-border
issues. These include regulatory cooperation,
intellectual property, government procurement
as well as wider social policy issues related to
environmental regulations and the protection of
labor and human rights.

Due to the complexities associated with the
multilateral route to trade liberalization, many
countries—both developed and developing—
choose the regional or bilateral route. As of
2021, the WTO has been notified of a
cumulative 353 bilateral and regional trade
agreements that have been put into force. The
proliferation of bilateral and regional free trade
agreements is reshaping the current landscape
of the global trading system, leading people to
weigh the merits and the disadvantages of
such agreements.
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BENEFITS OF BILATERAL AND REGIONAL
TRADE AGREEMENTS

Natural trading partners

Natural trading partners find it easier and
quicker to reach a market access agreement
because they are geographically close to one
another and are already trading extensively
with each other.

Shared systems and values

Working with like-minded countries that share
similar political systems, values and culture
makes it easier to find common ground for
beyond-the-border issues in a bilateral or
regional environment. These issues are part
and parcel to domestic regulatory regimes
that are deeply rooted in a country’s political
and economic systems, as well as its culture
and its religious and social values.

A level playing field

The desire to preserve a level playing field
and recoup preferences® lost due to the
formation of an FTA between other trading
partners, along with other geo-political and
strategic considerations, can motivate a
country to launch FTA discussions with a
potential new trading partner.

The rise of the mega-regional agreement

A growing trend in recent years has been the
formation of the so-called mega-regional trade
agreements, which involves the world’s

10 largest economies and many other
countries located across different continents.
These mega-regional trade agreements
include the 1-member Comprehensive and

5 Preferences under tariff treatment refer to the duties
levied on imported goods; these are lower than the
general customs duties or non-existent.
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Progressive Agreement for Trans-Pacific
Partnership (CPTPP) and the 16-member
Regional Comprehensive Economic Partnership
(RCEP). These agreements are significant
because they account for a significant portion
of world trade, covering substantial regulations
governing international commerce in a wide
range of areas, and therefore can drive up the
costs of staying outside these mega-regional
trading blocs significantly.

SHORTFALLS OF BILATERAL AND
REGIONAL TRADE AGREEMENTS

In spite of the contribution of increased global
trade to global growth and prosperity, both for
Canada and the world, some experts have
questioned the benefits of the bilateral and
regional approaches of FTAs. Critics argue that
the proliferation of FTAs may create
overlapping rules making it difficult for firms to
navigate and to access the benefits of these
agreements. Others like Bhagwati and Sriivasan
(2002) argue that FTAs discriminate against
non-members, who are unable to access the
preferential treatment that these agreements
create, making FTAs suboptimal from a
broader economic welfare perspective.

In a number of jurisdictions, there is ongoing
public debate over the extent to which FTAs
may contribute to a relative decline in
employment and wages of workers in some
sectors. Nonetheless, policy-makers and many
economists remain convinced by the evidence
that FTAs remain an effective policy tool to
lower trade barriers, improve market access,
promote greater trade between nations and
increase economic welfare. This paper
explores and assesses many of these issues in
closer detail, along with a review of literature,
to inform our findings.
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CANADA'S FREE TRADE EXPERIENCE

Canada’s embrace of free trade dates back to
the 1850s and 1860s when Canada was part of
British North America.

Timeline

In 1854, Britain entered into the Elgin-Marcy
Treaty (also known as the Reciprocity Treaty)
with the United States of America. As part of
British North America, Canada was included in
this treaty. However, the US. government
abrogated the agreement in 1866.

In 1911, the United States agreed to enter into
a free trade arrangement with Canada, but
this initiative was abandoned when the
Liberal government that had initiated the
trade discussions lost the election (Policy
Options, 2007).

In 1987, Canada and the United States
successfully concluded the Canada-United
States Free Trade Agreement (CUSFTA).
Canada was motivated to enter into the
CUSFTA to secure access to the largest market
in the world in the face of rising protectionism
in the United States. The CUSFTA provided
Canada with an opportunity to address its
domestic agenda, namely to increase the
competitiveness of Canadian industries and to
boost its national productivity, which had
consistently lagged that of the United States
for decades.

The CUSFTA was later expanded to include
Mexico, leading to the formation of the North
American Free Trade Agreement (NAFTA).

Since the successful implementation of the
CUSFTA, Canada has embarked on numerous
FTA initiatives and set in motion a series of
bilateral and regional trade negotiations that
concluded with 15 bilateral and regional trade
agreements covering 51 countries across
Europe, Latin America and Asia (Figure 2.1).
The Comprehensive Economic and Trade
Agreement (CETA) allowed Canada to expand
trade with its second-largest trading partner,
the European Union, which was also one of the
world’s largest economies at the time of
inception in 2017.

The trade data accumulated over 30 years
since Canada first concluded the CUSFTA with
the United States is enough to assess the
costs and benefits of free trade and
globalization in general—that is, whether FTAs
have delivered on their promises to achieve
expected outcomes—and to ask what lessons
can be learned from the past FTAs.

Part 2 of this report will highlight various
aspects of FTAs. Section 2.1 focuses on the
trade creation effect of FTAs, using the
recently completed ex post impact assessment
of the Canada-Chile FTA and the Canada-
Colombia FTA as examples. Section 2.2
explains the welfare implications of Canada'’s
FTAs. Section 2.3 considers the labour market
implications of these agreements, featuring
the results of recent research on the Canada-
US. FTA. Section 2.4 goes beyond tariffs to
explore beyond the border aspects of FTAs
such as environment and labour. Finally,
Section 2.5 gives an overview of the interplay
between diplomacy and FTAs.
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FIGURE 21

Evolution of Canada’s trade: Balance of payments for imports and exports, 1950-2021
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Sources: Statistics Canada, 1950 to 1980: Table 36-10-0043-01; 1981 to 2021: Table 36-10-0014-01.

Note: CUSFTA = Canada-US. Free Trade Agreement; NAFTA = North American Free Trade Agreement;

EFTA = Canada-European Free Trade Association Free Trade Agreement; CPTPP = Comprehensive and Progressive
Agreement for Trans-Pacific Partnership; CUSMA = Canada-United States-Mexico Agreement.
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21 The trade creation effects of

free trade agreements

If a free trade agreement (FTA) is working as
intended, one would expect more trade to be
created between the FTA partners. This is
because an FTA provides reciprocal preferences
between countries that are party to the
agreement, but does not extend them to
non-FTA parties that continue to trade under
most-favored nation (MFN) status. Therefore,
one of the larger questions surrounding FTAs
is whether the improved market access they
are meant to create actually results in
increased trade between the FTA partner
countries. Assessing this should be the first
step before embarking on any other analysis
of the effect of trade agreements.

To investigate the question of trade creation by
FTAs, many different comparisons and
quantitative analyses need to be carried out.
This analysis will start by presenting general
trends of bilateral trade between Canada and its
FTA partner countries since the implementation
of FTAs, followed by decomposing the bilateral
trade by comparing the trade performance from
different perspectives to detect the signs of
trade creation under FTAs. While these
comparisons help to illustrate trade gains under
various FTAs, they cannot be considered as
indicators of a causal effect of an FTA. Thus, a
more sophisticated econometric analysis is
needed to isolate the trade creation effect of
FTAs from other factors that also influence trade
flows, such as exchange rate fluctuations,
change in commodity prices, and general
market conditions in the partner countries.

<2-1 THE TRADE CREATION EFFECTS OF FREE TRADE AGREEMENTS

Specifically, the investigation of the trade
creation effect of FTAs will be carried out in
the following steps:

1. Overall trends in Canada’s trade with its
FTA partners.

2. Historical comparisons of trade flows: we
will look at comparisons of trade
performance between FTA partner countries
before and after the implementation of FTAs
for the products that directly benefit from
the FTA.

3. Cross-country comparisons: we will look at
comparisons of trade performance between
FTA partner countries and trade between
FTA and non-FTA partner countries that
share similar economic characteristics in
terms of the size of GDP, population, income
levels, and geographic locations over the
same period.

4. Comparisons of trade growth based on
tariff reductions: we will look at comparisons
of trade performance between the
liberalized sectors and non-liberalized
sectors or between the sectors that are
subject to different levels of tariff
reductions under FTAs.

5. Utilization of FTA preferences: we will look
at the evolution of FTA utilization over time
(a key indicator in determining whether FTA
members are obtaining benefits of a trade
agreement) after the implementation of
trade agreements and compare the
utilization across various FTAs.

Canada’s State of Trade — 2022 @
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YEAR
ENTERED
INTO FORCE

+5 years

+10 years

6. Finally, the results of econometric analysis
are presented and discussed to
demonstrate a causal effect of an FTA. Such
analysis allows for the control of other
factors that also influence trade
performance, such as changes in exchange
rates, commodity prices, and income
growth in partner countries.

OVERALL TRENDS IN CANADA'S TRADE
WITH ITS FTA PARTNERS

A simple data tabulation shows that across
Canada’s long-standing FTAs, except the one
with Peru, bilateral trade between Canada and
its major FTA partners more than doubled

10 years following the entry into force of the
agreements (Figure 2.2), compared to growth
of 475% for Canada’s trade with non-FTA
partner countries. This is no surprise because
Canada’s FTAs aim for and achieve duty-free
trade with only a few exceptions for specific
products. Among Canada’s FTA partners,
Canada’s trade with Mexico grew the fastest,

FIGURE 2.2

exceeding 200%. While some FTAs, such as
those with Mexico and Chile, brought about
exceptional trade growth after 10 years, there
is no guarantee; for example, Canada’s FTA
with Peru improved in the first 5 years of the
implementation of the agreement. Ten years
later, trade with Peru experienced inferior
growth than the non-FTA trade, due largely to
a decline in gold imports. Various factors can
influence trade creation, such as changes in
the trade composition, commodity price
fluctuations, and exporters finding other
markets with better opportunities. In-depth
statistical work is required to investigate the
factors that lead to such outcomes.

Figure 2.3 categorizes the growth of Canada’s
goods trade with its key trading partners into
2 groups: trade with its free trade partners
10 years before and 10 years after entry into
force of FTAs and trade with non-FTA trading
partners over the same period. Time zero is
set as the date of entry into force. On
average, trade with both country groups was

Canada’s bilateral trade growth with its trading partners (%)

us.

Mexico
1994

101.7%

Israel
1997

1989

33.6% 919%

1408% 217.5% 159.8%

Chile
1997

33.3%
207.0%

TOTAL TRADE

EXCLUDING
THE FTA
PARTNERS
Costa Rica Peru
2002 2009 1989
39.0% 29.8% 59%
115.9% -232% 475%

Note: All FTAs included in this table were brought into force prior to 2010. More recent FTAs do not have data available
to allow a 10-year pre- and post-implementation analysis. The base year for the growth calculations is the last full year
before the FTA came into effect. Bilateral trade with the US. was calculated using import data.

Sources: Statistics Canada; U.S. International Trade Commission; U.S. Department of Commerce. Calculation of the OCE.
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growing at the same pace, around 7% a year Next, the discussion decomposes the general
before the FTA entered into force. After entry trends of bilateral trade by focusing on the
into force of FTAs, these 2 country groups trade performance of products that directly
were on different growth trajectories: trade benefit from FTAs. It is a conditional

grew at 10% a year with FTA partners and at presentation of trade flows that isolates and
6% a year with non-partners. This strongly tracks the trade performance of products
suggests that Canada’s FTAs have generated subject to tariff reduction commitments under
more trade between FTA partner countries various FTAs, relative to those not under trade
relative to non-FTA partner countries. commitments.

FIGURE 2.3

Growth of Canada’s 2-way goods trade before and after FTA entry into force

Index: FTAs come into force in year O = 100%

350% 61% )
GDP-weighted average across non-FTA partners 7
300% GDP-weighted average across all FTA partners
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Source: Statistics Canada. Calculation of the OCE.
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HISTORICAL COMPARISONS OF TRADE Figure 2.4 presents an overview of the growth
FLOWS in exports and imports for the products that
are covered under some of Canada’s key FTAs
before and after their implementation. In
general, exports of products that benefited
from tariff reductions grew faster than exports
of products with no FTA treatment. There are
some exceptions as is the case with Canadian
exports under CETA where trade in unaffected
products grew faster than that for affected
products. Factors such as changes in prices of
products that were tariff-free prior to the FTA,
namely for Canada’s significant resources
exports, as well as changes in the composition
of exports may influence the utilization of CETA
benefits. As noted above, to identify the factors
underlying such an outcome requires advanced
statistical analysis.

