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Table 2: Evolution of Vertical Specialization in Canada, 1965-96 

Avg. 
Annual 
Growth 
1965-88 

Avg. 
Annual 
Growth 
1988-96 

Avg. 
Annual 
Growth 
1965-96 

Primary sector 

Manufacturing sector 

0.052 	0.086 	0.113 

0.240 	0.349 

2.3% 	4.0% 	2.6% 

5.5% 	3.3% 0.131 2.8% 

Vertical Specialization 1996 1965 1988 

Source:  R. Dion, "Trends  in  Canada's Merchandise Trade, "Bank  of  Canada Review, Winter 1999-2000,  p. 32. 
(Data in current dollars fron7 byte/output tables.) 

1  Analysis undertaken by Trefler, Industry Canada, in Dion, "Trends in Canada's Merchandise Trade," Bank of Canada Review, Winter 1999-2000. 

2  G. Cameron, and P. Cross, 'The Importance of Exports to GDP and Jobs," Canadian Economic Observer, November 1999, Statistics Canada; 
C. Coronel, "Import Benefits to Canada's Exporters," mimeo, DFAIT/EET, March 2001. 
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delivery and assembly. This is what 
economists refer to as vertical 
specialization, and imports are part of 
the process. 

The level of vertical specialization 
provides an indication of how Canada 
benefits from increased trade by 
allowing our industries to specialize in 
areas where Canada has cost and 
production advantages over other 
countries. We note from Table 2 that 
the growth in vertical specialization 
has been more rapid in manufacturing 
than in the primary sector-3.3% 
versus 2.6% over 1965-1996, at 
average annual rates. Moreover, it is 
also evident from the table that 
growth in vertical specialization 
accelerated more rapidly over 
1988-1996 compared to 1965-1988 in 
both the primary and manufacturing 
sectors. The increase in vertical 
specialization  over this period is 

largely attributed to increased trade in 
industries benefiting from tariff 
reductions and/or elimination under 
the FTA/NAFTA agreements of the 
late 1980s and the early 1990s.' It is 
also of interest to note that two-way 
trade and vertical specialization have 
increased at a particularly rapid rate 
in industries previously protected, 
such as leather, textiles and clothing. 
On the other hand, the increased 
external orientation of industries 
facing very low tariffs prior to the 
FTA/NAFTA agreements—such as the 
electrical and electronic products 

industry—points to factors other than 
the FTA/NAFTA having contributed to 
increased trade exposure and vertical 
specialization. 

It should be emphasized again that 
certain goods that Canada imports are 
used as inputs into other goods, 
transformed and, subsequently, 
exported. Tires, for example, are 
mounted on cars, trucks and vans that 
are sold to U.S. customers. A number 
of studies have examined the import 
content of exports.' Chief amongst 
their findings is that the import 
content of Canadian exports has been 
on the rise over 1986-1995, increasing 
from roughly one-quarter of the 
content to about one-third of the 
content. The import content of our 
exports increased in all industries, 
with the exception of mining, tobacco 
and miscellaneous manufactured 
goods. The automotive sector 

recorded the highest import content 
of exports in 1986 as well as in 1995, 
although the fastest growth in the 
import content of our exports over the 
entire period was recorded by the 
machinery and equipment and 
electronics sectors. Most interesting, 
however, is that the studies find that 
the increase in the import content of 
exports has been most notable in the 
sectors experiencing strong growth in 
exports. In hindsight, however, this is 
may be not that surprising in light of 
the trend towards globalization and 
increased specialization set out above. 

Conclusions 

Imports play a large and increasingly 
important role in Canadian economic 
activity and in the everyday lives of 
Canadians. They are present in our 
cars, in our food, in the video games 
that our children play, and in just 
about every other facet of our lives. 
Equally true, they are present in the 
goods and services we sell abroad. 
More importantly, imports are playing 
an increasing role in our activities. As 
consumers become more 
cosmopolitan and sophisticated, they 
are demanding a wider range of 
goods and services and a range of 
prices that cannot be met from 
domestic sources. And as Canadian 
manufacturers sell more and more 
abroad, they are scouring the 
marketplace, both at home and 
offshore, for cost-saving inputs. 
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international business. Trade protec-
tionism is always lurking just beneath 

the surface, because not everyone is 

convinced of the benefits of unrestricted 

trade. One of the reasons for this is 

that the beneficiaries of a trade restric-

tion are easy to identify, whereas the 

price of protectionism is borne by the 

economy at large, and each individual 

pays only a fraction of those 
costs. Debate therefore 

focuses on those who benefit 
from the trade restriction, or 
who would lose if a trade 
restriction was removed, rather 

than the rest of the economy. 
Trade protectionism comes 

to the fore at particular times, 

such as when economic 
growth is slow, foreign 
demand is weak, one's 

currency is strong, or when there is a 

looming election. All these conditions 

have emerged in the U.S. in the past 

year, including the mid-term elections 
coming this fall. The good news is that 

those conditions are now evaporating, 
so the trade negotiation atmosphere 
is likely to improve in the next six 

months. Moreover, the measures taken 
to protect the U.S. steel industry have 

had more negative consequences for 
U.S. consumers than anyone else, so 
expect the potential for an interna-
tional trade war to ease in the coming 
months. 

Third challenge: exporters must 
deal with the declining U.S. dollar. 
The mirror image of this trend, of 
course, is a rising Canadian dollar. 

This is welcome news, when put into 

the right context. The U.S. dollar has 

risen by about 30% in the past five 

years, as the world has staggered from 

one crisis to another and investors 

have sought the safety of U.S. dollar 

assets. As the world economy heals 

over the next 1 2-1 8 months — barring, 

of course, some other major crisis — 

global flows of funds should become 

more balanced and the U.S. dollar 

should decline. Therefore, this 
emerging trend is a sign that the 

world is returning to full health, and 
should be welcomed, especially by 
highly trade-dependent economies 
like Canada. 

The Canadian dollar will probably 

rise by less than a lot of other curren-

cies over the next year, because it 

declined by the least against the U.S. 

dollar during the past few years. In 

particular, our competitors in Europe, 

Asia and Australia will see their cur-
rencies rise by more than the Cana-

dian dollar. Moreover, the rising 

Canadian dollar will arrive in the 

context of strengthening markets for 

Canada's exports. 
The bottom line? No one should 

expect the global recovery to go in a 

straight line. There is plenty of poten-

tial for bumps along the way. But the 
healing process is well underway, 

and exports should grow by around 
2% this year, and close to 9% next 

year. This gradual improvement in 

international business conditions will 

help Canadian companies deal with 

the challenges posed by trade fric-

tions, protectionism and currency 

realignments.  * 
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Some of this demand, depending on 
the sector, will be met by imports, 
raising the conundrum that to export 
more we will have to import more. 
Thus, imports play, and will 
increasingly play, an important role in 
the Canadian economy. 


