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Introduction

“North America” has always referred to geography, not to an economic—let alone a political—formation.  Politically, North America has been dangerous ground: for Mexicans, too near the “norteamericanos” was too far from God; for Canadians, the fearful elephantine embrace; and for the US (the only “Americans” in the whole bunch), Manifest Destiny blurring to irrelevance. Anyone who ventures out on that thin North American ice is destined, so said the conventional wisdom, for a cold bath.

But North America has now become a hot concept. Certainly, Ottawa and Mexico City are pushing and pulling on the old paradigm: how to maintain national integrity and still maximize benefits from an increasingly integrated North American economic system? How to maintain national unity in an increasingly regionalized continent? Since 9/11 in particular, border, transportation and security issues have been much discussed, and some of us have actually begun to think about the future shape of a North American community. (See Robert Pastor’s Toward a North American Community, 2001, or the new series by the C.D. Howe Institute called “The Border Papers.”)

This Study Group will explore a critical dimension of this emerging system, the impact of monetary and financial integration. It is true that this issue has been much discussed over the past few years. CNR President and CEO Paul Tellier’s comments in December 2001 that the time had come for North America to consider very seriously the adoption of a common currency kicked off a wide array of conferences and seminars on dollarization, on “AMERO” and on optimum currency areas in which economists and others have discussed the merits and drawbacks of creating a common North American currency.    

Missing from these discussions on a common currency, however, has been a particular business perspective.  How have companies operating in an increasingly integrated North American economic system coped with multiple currencies? What problems have they encountered? What solutions have they developed? How have North American financial institutions responded to increasing integration? These are the questions we hope to answer, at least in part, through this Study Group.

Some North American Background

The first point to clarify is that North America is not NAFTA, and the story of increasing integration in North America does not begin with the ratification of NAFTA.  NAFTA is a trade agreement, cut from classic GATT cloth, and was a response to the economic integration in North America that already existed by the end of the 1980s. 

The story really begins in 1982, when Canadian and Mexican aspirations of riding the windfall in oil prices in the previous decade into more autonomous national economies, further distanced from the US, collapsed with the crash in oil prices. The question for both Ottawa and Mexico City then became not whether a North American strategy, but what kind of a North America.

In fact, these policy U-turns were only one chapter of the story. The other part, perhaps bigger part, is the dramatic change in corporate structure and strategy that took place in North America. (See Blank and Haar, 1998.) During the 1980s, intensifying global competition, lower trade barriers and new technologies of communications and transportation had forced firms in North America to reduce excess capacity. Many Canadian branch plants, typically miniature replicas of their parents, were integrated into continental or global organizations. Mexican branch plants also became parts of integrated continental corporate systems.  

Trade between Mexico and the US as well as Canada and the US increased dramatically in the mid-1980s, an increasingly large share of which was trade carried out within individual companies. This involved substantial new flows of direct investment as Canadian and Mexican operations expanded their production of a  narrower range of outputs (see figures 1 and 2). What emerged in the second half of the 1980s were continentally integrated corporate systems in our most important manufacturing sectors—and many service sectors as well.

The US-Canada FTA and NAFTA were responses to this emerging continental business system, designed to reassure investors that governments would not interfere with these developments. Both agreements were limited in scope, basically to trade and investment. At the core, they represented commitments by the US, Canadian and Mexican governments to do less rather than more, to allow more markets to function autonomously. For Mexico, the aim was clear: to be a player in the new North American game would provide a Good Housekeeping Seal of Approval that would be the magnet for waves of new foreign investors.

Figure 1
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Figure 2
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While continentally integrated corporate systems emerged before the signature of the Canada-US FTA and then NAFTA, one cannot minimize the role these new “rules of the game” played in the creation of a more integrated North America.  Trade and investments volumes continued to expand, and the trend towards continental corporate consolidation continued in the 1990’s. Finally, as more and more trade took place within companies, the dependence on the regional market for both exports and imports truly became spectacular.        

North American Trade

As evidence of the extent of North American integration, we can look at trade dependence in North America in comparison, for example, with Europe. What we find is two things:  trade dependence is much higher in North America than in Europe and this trade dependence has grown spectacularly in the 1990’s.

A popular if a bit simple way to start representing the intensity of a trade relationship between two partners consists in measuring the share of its total trade a country i makes with country (or region) j.  The so-called share of intra-regional trade in total trade roughly ranges between 55 and 75 %  for representative European Union Countries while it roughly ranges between 30 and 85 % for NAFTA countries.
   