We conducted a historical comparison of trade
performances before and after entry into force
of FTAs for all products that are affected by
FTAs. Affected products are the products that
are dutiable for all countries that are not party
to the agreements, but become duty-free
under the FTA commitments. Products that are
already duty-free (unaffected products) under
the normal MFN status before the FTA and
products that are exempted from the
concessions are excluded from the FTA
benefit calculations.

FIGURE 2.4

Growth* in Canadian trade with selected FTA partners by coverage of FTA (%)
EXPORTS 151% 34.2% 56.2% 142.6%
32.2% 10.6% 362.7% 28.3%

N

CETA Korea Chile Colombia
wporrs | 484% 96.1% 753% 18.7%
35.5% 391% 516.1% 814%

% All affected products % All unaffected products

*CETA time periods: 2015 to 2016 and 2018 to 2019; Korea time periods: 2010 to 2014 and 2015 to 2019; Chile time period:
1996 to 2011; Colombia time periods: 2002 to 2010 and 2011 to 2019.

Sources: Special data tabulation from Statistics Canada; data exchanges with the European Commission, Korea, Chile and
Republic of Colombia. Calculation of the OCE.

Note: Figures in this table represent growth of average exports and imports before and after the FTA for the products
covered (affected) by FTA vs. not covered by the FTA.
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Cross-country comparisons

Another useful approach when examining the
effect of FTAs involves a direct comparison of
trade growth between FTA partner countries
to trade growth with non-FTA partner
countries. To ensure this comparison is
credible, non-FTA partner countries selected
for comparisons should share similar economic
characteristics with FTA countries in terms of
the size of GDP, population, income levels, and
geographic locations over the same period.

Figure 2.5 shows the trade growth of Canada,
the EU, and Chile with their key trading
partners since the implementation of the
Canada-EU CETA and the Canada-Chile FTA.
CETA was provisionally entered into force in
2017. Figure 2.5 reveals a noticeable trend: the
growth of Canada’s trade with the EU and the
growth of the EU’s trade with Canada from the
EU’s perspective exceeded Canada’s and the
EU’s trade with other major trading partners
during the period from 2016—a year before
the inception of the CETA—to 2019, a year
before the start of the COVID-19 pandemic.

Similarly, for the Canada-Chile FTA (CCFTA),
10 years following the implementation of
CCFTA in 1997, Canadian exports to and
imports from Chile grew strongly relative to
other non-FTA Latin American countries
except for Peru (GAC, 2013). Although
Canada’s trade with Chile showed strong
growth over the period, a similar trend cannot
be found from Chile’s perspective because
Chile has signed FTAs with almost all its major
trading partners.

(2-1 THE TRADE CREATION EFFECTS OF FREE TRADE AGREEMENTS

COMPARISONS OF TRADE GROWTH BASED
ON TARIFF REDUCTIONS

Further cross-sectoral comparisons can be
done to examine the trade creation effects on
dutiable products across varying preference
margins, that is, the difference between
preferential and MFN tariffs. If trade flows are
sensitive to tariff cuts, one would expect trade
flows for the products that experience
substantial tariff reductions (larger preference
margins) to grow faster than trade flows for
the products with modest tariff reductions
(smaller preference margins). For example,
trade in products with preference margins that
exceed 10 percentage points is expected to
grow more strongly than that for products with
preference margins of only 1to 2 percentage
points. This is exactly what is depicted in
Figure 2.6, which shows the growth of
Canada’s trade by preference margins under

4 of its major FTAs. Across all major FTAs, trade
growth for the products with tariff reductions
of more than 10 percentage points consistently
outperformed trade growth for the products
with modest tariff cuts.
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FIGURE 2.5
Cross-country comparisons of merchandise trade performance under CETA and CCFTA
EUROPEAN
CANADA * o
CETA
Canadian merchandise trade with key trading partners EU merchandise trade with key trading partners
3 years after CETA implementation 3 years after CETA implementation
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*CAGR = Compound annual growth rate.
Note: EU numbers exclude the United Kingdom, while the Peru number excludes gold.
Sources: Statistics Canada, Table 36-10-0349-01; Eurostat; Chile Customs. Calculation of the OCE.
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FIGURE 2.6

Merchandise trade growth by preference margin across major FTAs
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Sources: Special data tabulations from Statistics Canada; data exchanges with the European Commission, Korea,
Chile and Colombia. Calculation of the OCE.

Note: “pp” is percentage points.
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UTILIZATION OF FTA PREFERENCES

A key indicator in determining whether FTA
partners are obtaining the benefits of a trade
agreement is the preference utilization rate
(PUR), which measures the extent to which
tariff preferences under a particular trade
agreement are being used when products
cross the borders. For an economy to benefit
from FTAs, businesses need to take advantage
of them. To that end, businesses need to claim
the preferences and demonstrate that they
meet the requirements to receive the
preferential tariffs. Therefore, the preference
utilization rates are the important indicators to
monitor the extent to which trade agreements
are utilized.

As evidenced in Figures 2.7 and 2.8, in most
cases the PURs for Canadian imports from FTA
partners are higher than those for Canadian
exports, with PURs increasing over time.

The PURs of CETA have been improving
steadily for both exports and imports. For
example, the PURs for Canadian exports to the
EU grew from 53.6% in 2019 to 65.4% in 2021.
This means that more than 60% of total
Canadian exports to the EU that were eligible
for CETA preferences made use of the CETA
preferences. Similarly, the PURs for Canadian
imports from the EU also grew from 48.3% in
2019 to 595% in 2021. It is noteworthy that
both PURs for exports and imports have
increased during the pandemic.

While overall PURs of CETA improved, there is
great variation across EU member states. For
example, the PUR for Canadian exports to
Malta was 1.9% and 86.5% for exports to
Denmark in 2020. Even for large and trade-
oriented EU member states, PURs are not as
high as expected. In 2020, the PUR for
Canadian exports to Germany was 40.7%,
while the PUR for Canadian imports from
Germany was 32.8% (Global Affairs Canada and
the European Commission, 2021).

Canada’s State of Trade — 2022
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BOX 2.1

Utilization rate of FTA preferences:

The preference utilization rate is a ratio of the
value of imports that claimed to have received
preferential treatment to the value of imports that
are eligible to claim the FTA preferences. It is
expressed by the following equation:
FTA
neFTAMnp

where Mi™ equals the value of imports of
product 7 that have claimed reduced tariffs under
the FTA and M, is the value of imports of
product n that are eligible for tariff reductions
based on FTA commitments. The calculation
excludes trade under alternate preferences such
as those associated with other trade agreements,
temporary tariff relief, and quotas.

At the product level, high PURs could be
found in Canadian exports of some agri-food
products (for instance, 98% for sugars and
sugar confectionary and 96% for preparations
of vegetables) and fish and seafood products
(96.6%), while PURs were reported lower in
sectors like aircrafts and parts or organic
chemicals. Within the same sector, the PURs
can vary substantially from 1 member state to
another. For instance, the PURs for Canadian
exports to the EU of motor vehicles and parts
ranged from 7.3% for Finland and 18.0% for
Belgium to 53.8% for Germany in 2020.
Similarly, for Canada’s imports from the EU, the
PURs of motor vehicles and parts ranged from
0.2% for Hungary and 19.3% for Germany to
78.5% for Belgium (Global Affairs Canada and
the European Commission, 2021).
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FIGURE 2.7

Utilization rate across major FTAs (%)
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Sources: Special data tabulation from Statistics Canada; data exchanges with Chile, Colombia, the European Commission,
and Korea. The US. data are publicly available from the US. International Trade Commission. Calculation of the OCE.
Note: Data exchanges tend to take time to establish, therefore calculations can only be performed for 2021
for some FTA countries. Blank cells indicate years for which data were unavailable and/or were irrelevant

(e.g. before an agreement came into force).
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FIGURE 2.8

Utilization rates across CPTPP partners (%)
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Sources: Special data tabulation from Statistics Canada; data exchanges with Australia, Japan, Mexico, New Zealand,

and Singapore. Calculation of the OCE.

Note: Data exchanges tend to take time to establish, therefore calculations can only be performed for 2021
for some FTA countries. Blank cells indicate years for which data were unavailable.
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The Canada-Korea FTA, implemented in 2014,
is one of the more highly utilized FTAs among
Canada’s major FTAs. The PURs for Canada’s
imports from Korea increased from 81.0% in
2018 to 88.1% in 2021. The dominance of auto
products in Canada’s imports from Korea and
high utilization of preferences for auto
products was partly responsible for high PURs.
On the other hand, PURs for Canadian exports
to Korea trended down slightly from 74.8% in
2018 to 66.1% in 2021.

Among CPTPP countries, Canadian exports to
Japan reached high utilization of CPTPP
preferences very quickly. Canadian businesses
took full advantage of preferences from the
beginning of the implementation of the CPTPP
with PURs standing at 84.6% in 2019 and further
rising to 88.1% in 2020. PURs for Canadian
imports from Japan also improved steadily from
24.2% in 2019 to 52.4% in 2021, another example
of rising PURs during the pandemic.

The utilization rates can be low for the
countries with overlapping FTAs. For example,
Mexico reports PURs of only 0.2% for its
imports from Canada under CPTPP in 2020
because the majority of Mexico’s imports from
Canada—64% of such imports that are eligible
to claim the CPTPP preferences—claimed
“Other preferences”. The data provided by the
Mexican government do not spell out which
other preferences these imports used, but we
suspect that it could be the NAFTA/CUSMA
preferences or the preferences under the
WTO aircraft agreement. Similarly, the shares
of Canada’s exports to New Zealand and
Australia that claimed the CPTPP preferences
were low, 3.9% and 36.0%, respectively, in
2020. This is because a significant part of
Canada’s trade with these 2 countries
continued to use the preferences under the
pre-existing trade agreements: Canada and
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New Zealand granted each other preferential
tariff rates on a limited range of products
agreed under the Agreement on Trade and
Economic Cooperation between Canada and
New Zealand (the New Zealand Treaty [NZT])
established in 1982 and preferential tariff rates
on a limited range of products agreed under
the Canada-Australia Trade Agreement (the
Australia Treaty [AUT]) established in 1960 and
amended in 1973. Out of New Zealand's total
imports from Canada that are eligible to claim
the CPTPP preferences, 63.8% of these imports
claimed the NZT preferences, compared to
3.9% that claimed the CPTPP preferences. Of
Australia’s total imports from Canada that are
eligible to claim CPTPP preferences, 10.1% of
such imports claimed AUT preferences,
compared to 36.0% that claimed CPTPP
preferences. On the other hand, the utilization
rates of CPTPP preferences for Canada'’s
imports from New Zealand and Australia are
reasonably high, about 67.0% and 57.8%,
respectively. Only 12.2% of all Canadian
imports from New Zealand that were eligible to
claim CPTPP preferences actually claimed the
NZT preferences, and 6.0% of all Canadian
imports from Australia that were eligible to
claim the CPTPP preferences actually claimed
the AUT preferences.

The utilization rates for Canada’s exports to
Singapore totalled zero. This reflects the fact
that Singapore is a free-port country.
Singapore offers duty-free access for most of
its imports from the world even before CPTPP.
Canada thus would not have any extra
preferences under the CPTPP for its exports to
Singapore. On the other hand, the PUR for
Canadian imports from Singapore was 34.1% in
2021, which means Canadian businesses
indeed benefit from trade with Singapore
under the CPTPP.

Canada’s State of Trade — 2022



It is worth noting the variation in PURs across
FTAs. The utilization of preferences for some
agreements may seem low. There are many
factors that could influence the use of the
preferences by businesses such as low
business awareness of the agreement,
difficulty obtaining the rules of origin
certificates from exporters, composition of
trade, complicated customs procedures, low
preference margins and, as we have seen,
overlapping trade agreements.

