
The North-American Free Trade Area Agreement (NAFTA), linking trade and facilitating investment 

between the United States, Canada and Mexico, was considered a major accomplishment by Bill 

Clinton in 1994. However, many Americans now blame the agreement for loss of thousands of US 

manufacturing jobs. 

(a) Explain how FTAs such as NAFTA might lead to unemployment and income inequality within 

a country(10) 

(b) Discuss whether protectionism is the best solution for tackling unemployment and income 

inequality in a developed country like USA(15) 

(a)Intro: FTAs-> Elimination of trade barriers between countries, facilitate FDI flows, trade creation. 

• Unemployment: Situation where people of working age who are willing and able to work 

while actively searching for jobs, unable to get a job. 

• Income inequality arises due to the growth of certain industries at a faster rate compared to 

another due to globalisation, difference in marginal propensity to work hard, difference in 

education levels. 

Para 1: FTAs makes the US economy more vulnerable to external shocks. NAFTA, eliminate trade 

barriers, freer flows of goods and services, capital, technology and labour between USA, Canada and 

Mexico. 

• If Mexico has a comparative advantage in producing manufactured goods, elimination of 

trade barriers would cause domestic output to fall(insert tariff diagram), imports to increase. 

Comparative advantage suggests that Mexico would produce manufactured gds-> lower opp 

cost than USA-> Imported products from Mexico cheaper->Expenditure switching from C to 

M. If M>X, US budget deficit worsens, (X-M) falls, AD falls, >proportionate decrease in RNY, 

cyclical unemployment increases. 

Para 2: Inflow of FDIs result in increasing income gap, structural unemployment.  

• USA has a comparative advantage in producing capital intensive gds & svs because factor 

endowments include advanced technology as seen in Silicon Valley, USA is an innovation 

driven economy. 

• FDI probably into technology intensive sectors, causing rapid growth of technology sectors 

while decline of other industries such as the steel industry. 

• Increase in demand for technology skilled labour while decrease or slow increase in demand 

for steel workers-> Wages for technology workers increase at a much faster rate than that of 

steel workers-> Contributes to growing income gap. Y Gap worsened by PES<1 for tech 

workers because retraining takes a long time while PES>1 for steel workers as skills are 

easier to acquire, retraining takes lesser time.(insert dd ss diagram showing different PES 

and rising and falling demand) 

• If steel workers remain unemployed for a long time-> Structurally unemployed, esp if no 

retraining programs to transit into sectors which USA has a CA in. 

• FDIs may be footloose, hence if they decide to transfer operations to another country like 

Myanmar with lower COP suddenly, massive unemployment in the short run and with a 

large economy like US, this may become structural unemployment due to slow and 

inefficient retraining programs. 



 

(b) Intro: Protectionism is the protection of the domestic industry from foreign competition 

through the imposition of trade barriers on imports like tariffs.  

• Income inequality can cause market failure, which represents allocative inefficiency, 

hence there is a need for government intervention in the form of education and 

retraining programs as well as transfer payments.  

• Loss of jobs in manufacturing sector represents structural unemployment that can be 

curbed by adopting education and retraining as well. 

Para 1: Protectionism would be effective in the short run in tackling income inequality and 

unemployment. 

• Protectionism-> Prevent the sudden and massive decline of sunset industries, like the steel 

industry-> Massive structural unemployment. 

• People in the steel industry would not be unemployed overnight, decline of the steel 

industry is slowed down, giving time for USA to retrain workers and upgrade the skills of 

steel workers so that they can gain employment in the growing technology industry or 

capital intensive industries. 

• This also decrease the rate of increase in the wage differential between the sunset industries 

and growing industries due to slowing down of the decline of the sunset industry. 

• Show tariff diagram-> Protectionism-> Increase domestic output and employment. Since 

demand for labour is derived from the final output of goods and services, demand for labour 

increase, income of low skilled workers increase from no income to some incomes as they 

are no longer structurally unemployed. 

Para 2: However, protectionism is a bad choice of policy for the US in the long run. Protectionism in 

USA could arise due to powerful trade unions-> Demand wage increases>Productivity increases-> 

Increase in unit COP-> Upward shift of SRAS, Decrease RNY USA-> Decrease actual growth, loss of X 

price competitiveness, sunset industry decline is worsened 

• Protectionism represents allocative inefficiency and the wastage of scarce resources. 

Protectionism is useless as if adopted, may invite retaliation from Mexico and Canada in the 

form of tariffs, leading to a decline in USA’s net exports. Decrease AD, decrease RNY by more 

than proportionate amt by reverse k effect. 

• Beggar thy neighbour because USA gains at the expense of neighbours. Neighbours face a 

fall in economic growth due to decrease in quantity demanded for their exports, decrease 

RNY implies they decrease their demand for USA’s exports. USA’s net exports decreases and 

ultimately USA also faces falling actual growth, cyclical unemployment increases. 

Para 3: Alternative policies like education and retraining should be adopted to decrease income 

inequality and to increase employment. 

• Education and retrng-> Low skilled workers are provided with training to upgrade their skills 

so that they can move to higher value added industries in the US economies. 



• Improves the quality of labour by training low skilled labour on how to be more efficient in 

production processes. 

• With inflow of FDI, demand for high skilled labour is high so if low skilled labour are 

retrained and acquire skills to move into industries which USA has a CA in, demand for this 

labour increase, hence wages increase and income inequality is reduced as previously low 

skilled labour now receive a higher income due to retraining. 

• At the same time, structural unemployment is reduced as low skilled labour move into 

higher value added industries. 

Para 4: However, education and retraining is only effective in the long run. Its effectiveness is also 

not totally guaranteed esp if workers are not receptive to training and have a steep learning curve. 

This could also be due to poor employer support because of falling profits of the firms in view of the 

slowing manufacturing sector in USA. 

Para 5: Transfer payments can be adopted to decrease income inequality. Transfer payments are 

financed by taxes. There are 2 kinds of transfer payments-> Cash benefits and benefits in kind. Cash 

benefits refer to direct subsidies given to the low income which include child-care benefits and old 

age pensions paid out to workers.  

• Benefits in kind refer to subsidised gds & svs, thereby increasing the real income of the low 

income. This could be in the form of subsidised health care for the poor or concessionary 

bus fares. 

Para6: While transfer payments give the poor a higher income through direct payments to them 

financed by taxes which increases their purchasing power, transfer payments can prolong 

unemployment. Transfer payments can cause there to be complacency and low skilled and low 

income workers may not see a need to retrain or upgrade their skills as they are satisfied with the 

pay outs that they are receiving without working which could be not that much lower as compared 

to the income that they would receive if they were working. As such, transfer payments are not 

effective in reducing unemployment in the long run. 

Ultimately, protectionism is at best a short run measure. Persisting protectionism will result in 

prolonged allocative inefficiency and a sure loss in CA for USA. Instead USA should adopt 

protectionism only in the short run while complementing it with long run education and retraining 

supply side policies to recreate a new CA and regain competitiveness in a new industry. This can lead 

to increased export price competitiveness and actual growth especially if COP decreases and USA’s 

exports become cheaper in terms of foreign currencies. However, , given that USA is a large 

economy that is highly dependent on its domestic sector, USA can adopt pump priming the economy 

as USA has a large MPC and domestic consumption driven economy. 

 