Figure 3
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Figure 4
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Seen from that perspective, Canada and Mexico are the two most regionally dependent countries while the United States is the least.  Canada and Mexico depends more on the NAFTA (essentially US) market than Belgium-Luxembourg depends on the European Union market while the United States depends less on the NAFTA markets than the United Kingdom depends on the European Union market.  

These findings may be interesting but are nevertheless misleading.  The United States weights in world GDP as much as the European Union.  This explains the asymmetry observed within the NAFTA area between Canada and Mexico on the one hand and the United States on the other hand.  The regional market is large for any single European country while in the NAFTA area, it is large only for Canada and Mexico.

There are several ways to cope with the size asymmetry between the trade partners. Frankel (1997) describes some of these approaches.  In general, what is looked for is some form of normalization of the trade relationship.  Drysdale (1988) proposes the so-called trade intensity index computed as:
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where Xij/Xi represents the share of country’s i total exports which goes to region j and Mj/Mw represents region j’s share of world imports.  If region j is large in the sense of accounting for a large share of world imports, country’s i should ship a large share of its exports to that particular region.  Neutrality in the trade relationship would imply a ratio equal to 1.  A ratio larger than 1 would reveal a regional bias (or dependence) in the trade relationship.

Drysdale looks at the intensity of a trade relationship from the point of view of a country’s exports.  It would be interesting to count on an index that incorporates both sides of the trade relationship (exports and imports).  Such an index could be:

(1)
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The numerator of this new “trade intensity based” index represents the ratio of country’s i trade with region j to its trade with the rest of the world (w-j).  The result is normalized by the ratio of partner j’s trade with the rest of the world to the rest of the world trade with partners other than country i.   If partner j is a relatively large world trader (in which case the denominator will be relatively large), country i should make a large part of its trade with this single partner.  Again, a ratio equal to 1 would imply neutrality and ratio larger than 1 would reveal a regional bias (or dependence) in the trade relationship.

Index (1) defines the region’ size in terms of its importance in world trade.  An alternative would be to define largeness with reference to GDP.  This is the approach favored by Summers (1991).  The gravity approach to international trade explicitly links the intensity of a trade relationship to the size of the partner’s GDPs.  Coiteux (1998) proposes the following “gravity model based” index:

(2)
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Indices (1) and (2) are fairly similar except that in the latter case, it is partner’s j relative GDP (with respect to the rest of the world w-j) which defines economic size.  Both indices have their merits.  The first one focuses on the global trade importance of the partners, the more they trade globally (relative to the rest of the world), the more trade should a country makes with them.  The second one focuses on their sheer economic size.  The larger a partner’s GDP (relative to the rest of the world), the more trade should we make with it.  In order to take into account both forces, we propose a combined index that is simply the geometric average of the two:

(3)
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The results for European Union and North American countries are presented in figures 5 and 6.  They are striking.  Considering that a value of the index equal to 1 represents neutrality in the trade relationship, North American countries are nowadays trading among themselves between 15 and 20 times what would be justified by the combined influence of their size and importance in global trade.  Comparable figures for European countries range between 3 and 7 times.   

Figure 5
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Figure 6
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Regional trade dependence grew spectacularly in North America in the 1990’s.  Only Spain in Europe exhibited such a huge change starting with its earlier inclusion in the European Union.  In figures 7 and 8, we compare Mexico to Spain and Canada to Netherlands (a comparable country in terms of its relative weight in the European Union).   The results cannot be escaped.  North America exhibits a dependence on the regional market not seen in Europe.  If trade were the only thing that mattered, it would be hard to argue that a common currency is better for Europe than it is for North America.

Figure 7
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Figure 8
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An Emerging North American Infrastructure

North America’s growing trade integration has important spillovers.  The increased volumes of trade is driving dramatic changes in infrastructure—railroads and highways, gas and electricity transmission systems, airline routes, telecommunications and data pipelines, and standards and regulations as well—from three national systems to the beginnings of a single continental system. This is what economists mean by “deep” or “structural” integration. (See Robert Lawrence’s brief description of deeper integration in North America in his Regionalism, Multilateralism, and Deeper Integration, 1996).