ECONOMETRIC ANALYSIS

While comparisons of the historical data at an
aggregate level shown above provide a
rudimentary assessment of the effects of the
FTAs before and after the implementation
across countries and across sectors, such
analysis falls short of establishing a causal
relationship between an FTA and trade flows.
This causal link is essential to provide direct
evidence for the trade creation effects of
trade agreements. However, the complexity
involved in trying to isolate the effects of
trade agreements from numerous other factors
that can also influence trade flows between
countries makes this a challenging task. To
determine the trade creation effect of FTAs,
one has to resort to the use of econometrics,
a more sophisticated statistical analysis.

The remainder of this section will present the
latest econometric evidence on the trade
creation effects of trade agreements. The
analysis draws on recent empirical literature
and the results from in-house ex post analysis
of the Canada-Chile FTA and the Canada-
Colombia FTA carried out by the Office of the
Chief Economist at Global Affairs Canada.

Canada’s State of Trade — 2022
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Average treatment effect estimation

The average treatment effect estimation is an
econometric approach that is widely used to
establish the causal effect of FTAs. It compares
the amount of trade in the presence of the
trade agreement (“treated” by an FTA) and the
“would have been” amount of trade in the
absence of the trade agreement (“untreated” by
an FTA). For example, the econometric example
presented below on the Canada-Colombia FTA
(CCoFTA) organizes the data as follows:

Treated:

- Canada’s trade with Colombia for
products affected by the CCoFTA since
the implementation of the agreement in
201 onward

Untreated:

- Canada’s trade with Colombia prior to
201 (historical comparison)

- Canada’s and Colombia’s trade with
other similar but non-FTA partner
countries (cross-country comparison)

- Canada’s and Colombia’s trade in
products not covered by the CCoFTA
(cross-product comparison)

A positive estimated treatment effect of
CCoFTA indicates a positive trade creation
effect of the trade agreement.
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BOX 2.2

Estimating average treatment effect

The average treatment effect (ATE) is an econometric method that aims to quantify the extent to which a
trade agreement directly creates trade flows between FTA trading partners. The method compares trade
flows both in the presence of and in the absence of the trade agreement. More specifically, ATE uses the
trade agreement as the treatment, which impacts trade flows, and compares such data to an
environment where the trade agreement did not take place:

i. Treated: FTA implemented
ii. Untreated: no FTA implemented

Realistically, to assess the effect of this treatment, one must synthesize what the trade flows would
have been under current conditions, that is, without the treatment. Since trade flows under the “would
have been” condition are not observable, a counterfactual of what “would have been” is created and
directly compared to the sample data where the treatment is present. Empirically, the counterfactual
can be created by using trade data for countries without a preferential arrangement during the period
of interest. The effect will be measured as the average difference in trade performance between
treated and untreated observations for each country pair.

The ATE methodology can be expressed by the following equation:

Iny;iy = @+ B FTA ;+ 355, + 33 InGDR, + 3, InGDB, + &,

where y;;;, equals the imports in product k from country i to country j at time #; FT4;; is the treatment
variable that equals 1 when country i and j are the trading partners in the FTA at time 7, and O otherwise;
Tik is the trade cost of product k from country i at time #; GDP;, and GDPj; are the gross domestic
products for country i and j, respectively, at time t; and Ejjkt 1S the random error.

The following section will present the key
findings from the application of the average
treatment effect estimation to the Canada-
Chile FTA and the Canada-Colombia FTA
reported by the Office of the Chief Economist
at Global Affairs Canada.
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Canada-Chile Free Trade Agreement

The Canada-Chile Free Trade Agreement
(CCFTA), which entered into force on July 5,
1997, was path-breaking in many respects for
both Canada and Chile. For Canada, it was the
first free trade agreement concluded with a
major South American country and the most
economically significant trade agreement since
NAFTA. For Chile, it was the first comprehensive
free trade agreement concluded with a leading
industrialized economy.

Considering that the CCFTA was a catalyst for
Canadian trade with a large economy such as
Chile in Latin America, one would have expected
that it would lead to significant trade creation.
However, Chile was very active in signing FTAs
following the CCFTA, completing 18 more FTAs
with, among others, the EU, the US., Mexico and
China. With a total of 22 current agreements in
force, Chile has one of the largest number of
agreements and FTA partners in the world. As a
result, the proportion of Chile’s trade with its
FTA partners covers more than 90% of its total
merchandise trade.

Owing to the wide coverage of Chile’s trade
agreements with its trading partners, Canadian
exporters might not have extra preferences in
the Chilean market. The CCFTA might have
provided Canadian exporters temporary
advantages in the earlier days of the
implementation of the agreement, but such
advantages were quickly offset by subsequent
trade agreements Chile signed with other
trading partners. Under such a situation, one
might naturally wonder what would be the
gains of signing the CCFTA with Chile? The
CCFTA provides a natural experiment to answer
the questions regarding the size and sources of
gains in a world where preferences extensively
overlap and preferential benefits offset each
other under multiple trade agreements.

Canada’s State of Trade — 2022
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To address this question, the Canada-Chile
Economic Study adopted the average
treatment effect estimation to obtain a more
comprehensive assessment of the trade creation
effect of the CCFTA. In this case, both Canada
and Chile are considered as having received a
treatment (that is, the tariff preferences under
CCFTA) and trade between Canada and Chile
with their respective non-FTA partner countries
is considered as having not been treated. The
average treatment effect is estimated by
comparing the trade performance between
the “treated” and “untreated”, while controlling
for GDP, productivity, import penetration, and
other variables.

The econometric analysis concluded that the
CCFTA delivered on its promises by allowing

both countries to expand their bilateral trade
significantly:

The CCFTA increased bilateral trade growth
between Canada and Chile 12.2% faster than
would have been the case in the absence
of the CCFTA.

Chile became the third most important
destination for Canadian exports to Latin
America after Mexico and Brazil in 2011—15
years after the implementation of CCFTA,
compared to sixth most important in 1997.

Additionally, the study also found the
presence of trade diversion, which has
dampened the trade creation effects of CCFTA.
However, overall, the trade creation effect
overwhelmed the trade diversion effect.

The study also highlights the importance of
new trading relationships (extensive margin)
under the CCFTA. The CCFTA not only
stimulated the expansion of existing trading
relationships (intensive margin) by lowering
tariffs, but also encouraged "new” trade or
extensive margins of trade through the
creation of new trading activities such as the
introduction of new products and new trading
relationships. This is the direct result of the



1 /

e

/

THE TRADE CREATION EFFECTS OF FREE TRADE AGREEMENTS

trade agreement, which reduced the tariff
barriers for all affected products, including
products that had not been traded before. In
the case of the CCFTA, about 90% of Canadian
exports to Chile post FTA were new products
never exported before the implementation of
the CCFTA.

Table 2.1 shows the number of products that
Canada imported from Chile in 1996 and in
2011 classified by existing and new products
grouped by tariff reductions. Since the
implementation of the CCFTA, the number of
products at the detailed HS code level® that
Canada imported from Chile nearly tripled

6 HS codes refer to the Harmonized Commodity
Description and Coding System, also known as the
Harmonized System (HS) of tariff nomenclature. The HS
is an internationally standardized system of names and
numbers to classify traded products.

TABLE 2.1

from 454 products in 1996 to 1,210 products in
20M1. Only 288 products that were imported
prior to the agreement continued to be
imported in 2011, but there was a net increase
of 922 new products added to the existing
portfolio of products imported from Chile.

Similarly, Table 2.2 shows that more than half of
the growth in total imports from Chile was
from new products that were not traded prior
to the FTA, whereas the remainder was from
existing goods. The strong presence of gains
from trade at the extensive margin (“new”
trade) indicates that by opening up to trade
with Canada, Chilean businesses expanded the
variety of their products offered at more
competitive prices to the Canadian market.

Number of products imported from Chile affected by CCFTA tariff reductions

NUMBER OF NUMBER OF PRODUCTS (2011)
PRODUCTS (1996)

TARIFF REDUCTION (PP) EXISTING PRODUCTS NEW PRODUCTS TOTAL
Duty-free 377 243 743 986
0.5 pp 23 14 44 58
5110 pp 26 21 32 53
>101 pp 28 10 103 113

TOTAL 454 288 922 1,210

Source: COMTRADE database. Calculation of the OCE.

TABLE 2.2
Growth (%) of extensive and intensive margins of Canadian imports from Chile
TARIFF REDUCTION (PP) GROWTH IN IMPORTS SHARE OF EXISTING SHARE OF NEW PRODUCTS
(1996 TO 2011) PRODUCTS (INTENSIVE) (EXTENSIVE)
Duty-free 516.1% 183.2% 332.9%
0.1-5 pp -53.7% -46.1% -7.6%
51-10 pp 135.5% 124.2% 1.2%
2101 pp 836.1% 792.2% 43.9%
TOTAL 459.6% 173.5% 286.1%

Source: COMTRADE database. Calculation of the OCE.

Canada’s State of Trade — 2022
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On the export side, the number of products
that Canada exported to Chile more than
doubled from 848 products in 1996 to

1,759 products in 2011 (Table 2.3). Some

581 products exported in 1996 continued to be
exported to the Chilean market in 2011, while
1,178 new products were added to the list of
Canadian exports to Chile over the period. The
majority of these new products, about 973,
were introduced under the category with tariff
reductions of more than 10 percentage points.

TABLE 2.3

Table 2.4 shows that more than 50% of the
growth in Canadian exports to Chile arises
from existing products, while the remaining
growth comes from new trade. The largest
trade creation effects at the extensive margin
came from product categories that benefited
from tariff reductions of more than

10 percentage points, a clear result of the FTA.

Number of products exported to Chile by CCFTA tariff reductions

NUMBER OF NUMBER OF PRODUCTS IN 2011
PRODUCTS IN
1996
TARIFF REDUCTION (PP) EXISTING PRODUCTS NEW PRODUCTS TOTAL

Duty-free 141 99 167 266
01-5 pp 0 0 0 0
51-10 pp 41 29 38 67
2101 pp 666 453 973 1,426
Total 848 581 1,178 1,759

Source: COMTRADE database. Calculation of the OCE.

TABLE 2.4
Growth (%) of Canadian exports to Chile by extensive and intensive margin
TARIFF REDUCTION GROWTH IN EXPORTS SHARE OF EXISTING SHARE OF NEW PRODUCTS
(1996 TO 2011) PRODUCTS
Duty-free 362.7% 139.2% 223.5%
015 pp 0.0% 0.0% 0.0%
51-10 pp -33.9% -22.8% -11.0%
2101 pp 109.8% 69.2% 40.5%
Total 96.4% 53.9% 42.5%

Source: COMTRADE database. Calculation of the OCE.

Canada’s State of Trade — 2022
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Canada-Colombia Free Trade Agreement

The average treatment effect estimation has
also been applied to study the trade creation
effect of the Canada-Colombia FTA (CCoFTA).
The econometric results suggest the CCoFTA
has had a moderate effect: trade growth
between Canada and Colombia increased by
an average 5.8% to 7% faster than it would
have in the absence of the CCoFTA.

The moderate trade creation effect of the
CCoFTA could be explained by the following

2 factors that came into play during the
implementation period of the trade agreement.

First, immediately after the CCoFTA entered
into force, Colombia introduced a unilateral
tariff reduction, which resulted in a large
number of tariff lines being transformed from
MFN-dutiable to duty-free. In a typical FTA ex
post analysis, the increase in dutiable trade is
a rough indicator of gains in trade covered by
the trade agreement. However, the increase in
dutiable exports by Canada to Colombia
became almost insignificant compared to the
increase in duty-free exports after Colombia’s
unilateral tariff reductions.

Second, Colombia’s relatively small market
buffeted by the strong effect of fluctuations in
commodity prices on its purchasing power
constrains the size of gains Canada can realize
from the CCoFTA. Following the implementation
of the CCoFTA in 201, commodity prices
experienced a sharp decline in 2014. Since
Colombia’s currency is closely tied to
commodity prices, the Colombian peso
depreciated by 51% during that period. As a
result of this negative economic shock,
Colombian exports to other economies fell
significantly, especially its oil exports.

CONCLUSIONS

The analysis presented above suggests there
is compelling evidence that FTAs have been
trade creative and have worked as intended.
Canada’s FTA programs have made significant
contributions to the large increase in Canada’s
trade with FTA partner countries that has
grown over and above the trade with non-FTA
partner countries.

As the overall preference utilization of most of
Canada'’s FTAs has been steadily improving
over time, additional efforts could be deployed
to ensure Canadian businesses take full
advantage of FTAs in every sector and with
every member state of agreements. It is
reassuring to see that businesses have made
better use of the FTAs during the pandemic,
which is evidenced by steady increases in
PURs in 2020 and 2021 for most agreements.

It is worth noting that FTAs have not only been
effective in generating more trade in existing
products at the intensive margin, but also
more trade of new products built on the new
trading relationships at the extensive margin.
As FTAs have significantly reduced the entry
thresholds, new trade could become a key
driver for trade expansion.

Canada’s State of Trade — 2022 @
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2.2 The welfare impact of free

trade agreements

INTRODUCTION

Welfare economics is concerned with how the
allocation of resources and goods affects
social welfare. It deals with the 2 fundamental
issues that affect the overall well-being of
people in the economy:

1. economic efficiency—how economic
resources can be optimally allocated to
maximize the economic benefits for
everybody in the society

2. income distribution—how social welfare can
be maximized with a suitable level of
redistribution

In empirical research, welfare analysis
evaluates the costs and benefits of policy
changes to the economy and guides public
policy toward maximizing the total welfare
of society.

With respect to welfare implications of FTAs,
the most extensively discussed topic in the
trade literature is the potential suboptimal
efficiency outcomes of FTAs. The previous
section discussed whether improved market
access under an FTA actually results in
increased trade between the FTA partner
countries. The analysis presented in that
section provides compelling evidence that FTAs
have worked as intended. Canada'’s FTA
programs have made significant contributions
to the large increase in Canada’s trade with FTA
partner countries. However, critics argue that
although FTAs might promote greater trade
between member countries, they represent
suboptimal welfare outcomes, in comparison to
multilateral or even unilateral trade liberalization
(Bhagwati and Srinivasan, 2002).

@ Canada’s State of Trade — 2022

In a seminal work, Viner (1950) shows that an
FTA does not necessarily improve the economic
welfare of member countries. This is because
the preferential removal of tariffs may lead to
both trade creation and trade diversion.

Trade creation occurs when an FTA causes
production to move from less efficient
producers to more efficient producers or from
comparatively disadvantaged sectors to
comparatively advantaged sectors within the
FTA. This is an efficiency enhancement change
and generally raises the economic welfare of
FTA member countries.

By contrast, trade diversion arises when an
FTA causes production to move from efficient
producers outside the FTA to less efficient
producers within the FTA. This is an inefficient
change and represents the economic costs of
discriminating against more efficient producers
in favour of less efficient producers. Trade
diversion generally reduces the welfare of FTA
member countries.

Because any single FTA could produce a
combination of trade creation and trade
diversion, the net national welfare effect of an
FTA can be either positive or negative. In
other words, member countries can gain or
lose economic welfare overall as a result of an
FTA. It is therefore important to understand
this balance. Welfare impact assessments of
FTAs assess whether economic gains from
trade creation outweigh the costs from trade
diversion, leading to an overall improvement in
economic welfare among member countries.

In the following section, we attempt to validate
the extent to which FTAs contribute to
welfare gains.
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A FRAMEWORK FOR THE WELFARE IMPACT
ASSESSMENT

The economic framework to assess the welfare
impact of FTAs consists of comparisons of
consumer gains (surpluses) and producer gains
(surpluses) and potential welfare losses under
different market structures and conditions.

Producer gains

Determining producer gains (producer
surpluses) involves measuring the amount that
producers benefit from a policy change—in
this case the FTA—which is roughly equal to
the net change in profit margins. Producer
gains come from the following 3 sources.

Allocative efficiency gains

There are 2 types of allocative efficiency gains:

1. Sector level—Historically, economics
literature focused on gains from trade
stemming from differences in comparative
advantage (becoming proficient at
producing a product and trading that
product for other products). By reallocating

economic resources from comparatively
disadvantaged sectors to comparatively
advantaged sectors, overall economic
efficiency improves.

. Firm level—This refers to productivity gains

resulting from the reallocation of economic
resources from less efficient production to
more efficient production. Firm-level
reallocations arise due to differentiation
between different firms (Melitz, 2003;
Bernard et al, 2003). Even in a narrowly
defined industry, firms can be differentiated
based on their productivity, which can
result in having larger, more profitable firms
and smaller, less profitable firms. Increases
in a globally integrated market under FTAs
creates more competition within a given
industry, which more negatively affects the
least profitable firms. The firms that perform
better not only survive but thrive and
expand into new markets, while firms that
perform worse contract or cease operations.
This generates a gain from trade as the
firms that survive are the better-performing
firms, meaning that the overall efficiency of
the industry improves.

Canada’s State of Trade — 2022 @
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Productive efficiency gains

In contrast to allocative efficiency gains that
exist between firms, productive efficiency
gains are focused within firms. These gains
from trade are related to the positive effects
on innovation and technological progress
under FTAs. In this case, the same conditions
that give rise to allocative efficiency gains can
also give rise to productive efficiency gains.
Increasing productivity through investment
requires a significant upfront cost. Increasing
the size of the available market through
international trade creates the favorable
market conditions that encourage firms to
invest in development to increase productivity,
since firms in large markets under the FTA
have the sales volumes needed to justify the
high costs of innovation. .

Terms of trade gains

Terms of trade is measured by the ratio of
export prices to import prices. It is the ratio at
which a country can export or sell domestic
goods in exchange for imported goods. When
terms of trade improve, a unit of exports will
buy more imports. By contrast, worsening the
terms of trade implies that the country
concerned must export more to afford the
same quantity of imports. Under an FTA,
import prices decline and export prices rise as
an FTA reduces and eliminates tariff protections
and encourages more sales between FTA
partner countries; as a result, terms of trade
improve for FTA partner countries. On the
other hand, non-FTA partner countries are
expected to experience worsening terms of
trade as they don't receive the same benefits
as FTA countries.

Canada’s State of Trade — 2022

Consumer gains

Measuring consumer gains (surpluses) involves
determining the gains obtained by consumers
because they are able to purchase a product
for a more competitive price under an FTA.
Consumer gains come from the following
sources:

Lower consumer prices due to eliminations
and reductions of tariff protections under
an FTA

More variety as consumers can buy products
from a FTA partner country that may not be
available at competitive prices offered in
their own in the absence of the FTA

In the welfare impact analysis, these gains would
be weighed against potential welfare costs:

Government revenue losses—revenues are
lower due to eliminations and reductions of
tariffs under an FTA.

Production losses resulting from imports
competition—free trade not only creates
access to larger markets it also increases
competition. Firms that are already efficient
are able to weather the increased
competition and can take advantage of the
access to larger markets, while poorer
performing firms are dominated by the
increased competition.

Costs of trade diversion—these costs
escalate as a result of increasing trade with
less efficient producers in FTA partner
countries at the expense of more efficient
non-FTA partner countries.
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The welfare impact assessment of FTAs
assesses whether welfare gains from trade
creation under an FTA outweigh the costs from
trade diversion, leading to overall better
welfare outcomes among member countries.
Positive gains in productivity in the affected
industries indicate that gains in economic
efficiency from trade creation exceed
economic losses from trade diversion. A net
increase of product varieties at competitive
prices means an improvement in consumer
gains (surpluses).

Recent empirical evidence

While the theoretical literature on the welfare
implications of FTAs is well developed, the
empirical literature is still maturing. A
comprehensive review of the overall welfare
implications of FTAs at present derives only
from ex ante impact assessments based on
computable general equilibrium models.
However, some recent ex post impact
assessment literature attempts to address
certain aspects of economic welfare, in
particular, productivity gains of affected
industries. The new evidence from this body of
literature on trade creation and productivity
gains is particularly encouraging.

The following sections review the recent
empirical literature of ex post evaluations of
economic welfare of FTAs and discuss the
welfare impacts of FTAs from the point of view
of producer gains (surpluses) and consumer
gains (surpluses) and the channels through
which both groups accumulate benefits from
free trade.

Allocative efficiency gains

Evidence from the literature supports the idea
that FTAs yield allocative efficiency gains.
Lileeva and Trefler (2010) provide evidence of
this in the context of the Canada-United States
Free Trade Agreement (CUSFTA). Using firm-
level data, the authors examine a sample of
5,000 Canadian manufacturing firms that had
never exported prior to the agreement.
Allocative efficiency would suggest that the
most productive firms would be more likely to
start exporting in the face of falling trade costs
while the least productive non-exporting firms
would contract or leave the market.

The authors find that 40% of the sample firms
began exporting after the CUSFTA came into
force and that these firms tended to be more
productive on average. More than half of the
firms that began exporting were in the top
20th percentile of labour productivity and
these highly productive firms were 3 times
more likely to start exporting in response to
tariff liberalization compared to the least
productive firms.

How do these changes in the composition of
firms in the market affect Canadian welfare?
Lileeva and Trefler (2010) show that the

overall labour productivity in the Canadian
manufacturing sector improved by 13.8% in the
wake of tariff concessions under the CUSFTA
(Figure 2.9).

Canada’s State of Trade — 2022 @
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More than half of the total productivity gains
come from allocative efficiency gains between
firms (8.4%). These gains can be further
broken up into 2 components:

Growth of exporting firms
Contraction and exit of least productive firms

First, tariff concessions in the United States
under the CUSFTA allowed Canadian firms to
export more, shifting the composition of
production toward highly productive exporting
firms. Lileeva and Trefler (2010) estimate that
the growth in highly productive exporting
firms raised Canadian manufacturing
productivity by 4.1%.

Second, Canadian tariff concessions under the
CUSFTA adjusted the landscape of Canadian
manufacturing, with exporting firms growing at
the expense of non-exporting firms. The least
productive Canadian firms either contracted or
exited the market. The productivity gains
associated with this adjustment in domestic
market shares amounted to 4.3%.

FIGURE 2.9

Overall, the allocative efficiency gain for the
Canadian manufacturing sector in the wake of
the CUSFTA is 8.4%, a significant gain in
productivity in a relatively short time.

The authors emphasize that these findings
provide significant support for the theory of
allocative efficiency gains not only in the
Canadian context but beyond. The variation
shown in Canadian manufacturing firms is
common across many countries, including the
United States (Bernard et al.,, 2003), European
countries (Mayer and Ottaviano, 2008;
Bartelsman, Hatiwanger, and Scarpetta, 2009),
as well as China and India (Hsieh and Klenow,
2009). For example, Bernard and Jensen
(2004) find that almost half of all growth in US.
manufacturing productivity from 1983 to 1992
was driven by a reallocation of resources
toward exporters.

Overall effect of CUSFTA on Canadian manufacturing productivity

Increase in productivity (%)

5

4

REALLOCATION WITHIN-PLANT
BETWEEN PLANTS Increase in GROWTH
Growth of exporters 41% productivity 5% New exporters invest

(most productive plants) ' 7° in raising productivity
Contraction and exit 43% 14% Existing exporters invest

of least productive plants

in raising productivity

Improved access to US.
intermediate inputs

05%

TOTAL: 13.8%

Sources: Trefler (2004); Lileeva and Trefler (2010).
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Productive efficiency gains

Tariff liberalization in the US. under the
CUSFTA created a larger market for Canadian
firms to access, creating favourable conditions
that theoretically should encourage these
firms to invest in innovation and productivity
enhancements.

Lileeva and Trefler (2010) examine their sample
of 5,000 firms and find that the labour
productivity of the firms that started exporting
rose 29% compared to non-exporters. The
authors find that the reason for this is because
the new exporters invest in technology and
innovation more than non-exporting firms.