Railroads are a good example. Railroads in the US and Canada opened the West and helped create national economies. Now, driven by trade flows, this east-west system is shifting toward a north-south axis. Mergers and alliances in the railroad industry are aimed at creating new networks to provide seamless rail service from Canada to Mexico. Highways are another.  Because trucks carry about three-quarters of North America’s freight traffic, the NAFTA governments have discussed the creation of a coherent, efficient system of high-tech “NAFTA superhighways” that run from major Canadian cities through the U.S. to Mexico. The creation of a NAFTA superhighway system has generated intense controversy over routes, safety regulations, financing, and the impact of greatly expanded volumes of traffic on the environment. But coalitions of business interests and local and state government officials have lobbied for at least eleven trilateral trade corridors. 

Gas pipelines are a third. Deregulation and restructuring are driving the electricity industry in precisely the same direction. In the 1970s, Mexicans and Canadians were determined to resist the export of their national patrimony of oil and gas. Today, the pull of markets and the push of falling prices, facilitated by new information technology, have made this industry one of the most integrated in North America.

As this new infrastructure emerges, it exerts a powerful influence not only on corporate organization and patterns of trade and investment. It has an equally dramatic influence on governments and politics. It will support greater integration in North America and more vigorous regionalization, as states, provinces, localities and even cross-border regions seek new roles in this emerging system.

It scarcely needs to be said that the construction of this new infrastructure will not be easy or smooth. Each change will mobilize competition and opposition. For example, increased Mexico-U.S. trade has created huge traffic jams on railroads and highways at all border crossings. That pressure forces the expansion of border crossing and physical facilities. Then, as more Mexican trucks stream across the border, concern rises about safety and regulation. When—if—these concerns are allayed, new problems will arise over the responsibility for the construction and maintenance of these highways, and, then, over the environmental impact of this new traffic. In short, don’t expect any straight-line movement here. The way forward will be complex, and full of political and economic conflict.

Despite intense integration, “pricing to the market” remains the norm

In theory, greater trade integration should have led to much less dispersion in prices across the continent.  In other words, the dollar should have seen its purchasing power become more uniform across the continent.  This did not happen.  Computing bilateral real exchange rates for Mexico and Canada relative to the US, one finds that prices measured in dollars have evolved markedly differently across the continent (see figure 9).  Throughout the 1990’s, dollar prices have consistently fallen in Canada while abstracting fro the Tequila crisis episode, they have consistently increased in Mexico.  Obviously, some important obstacles to the integration of North American markets remain.  Could some of these be related to our separate currencies and floating exchange rates and if so, how have companies responded ? 

Figure 9
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One market, one money?

The adoption of a single and common currency by 12 countries of the European Union has struck the imagination all over the world.  The creation of the euro logically represents the culmination of a long and ambitious process of economic integration but there is also a sense that there will be an “after the euro” era in the history of the international monetary system pretty much in the same way as there has been an “after Bretton Woods” era.   Could Nobel Prize winner Robert Mundell be right in affirming that the world is inexorably converging towards the use of only a handful of currencies?

For all integrating areas in the world, the European Union is the standard by which one is compared.  This should not be surprising given both the weight of the European Union in the world economy and the depth of its integration process.  For years, the Europeans claimed that their interdependence called for exchange rate stability within their area and the ultimate answer has been the removal of national currencies.  Of course, NAFTA countries never pretended to form a common market and even less committed to any form of political integration.   Nevertheless, Canada, Mexico and the United States are interdependent countries to an extent that may not even exist in Europe.  If a single currency was a good idea for Europe, why couldn’t be a good one for North America?  

Clearly, the advent of the euro raises questions for NAFTA and these questions must be addressed.

Concluding comments

There is no doubt, we believe, that a North American economic system exists that, in many ways, is more integrated than the European community (although, to be sure, large numbers of Mexicans are still do not take part in this community). 

The three NAFTA members (only a few Europeans now speak of the NA3) have assiduously avoided any actions that appear to sacrifice national sovereignty, even to the point that there is no central collection anywhere of North American trade and investment data. Unlike Europe, there has never been a vision of North America. Policy has tended to follow structural change in markets and to take the most minimalists forms. In a very real sense, therefore, we remain three sovereign nations that share a single economy.

To many of us—though by no means all—this situation seems unstable, perhaps dangerously so, particularly after the events of 9/11. Attention is focused on steps that can (should? must?) be taken to build a sustainable, efficient, and inclusive North American community. 

This Study Group is part of that process. We focus on the impact of monetary and financial integration, asking what steps regarding currencies should—can—be taken in light of the density of trade and structural integration in North America.  
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� All data on foreign direct investment reported in this paper comes from the OECD.


� All the trade data presented in this paper comes from the United Nations Direction of Trade Statistics while the GDP (in US dollars) data used in some of the calculations comes from the World Bank.  
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