However, the 29% increase in productivity is
not entirely attributable to the CUSFTA alone.
Using a statistical technique, the authors
determine that the firms that started exporting
due to the CUSFTA increased their productivity
by 15.3%. Since these newly exporting firms
represent only a portion of total Canadian
manufacturing output, the authors calculate
that new exporters increased the overall
productivity of the Canadian manufacturing
sector by 3.5%.

The authors also find that existing exporters
increased their investments in technology after
the CUSFTA came into force. These investments
by existing firms contributed to an additional
1.4% improvement in productivity.

Finally, improved access to US. intermediate
inputs under the CUSFTA increased Canadian
manufacturing productivity by 0.5%.

The literature shows that these findings are
not unique to Canada. For example, Bustos
(2011) examines Argentinian firm-level data
following the tariff cuts of the Mercosur
regional trade agreement. Bustos finds that
firms that began exporting during this period
also increased their spending on technology;
technology spending increased the most in
sectors that experienced the most improved
access to Brazilian product markets through
tariff cuts. Shen (2016) finds strong
complementarities between exporting and
productivity-enhancing investments among
firms in Spain. Bloom, Draca and Van Reenen
(2011) show that European firms increased
investments in research and development,
patents, and information technology in the
face of increased Chinese import competition.

Consumer gains

Free trade expands consumer choices. Under
free trade, consumers can buy a wider variety
of products produced anywhere in the
integrated market. Economic integration also
allows production of each individual variety of
product to be consolidated for the whole
integrated market. Given increasing returns to
scale, this reduces average production costs,
leading to lower prices for each variety.

This so-called variety effect, which is the
cornerstone of pro-free trade arguments, is
difficult to measure in a comprehensive way.
One study found that the CUSFTA resulted in
larger access to mass produced, lower-priced
Californian wines for Canadian consumers. This
actually ended up benefiting Canadian
consumers and Canada’s domestic wine
industry, which reduced the number of varieties
produced to focus on ice wine as a result of
increased competition from Californian wine
producers (Beamish and Celly, 2003).

Canada’s State of Trade — 2022 @
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Free trade both lowers import prices and
enhances market competition. When nations
integrate their markets by removing or
reducing the barriers to trade, the number

of products, both foreign and domestically
produced, increases significantly. The
additional competition in an integrated market
ensures that benefits achieved under free
trade, including lower prices, are passed on
to consumers.

However, measuring the price effect of trade
agreements is notoriously difficult. Many
factors influence price movements, including
changes in income, fluctuations in exchange
rates at the macro level, and changes in
consumer tastes and preferences and age
distribution of the population at the micro
level. These factors and more make efforts to
isolate the price effects of FTAs extremely
difficult. Empirical literature in this area
continues to evolve; evidence will be
presented when available.

CONCLUSION

The recent ex post impact analysis provides
compelling evidence that Canada’s FTA
programs have made significant contributions
to the large increase in Canada’s trade with
FTA partner countries. However, increased
trade between FTA partner countries does not
guarantee that greater trade between FTA
partner countries under an FTA would
necessarily improve welfare. A key challenge in
measuring such improvements to economic
welfare is determining whether FTAs lead to
trade creation as opposed to simply diverting
trade. This question arises because of trade
diversion, which might result in suboptimal
welfare outcomes compared to outcomes from
multilateral or even unilateral trade liberalization.
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23 The labour market impact of

free trade agreements

INTRODUCTION

Free trade plays a central role in driving trade
growth, improving economic efficiency and
achieving economic prosperity in many parts
of the world. That said, trade agreements do
not necessarily improve the lives of everyone
within an economy. Free trade might boost
national welfare in the aggregate, but there is
no guarantee that people in all segments of
the labour market would be better off from
freer trade. Therefore, trade agreements need
to be appropriately designed to ensure that
all segments of society, including historically
overlooked and under-represented groups,
can benefit and take advantage of the
opportunities that flow from free trade.

To address these concerns, nations conduct
both ex ante and ex post labour market
impact assessments for the trade agreements
they negotiate, in addition to their regular
economic impact assessments (Box 2.3). This
section will focus on the ex post labour impact
assessment of free trade agreements,
summarize the key findings from the latest
literature in this area, and draw out the lessons
learned from the recent experiences of
Canada and other countries.

Policy-makers and economists alike
acknowledge that under free trade there will
be some winners and some losers. Yet, society
at large can ultimately expect better overall
economic outcomes as the gains to winners
more than sufficiently offset any losses
incurred by those experiencing adverse
effects from foreign competition. It is this

6.3 THE LABOUR MARKET IMPACT OF FREE TRADE AGREEMENTS

assurance that motivates nations to pursue
free trade. From an analytical perspective, it is
therefore critical to empirically validate that
this assurance remains well-founded after
decades of intensive globalization and economic
integration between nations.

Free trade has 2 notable impacts on a
country’s labour market:

First, as a result of freer trade, nations
benefit from increased foreign market
access and expanding domestic business
and job opportunities. The importance of
such export-led job growth for a nation’s
income is also reinforced by the fact that
wages in export-oriented firms tend to be
higher than wages in firms that are less
export-oriented.

Second, freer trade enables domestic
consumers and producers to purchase
imported goods and services at lower
prices; however, increased foreign
competition from freer trade may reduce
the demand for domestically produced
goods and services. Local firms in affected
industries become vulnerable when barriers
to protect them are removed or reduced
under free trade agreements. These
industries may have to undertake significant
adjustments to adapt to the new economic
reality: they can innovate to become more
productive and face import competition
better, or they can close plants, cut jobs
and reduce earnings, which could affect
some workers and communities.

Canada’s State of Trade — 2022
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BOX 2.3

Ex ante labour market impact assessment of future trade agreements

While this section focuses on the ex post impact assessment of free trade agreements on the labour
market after they have come into force, the Office of the Chief Economist at Global Affairs Canada has
also developed a labour market module for the ex ante labour market impact assessment of future trade
agreements. The labour market module expands upon the traditional computable general equilibrium
(CGE) model by taking into account gender, age, and the distribution of Canadian workers across

8 different occupational groups and 65 sectors of the economy. This module can estimate the number of
jobs added or affected by trade agreements for women, youth and others in various sectors and
occupational groups because of a trade agreement.

This new approach departs from the traditional economic modelling in a fundamental way. First,
traditional CGE models do not focus on the impact on labour markets because they assume that in the
long-run everyone who wants a job will find one. Second, they assume that labour markets are friction-
free. Given sufficient time, workers can move freely between industries and occupations. The
shortcomings of this approach are that it lacks information about the economic well-being of the
people behind trade and does not account for the friction that is felt in the short-term regarding the
reallocation of jobs in response to an FTA.

Advances in the availability of detailed labour data and economic modelling have made it possible to
create a detailed labour market module that allows for significant characterization of workers and their
occupations, as well as accounting for friction in the labour market as workers move into and out of the
labour market and between jobs.

Statistics Canada census data provide labour market data by gender, occupation, sector of employment,
and age. However, this is just a snapshot in time of Canadian labour market conditions. Policy-makers are
also interested in transitional dynamics, that is, how the labour market might adjust in the event that a
new free trade agreement is signed. To account for this, Statistics Canada’s Survey of Labour Income
Dynamics (SLID) is used to obtain information on how workers change their occupations over time, or
when they enter or leave the labour market. By combining the SLID data with the Canadian census data,
it is possible to know which industries have demand for certain occupations and what type of workers
are willing to transition between occupations.

When these data are linked to a model of international trade, it is possible to estimate how the labour
market might react to economy-wide changes stemming from a free trade agreement. As sectors expand
or contract, demand for labour and occupations can change, necessitating an adjustment process in the
economy as workers potentially change industries or occupations to pursue new opportunities.

When this economic modelling is completed early in the negotiations process, policy-makers can
understand which industries, occupations, genders and age groups could benefit or face challenges as a
result of a new free trade agreement and use this information to inform further negotiations. This new
approach to modelling is being used in current and future economic impact assessments in the Office of
the Chief Economist at Global Affairs Canada (see, for example, GAC, 2022).

Canada’s State of Trade — 2022
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This section reviews recent empirical evidence
of tariff reduction commitments under trade
agreements and increased imports penetration
in general on the labour market in Canada.

EVOLUTION OF THE DEBATE ON TRADE
AND LABOUR

The concerns over the negative impact of free
trade on the comparatively disadvantaged
industries is not new. Trade theory—
specifically, the Stolper-Samuelson effect
(Stolper and Samuelson, 1941)—predicts that
free trade could lead to an increase in returns
for capital and skilled labour relative to low-
skilled labour in countries where capital and
skilled labour are relatively abundant. The
reverse is predicted to occur in countries
where low-skilled labour is abundant. In other
words, the Stolper-Samuelson effect suggests
that international trade might make skilled
workers in industrialized countries relatively
better off compared to unskilled workers
during the course of globalization.

The Stopler-Samuelson effect is applicable for
trade between countries with very different
economic characteristics such as trade between
developed and less developed countries. Under
the Stopler-Samuelson framework, trade is
mainly driven by the differences in national
economic characteristics. As such, it provides
little guidance on trade between countries with
similar economic characteristics and associated
labour market consequences, for example,
trade between the 2 industrialized countries.

It was the “new trade theory” developed in the
1980s that attempted to explain rising trade
between countries with similar national
economic characteristics. The new trade theory
argues that trade between the 2 similar
countries is mainly driven by specialization
resulting from the consumer’s love of variety
and the desire by firms to increase economies
of scale in developing niche products in
response to the consumer’s love of variety. The
labour market consequences of trade under
such a circumstance reflect the changes in the
production structure and specialization across
countries. This issue will be discussed in the
section below on the labour market implications
of trade in the context of the Canada-United
States Free Trade Agreement (CUSFTA).

Canada’s State of Trade — 2022



CUSFTA’s impact on jobs and income

Implemented on January 1, 1989, the CUSFTA
was Canada’s first major trade agreement with
the United States, its largest trading partner.
The agreement had significant effects on
bilateral trade and production patterns between
the 2 countries (Head and Ries, 1999; Trefler,
2004). However, very little is known about
what happened to workers on either side of
the border after the 2 industrialized countries
liberalized their trade. A study on the long-run
labour market effects of the CUSFTA by Kovak
and Morrow (2022) attempts to fill this gap by
examining the effects of the CUSFTA on
Canadian labour markets according to
employment status and the type of firms
where workers were employed (small and
medium enterprises vs. larger enterprises)
using longitudinal, matched employer-
employee administrative data between 1984
and 2004 from Statistics Canada. This study
tracks the career trajectories of workers who
were initially employed in 1988 in industries
subsequently subject to both Canadian and
American tariff concessions under the CUSFTA.

The CUSFTA provides a unique setting for
analyzing a trade shock on labour markets
because of the size and extent of economic
integration between the 2 countries, with a
large number of Canadian industries involved in
trade with the US. Trade with the US. accounts
for over 70% of Canada’s total trade and more
than 50% of total production. In some extreme
cases, like the automotive industry, more than
90% of Canadian automotive production is
exported to the United States.

Job losses and worker displacement following
the implementation of the CUSFTA yielded
varying effects based on the attachment of
workers to the labour market. Notably, research
investigates whether impacts differ across
workers with high or low attachment to the
labour force. High attachment workers are
those who were consistently employed, while
low attachment workers are those who were

Canada’s State of Trade — 2022
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inconsistently employed. More specifically,
“high” attachment refers to workers who had
earnings in every year in a given period (in the
case of results presented below between 1985
and 1988, inclusively) that equalled or
exceeded 1,600 annual hours of work at the
nominal provincial minimum wage in the
province of employment (Autor et al., 2014).

Following the implementation of the CUSFTA,
Canadian workers initially employed in
manufacturing industries that subsequently
lost tariff protection under the agreement
experienced an increase in the probability of
job loss, especially if they were employed at
large firms.

More specifically:

Workers with low attachment to the labour
market in industries that had Canadian tariff
concessions under the CUSFTA had a higher
probability (3.1 percentage points) of losing
their jobs compared to workers in industries
with no Canadian concessions. On the other
hand, if these workers were in an industry
that benefited from US. tariff reductions,
that is, providing greater access to their
industry to the US. market, they were

2.8 percentage points less likely to lose
their jobs.

In contrast, workers with high attachment to
the labour market were less affected by
Canadian concessions. Highly attached
workers in affected industries were

11 percentage points more likely to lose
their job than workers in industries without
concessions. Similar to low attached
workers, high attached workers were

2.6 percentage points less likely to lose
their jobs when working in an industry that
benefited from U.S. concessions.

Overall, low attachment workers were more
negatively affected by the CUSFTA on
average, while high attachment workers
were more likely to have job stability.
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Kovak and Morrow (2022) also found that the
agreement did not lead to lower total earnings
for either low or high attachment workers.

Low attachment workers: on average, low
attachment workers in Canada saw earnings
that were 0.6% lower due to Canadian
concessions under the CUSFTA. However,
the negative effect was offset by higher
earnings in other industries such as
construction, mining, and services. Earnings
rose by 14% due to U.S. concessions, which
yielded an overall positive effect on
earnings for low attachment workers.

High attachment workers: US. concessions
increased the cumulative earnings of high
attachment workers by 1.6%, while Canadian
concessions decreased earnings of high
attachment workers by 0.2%.

Overall, job separations or displacements
did not lead to lower cumulative earnings
for either low or high attachment workers.
Short-term income losses in the initial
industry of employment were offset by
higher earnings in other sectors, including
services, construction, and mining in the
longer term.

Finally, Kovak and Morrow (2022) also found
that low attachment workers did not
experience permanent job displacement as
a result of Canadian tariff concessions. There
was a high probability of re-employment in
other manufacturing industries, in other
firms in the same manufacturing industry or
in other industries such as construction,
mining, and services. This labour market
mobility is consistent with trade theory and
could be a contributing factor to the limited
impact on long-run earnings for low
attachment workers.
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CONCLUSION

The literature shows that increased trade
between developed countries has a limited
impact on labour market outcomes. In the
context of the CUSFTA, the literature did not
find higher rates of permanent displacement in
industries with significant Canadian tariff
concessions. Indeed, there was a high
probability of re-employment in other
manufacturing industries, in other firms in the
same manufacturing industry or in other
industries. More importantly, displacement
under the CUSFTA did not lead to lower
cumulative earnings for affected workers.
Income losses in the short run in the initial
industry of employment were offset by higher
earnings in other sectors in the longer term.

The effect of the CUSFTA represents textbook
labour market dynamics: job opportunities in
expanding sectors mostly make up for jobs
lost in import-competing sectors. However, the
CUSFTA is not the best test case to examine
the Stolper-Samuelson effect given that the
trade agreement is between 2 of the world’s
capital-intensive industrialized countries with
skilled labour forces.

Canada'’s State of Trade = 2022

There is no evidence in recent trade literature
to support the view that the costs of free
trade have exceeded the benefits. Free trade
as a whole leaves participating countries
better off in the aggregate, but the review of
the literature shows that increased trade,
particularly with developing countries, can
have localized negative effects on the labour
market. A good understanding of expected
significant adjustments is key to designing
future free trade agreements in the best
possible way or have transition programs and
policies ready to attenuate such adjustments.




24 Beyond the border—

assessing FTAs
beyond tariffs

Traditionally, analyses of FTAs have focused
primarily on the economic and welfare impacts
of reducing tariffs on goods. However, with
tariffs now at historical lows globally, other FTA
commitments are gaining in prominence and
importance.

This includes obligations that:

increase transparency and reduce red tape
to make trade simpler and less costly

provide greater certainty and predictability
for exporters, service providers and
investors by locking in market access and
regulatory requirements

ensure trade liberalization goes hand-in-
hand with broader goals, such as
addressing environmental degradation and
climate change and protecting human and
labour rights

As the scope of FTAs has grown, researchers
have started to evaluate whether these
commitments are achieving their intended
outcomes. This is an important step to take as
policy-makers in Canada and around the world
seek to ensure that decisions are based on
evidence in order to secure the best

outcomes for their populations and businesses.

Accordingly, the following sections will
summarize a selection of existing empirical
analyses regarding key areas of FTAs beyond
tariffs and may help to provide an early
indication of whether existing FTA provisions
are working and where further research may
be warranted.
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While initial results are promising, there are
limitations to such analyses. For example,
conditions such as transparency or certainty
are difficult to quantify. Moreover, in some
cases, relevant data are either missing,
inconsistent or incomparable (for example,
across sectors or countries). While Canada has
established deeper, more comprehensive
commitments in its recent FTAs, such as the
Comprehensive Economic and Trade Agreement
(CETA), the Comprehensive and Progressive
Agreement for Trans-Pacific Partnership (CPTPP)
and the Canada-United States-Mexico
Agreement (CUSMA), it is too early for the
impact of these newly introduced, non-tariff
commitments to be reliably measured.
Researchers and analysts will need to continue
improving upon existing analytical approaches
to provide policy-makers with the most
accurate and applicable information available.
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EASING THE BURDEN OF NON-TARIFF
BARRIERS TO TRADE

With tariffs diminishing over time, non-tariff
measures are increasingly shaping trade and
have outpaced tariff-related barriers in
influencing the flow of goods and services
(UNCTAD and WTO, 2018; Cadot, Gourdon and
van Tongeren, 2018; UNCTAD, accessed 2022).

Economies typically adopt measures in the
pursuit of legitimate policy objectives.
However, these measures can make trade
more challenging or costly, if not impossible
when they are used to block imports, take the
form of regulations or procedures that
discriminate in favour of domestic suppliers,
are opaque or difficult to navigate or are
unnecessarily difficult for exporters to comply
with (Abbyad and Herman, 2017). If not
addressed, any of these measures can erode
the market access benefits of FTAs. Addressing
non-tariff barriers is now considered as
important as addressing tariffs in determining
access to markets (WTO, 2021).

The following can make trade more costly for a
business:

quotas that limit the quantity of imports
duplicative or conflicting regulations
labelling requirements

requirement to include locally produced
content in a product

government purchasing policy that favours
domestic products

domestic subsidies

overly burdensome administrative
procedures

arbitrary rules or standards on food or
products

Canada’s State of Trade — 2022

BOX 2.4

Protecting Canadians

Some regulations make sense, such as those
designed to protect the health of consumers or
the environment. While regulations can have an
important role, they can also unnecessarily
restrict or distort trade or be more restrictive
than necessary to achieve the intended policy
objective.

Canada’s FTAs preserve the ability to take
measures necessary to protect health, safety and
the environment, while ensuring that these
measures are based on science, are no more
trade restrictive than necessary and are not
discriminatory or a disguised restriction on trade.

Canada seeks to reduce costs of doing
business through its FTAs by:

enhancing transparency and good
regulatory practices, including by ensuring
that FTA partners make their respective
rules and regulations visible, easy to access
and as simple as possible

ensuring that technical regulations,
standards and procedures do not
discriminate against foreign products or
create unnecessary obstacles to trade

encouraging regulatory cooperation and the
use of international standards to harmonize
regulations and simplify the global
regulatory environment for exporters

working to keep customs procedures
transparent, predictable and consistent
for traders



helping to ensure that market access gains
for Canadian agriculture, agri-food and
forestry products are not undermined by
unnecessary or scientifically unjustified
sanitary- or phytosanitary-related trade
restrictions

promoting cooperation between experts to
resolve problems and raise concerns

MEASURING EFFECTIVENESS OF FTAs IN
EASING THE BURDEN OF NON-TARIFF
BARRIERS TO TRADE

Given the significant impact of non-tariff
barriers on trade, a growing body of research
is examining whether FTAs successfully address
such barriers. This work is in its early stages
and has proven challenging given the diverse
types of non-tariff measures, which are often
difficult to detect or quantify (Abbyad and
Herman, 2017). Many FTA provisions that aim to
facilitate trade and address non-tariff barriers
are incremental and discrete, and their benefits
are difficult to quantify on an economic basis.

These studies provide early evidence that
FTAs could be effective at lowering trade
barriers as well as the costs of trade. In a
rough assessment of “deep integration”
clauses of FTAs, such as harmonization and
mutual recognition of standards or conformity
assessment, researchers found that these FTAs
dampen the cost-raising effects of non-tariff
measures by approximately 20 to 25% (Cadot
and Gourdon, 2016). One paper found that
FTAs that have deeper transparency provisions
appear to more strongly promote trade,
increasing bilateral trade by more than 1% per
transparency provision (Lejarraga and
Shepherd, 2013).
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A first working paper on the impact of trade
facilitation provisions suggests that they have
a small yet statistically significant impact on
bilateral trade costs between FTA partners.
This effect can be more pronounced when
supported by multilateral, regional or bilateral
Aid For Trade facilitation measures (Duval,
Neufeld and Utoktham, 2016). The paper notes
that more work is needed to understand the
effectiveness of trade facilitation provisions,
including new indicators and innovative ways
to estimate the impact of measures on trade
and trade costs.

A study of Chile’s, Colombia’s and Peru’s FTAs
found that exports by small firms increased by
40% on average for FTAs with more provisions
to reduce technical barriers to trade and 10%
for larger firms (Fernandes et al,, 2021). In
another novel study, researchers found that
targeted government-to-government
regulatory cooperation had a positive effect
on trade and reduced compliance costs
(Cadot, Gourdon and van Tongeren, 2018).

The ability to strengthen this type of analysis
depends on strong data. The United Nations
Conference on Trade and Development
(UNCTAD) has been developing a comprehensive
set of non-tariff measure indicators, which now
cover 100 economies and over 90% of global
trade (WTO, 2021). This is the first attempt to
quantify and bring together consistent data
from across economies, though the availability
and quality of data remains uneven.

UNCTAD'’s early work to quantify non-tariff
measures across countries and sectors
indicates that non-tariff measures have a
bigger influence on trade than tariffs (UNCTAD
and WTO, 2018).
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The following non-tariff measures are the most
frequently used:

1. technical barriers to trade, which affect
approximately 65% of global imports

2. export measures, affecting 20% of global
exports

3. sanitary and phytosanitary measures,
covering close to 20% of global imports
(concentrated in the agriculture sector)

Notably, the available data do not yet allow
researchers to separate legitimate measures
from protectionist ones. Further work is required
to quantify and understand the implications of
these measures on a practical level in a way that
could better inform trade rules.

Others continue to build on UNCTAD’s work by
attempting to quantify the trade costs of non-
tariff measures and have developed promising
approaches (Cadot, Gourdon and van Tongeren,
2018). In addition, the Organisation for Economic
Co-operation and Development’'s (OECD’s) Trade
Facilitation Index can help benchmark the
condition of border procedures and assess
improvement over time. We can expect to see
this type of analysis become more robust over
the coming years.

Until data quality is sufficiently strong, the most
promising route for an ex post evaluation is a
qualitative assessment. This could focus on how
Canada’s FTAs have been used to discipline
non-tariff measures to avoid the adoption,
implementation and entry into force of non-tariff
barriers that erode market access. It will likely
remain more challenging to evaluate whether
trade rules in a specific FTA have prevented a
trading partner from putting in place new
non-tariff barriers. The ability to undertake these
types of evaluations will depend on the strength
of underlying data and the body of research
that these data inform.
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INCREASING CERTAINTY AND
PREDICTABILITY

Uncertainty can challenge a firm's ability to
engage in international markets. In practice,
uncertainty may appear in many forms. For
example, businesses may believe that a
country might alter the course of its trade or
investment policy in the foreseeable future,
such as by changing tariffs or implementing
new regulatory requirements. This may
increase the level of perceived risk and affect
the interest of businesses in pursuing
economic or financial opportunities in that
market. Beyond impacting individual firms, a
lack of certainty and predictability can also
threaten broader supply chains. The OECD
states “stable, transparent and predictable
trade and investment policy regimes reduce
uncertainty costs for businesses, while open
and rules-based trade facilitates supply chain
diversification choices by firms” (OECD,
retrieved 2022).

FTAs are often touted for their liberalizing
effects, providing preferential market access
to trading parties through a reduction in tariffs
and other barriers. However, certainty and
predictability are also critical for businesses.
FTAs provide certainty and predictability for
trading actors, such as exporters, service
providers and investors, by committing parties
to “lock in” certain conditions.



6-4 BEYOND THE BORDER—ASSESSING FTAS BEYOND TARIFFS

For example, Canadian FTAs can provide
certainty and predictability in several ways
(Figure 2.10).

FIGURE 2.10
How FTAs can provide certainty and predictability

Temporary entry provisions make it easier for certain business
persons to obtain work authorization to conduct business abroad,
free from labour market tests and numerical requirements

(e.g. quotas).

Investment obligations (e.g. investment protection, non-
discrimination) provide greater certainty, stability, transparency and
protection for investments abroad. Investment dispute resolution
provisions promote confidence and mitigate sovereign or

political risk.

In customs administration, advance rulings provide certainty for
how imported goods will be treated by the importing country with
respect to tariff classification, tariff treatment and method of
customs valuation.

Services provisions set rules on treatment of foreign service
suppliers, including “standstill” and “ratchet” mechanisms.
Standstill locks in the regulatory domestic regime at the time the
FTA enters into force. Ratchet locks in future unilateral liberalization
of the domestic regime.

Telecommunications provisions enhance regulatory certainty for
suppliers in foreign markets by ensuring the regulatory
environment is predictable and competitive and that regulators
act impartially, objectively and in a transparent fashion.
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Source: Global Affairs Canada.

Canada is also working hard to provide
certainty and predictability in rapidly evolving
sectors via rules for digital trade and
environmental provisions (Figure 2.11).

FIGURE 2.11

How FTAs can provide certainty and
predictability in rapidly evolving sectors

Rules for digital trade enhance certainty for businesses
and consumers by establishing a framework that
facilitates online commercial opportunities, removes C
barriers to the use of digital trade and supports
consumer protections for users of digital trade.

Environmental provisions provide Canadian
investors with greater certainty on the

environmental governance of trading partners by C
promoting stable and transparent regulatory

frameworks and institutions.

Source: Global Affairs Canada.
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Measuring effectiveness of FTAs in
increasing certainty and predictability

Uncertainty reduces trade (Novy and Taylor,
2020), for example, by delaying the entry of
exporters into new markets and making them
less apt to take advantage of tariff reductions
(Handley, 2011). The negative impact of
uncertainty is magnified (1) in global value
chains where goods cross multiple borders
and incur the cost of trade barriers at each
step and (2) when exporters are seeking to
export to countries where institutions lack
credibility (Handley, 2011).

Binding commitments are one avenue to
reduce or eliminate trade policy uncertainty,
thus facilitating expansion into new markets
and economic activity (Handley, 2011; Handley
and Limao, 2015; Handley and Limao, 2017).
Interestingly, this positive trade effect does
not require a reduction in tariffs: binding
commitments, such as those in FTAs, can be
effective on their own. Binding commitments
for services trade have been found to increase
trade (Limdo and Maggi, 2015; Borchert and

Di Ubaldo, 2021). While both multilateral
commitments and FTAs have positive effects
on trade, the supplementary commitments and
resulting certainty found in FTAs produce
additional gains (Ciuriak, Dadkhah and
Lysenko, 2020; Benz and Rozensteine, 2021).
As an example, the US. International Trade
Commission stated that CUSMA'’s binding
commitments that reduce trade policy
uncertainty, such as those relating to cross-
border trade in services, digital trade and
e-commerce, will have a positive effect on
trade, similar to tariff reductions (Shikkher and
Torsekar, 2019). Likewise, a Global Affairs
Canada economic impact assessment of
CUSMA indicated that the agreement could
reduce policy uncertainty in certain areas such
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as services, investment and digital trade,
though did not evaluate these benefits given
limitations with existing analytical models
(GAC, 2020).

ADVANCING BROADER POLICY PRIORITIES
IN FTAs

Countries continue to seek opportunities for
FTAs to support the development of coherent,
mutually supportive policies to underpin
competitive, sustainable, productive and
resilient economies. The most notable policy
areas include environmental and labour
standards, which have seen a rapid expansion
in scope, depth of coverage and enforceability
in FTAs over the past 20 to 25 years (Monteiro,
2016). Provisions in these areas are broadening
and deepening as countries put forth new and
innovative mechanisms to protect the
environment and mitigate climate change,
advance human rights, level the economic
playing field and more.

Environmental protection and the
advancement of international labour standards
are pillars of Canada’s policy agenda, pursued
multilaterally at the UN and OECD and
bilaterally through additional cooperation and
technical assistance mechanisms.
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Canadian FTA provisions include the following:
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e T

P Encourage high levels of environmental protection

P Subject to dispute settlement

P Effectively enforce domestic environmental laws

Preserve the right to regulate on environmental
issues

b Respect internationally recognized labour rights
(e.g. freedom of association and collective
bargaining, elimination of forced and child labour,
non-discrimination in employment and occupations)

Effectively enforce and ensure public awareness of
domestic labour laws

P Subject to dispute settlement

Reinforce that trade should not be detrimental to
the environment

Address targeted environmental challenges, such
as illegal wildlife trade; illegal, unreported and
unregulated fishing; conservation of species at
risk; and climate change

Facilitate the diffusion of clean technologies

)
)

Carry out cooperative activities

Ensure commitments supporting trade will not take
place at the expense of labour rights

Prohibit importation of goods produced by forced
labour

Prevent violence and discrimination against
workers

P Protect migrant workers

P Allow for complaints to be submitted

P Carry out cooperation activities
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Measuring effectiveness of advancing
broader policy priorities in FTAs

Environment

In light of the proliferation of environmental
provisions in FTAs, studies increasingly seek

to quantify the effectiveness of different
approaches at achieving their targeted
outcomes. This work remains nascent, however,
and often coarse in its analysis. That said, early
research suggests that environmental
provisions can contribute meaningfully to
broader environmental goals. As economies
increasingly innovate to address urgent global
issues, such as climate change and biodiversity
loss, additional research on the factors that
best contribute to targeted outcomes will be
helpful to ensure commitments are as effective
as possible (Berger et al., 2017).

Research indicates that, in the absence of FTA
provisions that aim to protect forests or
preserve biodiversity to mitigate the impacts
of trade liberalization, there was a “large,
significant net increase [of 23%] in annual
forest loss” (Abman et al.,, 2021). When FTAs
included forest-related provisions, however,
such provisions entirely offset the net increase
in forest loss observed for FTAs without them.
The research also suggested that, while there
may be a negotiating “cost” to include
environmental provisions, such provisions
appear to provide an institutional framework
that allows countries to commit to policies that
encourage sustainable patterns of trade.

A recent study found that the design of FTAs
can contribute to reducing the export of
environmentally harmful goods and to
increasing so-called "green” goods, particularly
for developing countries with strong
environmental performance (Brandi et al,,
2020). This suggests that FTA provisions can be
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used as targeted policy tools to encourage
greener trade and will be an important area of
future research as this issue becomes more
important.

The Brandi study builds on earlier research
indicating that environmental provisions in
FTAs have the potential to contribute to
environmental sustainability both by promoting
domestic environmental legislation (Bastiaens
and Postnikov, 2017; Brandi, Bruhn and Morin,
2019) and by reducing air pollution and carbon
dioxide emissions (Martinez-Zarzoso and
Oueslati, 2016; Baghdadi, Martinez-Zarzoso
and Zitouna, 2013).

A study of governmental compliance with
environmental provisions found a lack of
public information on the extent to which
these provisions have been implemented for
the majority of FTAs (George and Yamaguchi,
2018). The study’s findings drew largely on a
qualitative survey of governments. Based
largely on their analysis of anecdotal evidence,
the researchers suggested potentially powerful
approaches to ensuring implementation of
environmental provisions: public accountability
mechanisms (e.g. submissions, complaints,
dispute settlement process), strong mechanisms
for public involvement and clear institutional
mechanisms that specify monitoring and
reporting requirements.

The OECD noted the imperative need for
additional data, analysis and policy proposals
in this field in light of heightened public and
policy attention at a time of major
transformation at the trade policy and
environment nexus (OECD, 2020).



Labour

The North American Agreement on Labour
Cooperation (NAALC), a side agreement to the
original North American Free Trade Agreement
(NAFTA), was the first FTA to include labour
standards. Since the agreement was introduced
Canada and others have intensified efforts to
advance human rights and level the economic
playing field by including labour provisions in
FTAs. Despite these ongoing efforts, relatively
few studies have sought to empirically analyze
the effectiveness of such provisions, and data
limitations remain, especially with regard to
observing and quantifying labour standards.

’

Looking broadly at human rights, 1 study
found countries that commit to enforceable
human rights agreements and FTA provisions
are likely to decrease state repression of
human rights (Hafner-Burton, 2005). Where
commitments are aspirational, the positive
effect is lost.

Looking specifically at labour standards, some
large-scale studies empirically evaluate the
effectiveness of FTA provisions. An assessment
of numerous FTAs containing labour provisions
showed FTAs partially improve labour conditions
in participating countries (Martinez-Zarzoso
and Kruse, 2019).

Looking across countries, there is evidence
that labour provisions can support non-
discrimination in the workplace and encourage
more women to join the labour force (Aissi et
al., 2016). Considering FTAs involving the
United States, negotiating partners have been
found to improve their labour standards (Kim,
2012). One study found that this effect occurred
during negotiations rather than after an

6-4 BEYOND THE BORDER—ASSESSING FTAS BEYOND TARIFFS

agreement was completed (Kim, 2012). This
indicates that countries may improve their
labour protection in order to secure a trade
agreement with the US. However, another
study of only Latin American countries found
that an agreement with the US. led to an
increased number of labour inspectors and
inspections, likely due to the stringency of the
provisions and U.S. enforcement capabilities
(Dewan and Ronconi, 2018).

A study of EU FTAs found EU trading partners
also improve their labour rights when entering
into trade agreements with the EU (Postnikov
and Bastiaens, 2014). However, this effect
occurs after an agreement has come into
force. The difference between the results of
this study and that involving the US. is likely
due to differences between US. and EU trade
agreements. Specifically, while US. FTAs
typically include coercive economic sanctions
to deter violations, EU labour provisions tend
to create institutions for collaboration and
education that generate gradual learning once
the agreement is in force.

Finally, an extensive study found an important
role for capacity-building, monitoring
mechanisms and legal reforms, including the
involvement of civil society, in improving labour-
related outcomes (Aissi et al., 2016). This is an
important finding for Canada, whose approach
largely relies on such mechanisms to improve
labour standards among trading partners.
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25 Free trade agreements,

diplomacy and governance

Free trade agreements (FTAs) have been used
for centuries to enhance diplomatic ties and
economic growth among all signatories. As
international engagement deepens as a result of
FTAs, including by introducing new issue areas
and broadening regional coverage, governments
and researchers are increasingly interested in
the impact of these arrangements on wider
diplomatic relations and governance (Figure 2.12).

FIGURE 212

The interconnectedness of FTAs and other
elements become self-reinforcing

|

iplomacy

Governance |

Under Canada’s inclusive approach to trade,
recent FTAs and agreements currently being
negotiated reflect an understanding that the
benefits of trade and investment must be
shared more widely, including with traditionally
under-represented groups, such as small and

Source: Global Affairs Canada.
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medium-sized enterprises (SMEs), women
and Indigenous peoples, and that trade
agreements should help advance other
economic, social and environmental policy
priorities. In FTAs, for example, this includes
strengthened provisions on labour rights, the
environment, anti-corruption, and responsible
business conduct, in addition to new
provisions to facilitate greater participation of
and benefits for workers, SMEs, women, and
Indigenous peoples in international trade.

FTAs AND DIPLOMACY

Extensive research has been conducted on the
impact of diplomatic and political ties on the
negotiation of FTAs (Grossman and Helpman,
1995; Plouffe and Van der Sterren, 2016).
Recently, a smaller but growing body of research
has begun to examine the impact of trade and
FTAs on international relations. While we can
expect this field of research to expand over the
coming years, in part due to modernized FTAs
and enhanced government data collection and
reporting, academic research on this question
remains nascent for a number of methodological
reasons. As the number of high-quality and
comparable FTAs grows, we can expect further
research to emerge on:

quantifying and measuring diplomatic
outcomes relative to economic and welfare
outcomes

identifying causal relationships between
FTAs, other agreements, and diplomatic
events or trends

comparing the effects of diverse types of
FTAs and their broader diplomatic contexts



examining the impacts of the relatively
recent deepening FTA measures beyond
purely economic provisions (including those
addressing labour and environmental
governance)

The proliferation of FTAs and other forms of
international cooperation agreements in recent
decades, including immigration, transport,
international assistance, and non-proliferation
agreements, has provided new ways to analyze,
measure, and describe different international
relationships between governments, businesses,
organizations and people.

By comparing the timing and content of FTAs
alongside the same for other international
agreements, actions, and trends, research has
begun to outline how FTAs spur the creation
of other forms of government cooperation.
Key findings include:

increases in the number of FTAs are closely
related to the increases in other types of
agreements such as those on investment,
infrastructure, and transportation
(Estevadeordal and Suominen, 2009)

long-lasting effects can occur between
entering into an FTA and subsequent
cooperation agreements (Estevadeordal and
Suominen, 2007)

FTAs and other agreements can foster links
that extend to multilateral forums, including
common voting patterns at the United
Nations General Assembly (Sokolova and
DiCaprio, 2018)

FTAs are important to increase trust among
countries that have previously been hostile
or have had limited partnerships with each
other (Ravenhill, 2020)
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FTAs also appear to increase familiarity and
people-to-people ties between countries. In
1 novel study, researchers found that FTA
provisions facilitating business travel were
successful in increasing business travel
between signatories, which ultimately led to
increases in trade flows (Mayer et al.,, 2021).

Research on members of the Organisation for
Economic Co-operation and Development
(OECD) suggests that FTAs in general increase
bilateral migration flows, with further increases
when labour, visa, and asylum provisions are
included in FTA provisions (Orefice, 2015).
Recent research has also found that FTAs
increase bilateral tourism flows between
signatories (Khalid et al., 2021), with greater
benefits accruing in the earliest years of the
agreement and to earlier signatories (Saayman
et al, 2016).

FTAs AND SECURITY

There is growing recognition that FTAs can be
important tools for international security and
conflict resolution or prevention, though not
infallibly, as recent events have shown. Several
of Canada’s FTAs, such as the Canada-Jordan
FTA, explicitly recognize the importance of
FTAs to the promotion of peace and security.
There is a limited, but growing, body of
research on how FTAs affect global security.

Several studies have found that increased
trade between countries with FTAs significantly
reduced the likelihood of conflict between or
within them (Cali, 2015; Martin et al., 2012;
Rohner et al., 2013). This research indicates
that FTAs can reduce the prevalence of military
disputes by increasing the economic cost of
conflict, by providing conflict resolution
mechanisms (Mansfield, 2000), and by
increasing familiarity between countries’
institutions and populations through the
introduction of new or increased engagement
mechanisms (Hoekman and Schiff, 2002;
Hafner-Burton and Montgomery, 2012).
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Yet research also suggests that the interplay
between FTAs and security is more complex:
trade agreements reduce the risk of conflict
by raising the opportunity cost of disputes,
but FTAs often rely on existing peace and
political decisions as pre-conditions; FTAs can
also distort trade and discriminate against
countries not party to the agreement and
create new risks (Martin et al,, 2010).

FTAs, DOMESTIC GOVERNANCE
AND SOCIETY

In addition to the effects of FTAs on
international diplomacy, security and
cooperation, research across several fields of
study has indicated that FTAs can positively
impact domestic institutions and people’s
day-to-day lives.

At the institutional level, one study found that
FTAs can lead to changes in the governance
and structure of domestic institutions, with FTA
negotiations and signatures contributing to
subsequent economic reforms (Baccini and
Urpelainen, 2014). During FTA negotiations and
within 5 years of their signing, the authors
observed increases in privatization, investor
perceptions, and protections for intellectual
property rights—although the authors stressed
that these economic reforms resulted in
trade-offs impacting other parts of society. A
study of government relations with business
found that the inclusion of regulatory
frameworks in trade negotiations contributes
to a shift from businesses simply trying to
exert pressure on government to a working
relationship based on information sharing and
technical expertise (Woll and Artigas, 2007).
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There is also evidence that FTAs, and trade
openness more broadly, can have beneficial
impacts on governance beyond the business
community. International trade openness has
been found to support the process of building
and consolidating democracy (Lopez-Cordova
and Meissner, 2005; Milner and Kubota, 2005),
with evidence that movements toward
democratization were supported by preceding
efforts to open up economies to international
trade. This process of democratization is also
reflected in evidence that the greater the
participation in FTAs, the lower the likelihood
of democratic failures in countries (Liu and
Orlenas, 201M1).

However, not all democratic rights are enhanced
by participating in the international trading
system, and moves toward democratization
have not been universal (Aaronson and
Abouharb, 2010). In other words, rights such
as free and fair elections are positively
associated with the participation in rules-based
international trade, but not in every country.
One study suggests that FTA provisions that
liberalize trade, open government procurement
to competition and increase transparency can
diminish the ability of firms to influence the
domestic regulatory environment (Mungiu-
Pippidi, 2018).

As part of the Government of Canada’s trade
diversification agenda, Canada is implementing
an inclusive approach to trade, which involves
seeking gender responsive and inclusive
provisions across FTAs, supported by Gender-
based Analysis Plus (GBA Plus) and standalone
chapters on trade and gender, SMEs, and
trade and Indigenous peoples (Box 2.5).
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BOX 2.5:

Gender-based Analysis Plus in free trade
agreements

Canada’s approach aims to ensure that the
benefits and opportunities that flow from trade
are more widely shared, including with equity
deserving groups such as women, small and
medium-sized enterprises, and Indigenous
peoples.

To deliver on our inclusive approach to trade,
Canada is conducting a comprehensive and
dynamic Gender-based Analysis Plus (GBA
Plus) of our trade agreements on an ongoing
basis. GBA Plus is an analytical process the
Government of Canada uses to assess how
domestic and international policies may affect
diverse groups of women, men and non-binary
people. The “plus” of GBA Plus aims to ensure
that policy-makers consider identity factors of
the Canadian population that overlap sex and
gender, such as Indigenous identity, race,
disability, sexual orientation, and geographic
region of residence (urban, rural, remote,
coastal or northern). The aim is to put people
and their lived experience at the heart of
decision making and ensure that policies do not
perpetuate or exacerbate existing inequalities.

The GBA Plus of trade policy comprises both
quantitative and qualitative dimensions. The
quantitative analysis component is focused
both on women as exporters and women as
workers. Global Affairs Canada’s Office of the
Chief Economist has published a few papers
on the topic of women-owned SME exporters.
These papers use a combination of
administrative and survey data to better
understand the characteristics of women-
owned SME exporters (Bélanger Baur, 2019),
the challenges and barriers they face when
exporting (Sekkel, 2020), and the business
decisions that are particularly important for

FIGURE 213

Some intersectionality considerations
in GBA Plus

uoibij2y

Sex Gender

Source: Women and Gender Equality Canada, adapted by
Global Affairs Canada.

women who export such as e-commerce
and innovation (Sekkel and Wang,
forthcoming).

For the labour force, Global Affairs Canada
expands upon the traditional modelling for
the economic impact assessment of trade
agreements using the Office of the Chief
Economist's computable general equilibrium
model by

adding an innovative labour market module
that takes into account gender, age, income
and the distribution of Canadian workers
across 8 different occupational groups and
65 sectors of the economy

assessing the potential impact on our
economy following the full implementation of a
potential free trade agreement
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allowing estimates of the number of jobs created
for women, youth and others in various sectors
and occupational groups arising from a trade
agreement (see GAC, 20204, as an example)

The qualitative analysis component of the GBA
Plus is conducted by the lead negotiators of
each trade agreement chapter on an ongoing
basis during negotiations and takes into
account the data and evidence, economic
modelling and analysis. Many elements are
considered, including:

effects that are direct and indirect, intended and
unintended, and positive and negative

effects on diverse groups of Canadian men and
women in their roles as workers, business
owners, and consumers and in various sectors

Findings are addressed through trade policy
such as by developing a new gender responsive
provision or modifying an existing provision to
ensure that women benefit, that the negative
effects are not exacerbated, or that job losses
are mitigated. Changes to domestic policies or
programs are also considered potential solutions
to a GBA Plus finding.

The GBA Plus process is part of Canada’s
standard approach. It is dynamic; it continually
realizes benefits to negotiations and allows for
tabling of new provisions in real time. GBA Plus
is under way for the FTA negotiations with
Mercosur (GAC 2019), the United Kingdom
(GAC forthcoming 2022a), and Indonesia

(GAC forthcoming 2022b).
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GBA Plus is also conducted on a final
agreement as was the case for the Canada-
United States-Mexico Agreement (see
summary of findings in GAC, 2020b). In this
case, lead negotiators conduct GBA Plus on
the final FTA chapter and consider 2 main
lines of enquiry:

what domestic policies and programs need to
be developed or redesigned to address risks
or enhance opportunities

how could committee work under each
chapter address GBA Plus findings from a
review of the final chapter text

Canada’s customized GBA Plus process for
FTAs, both ex ante and ex post, includes
opportunities for stakeholders to review
published summaries and a commitment by
GAC to publish What We Heard reports from
these consultations and integrate
considerations into negotiation, as
appropriate (GAC, 2020c).

This groundbreaking approach of applying
GBA Plus to trade agreements ultimately
changes the way we do trade policy
because it helps both negotiators and
policy-makers find the best ways to address
gender and diversity considerations in the
negotiation and implementation of FTAs.
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There is evidence that including high
standards tied to specific commitments can
influence issue areas such as human rights and
civil liberties. Research indicates that states
that are signatories to FTAs are less likely to
repress human rights if the FTA includes
enforceable conditions tied to specific human
rights principles, as FTAs with sufficiently high
standards offer a way to withhold economic
benefits in cases where conditions are
breached (Hafner-Burton, Emilie, 2005). The
same study noted that FTAs with higher human
rights standards encouraged better
protections of civil liberties such as freedom
of expression, the rule of law, and freedom
from political terror.

Gender equality, that is, avoiding discrimination
based on gender is one of the priorities
pursued by Canada during trade negotiations,
notably through language regarding the
elimination of employment discrimination in
labour cooperation agreements and labour
chapters in FTAs. More recently, Canada has
sought to mainstream gender considerations
throughout its FTAs by working to include a
standalone chapter on trade and gender and
mainstreaming inclusive trade and gender-
responsive provisions across FTAs supported
by a comprehensive GBA Plus.

Canada’s approach reflects the findings of
several empirical evaluations of FTAs and the
impacts of trade openness across gender.
Increases in international trade are associated
with increases in women’s formal employment,
greater choice and decision-making autonomy
for women, and improved access to education
across generations of women (Klugman and
Gamberoni, 2012; Higgins, 2012). These benefits
increased in countries where women-labour
intensive industries are a country’s comparative
advantage (Do et al,, 2011; Li, 2021). By advancing
women’s economic empowerment and

ensuring the full inclusion of women in the
economy, it is estimated that Canada could
add up to $150 billion to its economy by 2026;
these advancements in all countries could
result in $12 trillion added to the global
economy (McKinsey, 2017). In turn, many of
these increases in employment, autonomy, and
education are associated both with broad-
based increases in human rights and equality
and more specifically with positive increases in
women's rights and gender equality. Canada
looks forward to supporting further academic
research to evaluate the gender-related tools
in its FTAs.

CONCLUSION

FTAs have a broad range of effects, including
significant positive effects that go beyond
immediate economic outcomes or issue areas
that are specifically addressed by including
non-tariff provisions. Increased research focus,
GBA Plus, gender disaggregated data and
resources dedicated to ex ante analyses of
FTAs have increased our understanding of
these effects, which range from enhanced
diplomacy, to increased security, and include
strengthened domestic institutions and laws as
well as gender equality. These impacts better
position future FTAs to be tailored to maximize
their positive effects and address other issue
areas as they arise.
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