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PREFACE

Following receipt on April 23, 1997, of a request from the United States Trade Representative
(appendix A), the U.S. International Trade Commission instituted investigation No. 332-381, The Impact of
the North American Free Trade Agreement on the U.S. Economy and Industries: A Three-Year Review,
under section 332 (g) of the Tariff Act of 1930 (19 U.S.C. 1332 (g)) on April 23, 1997. The purpose of this
report is to assess the effects of the North American Free Trade Agreement (NAFTA) on the U.S. economy,
and on industries affected by NAFTA.

Copies of the notice of investigation and public hearing were posted in the Office of the Secretary,
U.S. International Trade Commission, Washington, DC 20436, and the notice was published in the Federal
Register (97-11181) on April 29, 1997 (appendix B). The Commission held a public hearing in connection
with the investigation on May 15-16, 1997. All persons were allowed to appear by counsel or in person, to
present information, and to be heard. In addition, interested parties were invited to submit written statements
concerning the investigation.

The information in this report is for the purpose of this report only. Nothing in this report should be
construed to indicate how the Commission would find in an investigation conducted under other statutory
authority covering the same or similar matter.



vi



CONTENTS

Page
Preface ... ... e v
Executive SUmMmMary . ...... ... . ... . e xvii
Chapter 1. Introduction .......... ... ...ttt 1-1
Purpose and organization of thereport . ................. 1-1
Review of recent research on the impact of NAFTA ..................oiiiiiiiiennnn.. 1-1
Post-NAFTA retrospective analysis . ..............o.uuuuueeiiiiniinnnnn.. 1-2
Pre-NAFTA prospective analysis . ... .........ooouiiieeieieeeieeeeeenunnnnaeeenn. 1-4
MethodolOgY .. ... e 1-6
Econometric methodologies ......... ...ttt 1-8
GDP analysis . . . . ..ottt e 1-8
Effects of NAFTA on industries: Trade flowsandlabor .......................... 1-9
ProductiVIty . .. ... e 1-10
Sector-by-Sector analysis . ............... ..l 1-10
Structure of the TEPOIt . ... .. ... . e 1-11
Chapter 2. Overview of NAFTA .. ... ... ... .. i 2-1
Introduction . . . ... i 2-1
Historical Context . . ... ... ... e e 2-1
Key ProviSIONS . . . ... e 2-3
Phase-In .. .. 2-7
Status of implementation . . . .. ............ . 2-8
Integation with the Uruguay Round Negotiations . . .................cciiieenannnn.. 2-8
Chapter 3. The North American Economies .......................................... 3-1
INtrodUCHON . . ...ttt et e e 31
United States . ... .......iiiit ittt e 3-3
BCOnOmY ... ... 3-3
Foreigntrade ........ ... . . i i 3-13
11 (o< 17 X 3-17
BCOnOMIY . ...t 3-17
Foreigntrade . ....... ... ... . .. i e 3-25
US.trade With MeXiCo .. ... ..ottt i ieeeaens 3-27
U OXPOTES .. oottt e 3-29
L0 11 T ¢ £ PP 3-29
Productionsharingtrade . ................. ... .. . . . i 3-29
U.S. foreign direct investment In MeXICO . .......... ..ot iiiinieiiiini i, 333

vi vii



CONTENTS

Page
Chapter 3. The North American Economies--continued
Third-country FDI flowsto MEXICO ......... ...ttt 3-37
Economic policy . ... ..o e 3-38
Foreign investment policy .......... ...t 3-38
Privatization . ...............o..iiiiiie e 3-41
Protection of intellectual propertyrights .............. ... ... .. . ... ... 3-42
Canada . . ... o e 3-43
Economy............... ..., PP 3-44
Forelgntrade . .......oiiii i e 3-46
Trade withthe United States ...................oiiiiiiiiiiiieeeeneeeeeannn 3-48
Canadian-Mexicantrade ............. ... ... ittt e 3-51
Direct investment between the United Statesand Canada ........................... 3-53
ECOnOmIC POLICY . . . .ottt et et e e et et 3-54
FTAwithChile . . ... ... . e 3-54
Other policy developments . ............... ... ... i 3-55
Chapter 4. Effects of NAFTA on U.S. Industry Performance: Trade, Labor, and Productivity = 4-1
IntroduCtion . . ... ...t 4-1
The effects of NAFTA ontrade flows ............ ... ... . iiiiiiiiiiiiiiianennn. 4-1
Industry level results . ... ... o i e 4-2
Aggregate bilateral trade flows . ........ ... . ... 4-13
The effects f NAFTA onthe U.S. labormarket .............. ... ... ..ot 4-14
Studies of NAFTA and employment ................ ... i iiiiiimmmnmaennaennn. 4-15
Results and interpretation . . .......... ... ... .o et 4-16
Price effects ... ... . e 4-19
Effects of NAFTA on the aggregate laborforce ... ........... ... ... . .. ... .. 4-19
The effects of trade on labor productivity . .......... .. ... ... . i 4-21
Chapter S. Industry Analysis ........... ... . ... . e 5-1
Industry selection . . . ... ... o e 5-1
Analytical approach . . . ... ... ... e 5-2
NAFT A effects . ... e e 5-4
Micro-and macroeconomic factors ...............c.o.iiiiiii i e 5-5
Foreign exchange rate fluctuations ............... .. ...ciiiiiiiiiiiiiinnnnan... 5-5
Economic growth . . ... ... . e 5-6
Othertrade agreements . ............. ... ittt iiieeeeiieeaanaanennnn 5-6
NAFTA-specific trade and tarriffactions . . . ............. ... .. ... iiiiiieoa.. 5-7
Sector performance indicators examined ................ .. ... 5-7
Employment, wages, and labor productivity . . .............. ... ... . e 5-8

viii



CONTENTS

Page
Chapter S. Industry Analysis--continued

Investment . ... ... e 5-8
Changes in U.S. trade with thirdcountries ................. .. ... ... iiiiiieenn... 5-9
Total trade, trade balance measures, and trade specialization . ........................ 5-9
Chapter 6. Sector-by-Sector Analysis . ............ .. ... . i 6-1
Comparison of analytical results ... .......... ...ttt 6-1
Sectors with significant NAFTA effects .. ......... ... i 6-2
Sectors with negligible NAFTA effects ............ ..., e 6-3
Total NAFTA trade for sectorsexamined . . . ......... ..ot iiiiiniiiineeennnnn 6-4
ITC Group No. 1: Grainandoilseeds .............. ... i, 6-6
ITCGroup No. 2: RaW COttOn . . ... .coottititt ittt e 6-11
ITC Group No. 18: Textilemill products ......... ... ..ottt 6-16
ITC Group No. 19: Apparel and other finished textile products . ........................ 6-22
ITC Group No. 34: Leather tanningand finishing . ............. .. ... ... ... ... ... .. 6-31
ITC Group No. 35: Women’s footwear, except athletic ............................... 6-36
ITC Group No. 48: Household appliances .. ..............oiiiiiiiiiiiiiinnnnnn.. 6-40
ITC Group No. 54: Motorvehicles ................ oot 6-47
ITC Group No. 55: Motorvehicleparts .. ............o it 6-53
ITC Group No. 3: Field CropS . ... .oiiiit it e e e e ne 6-61
ITC Group No. 4: Fresh vegetables, and canned and frozen fruits and vegetables . .......... 6-64
ITC Group No. 5: Ornamental floriculture and nursery products ........................ 6-72
ITC Group No. 6: Meatsand livestock ............ ... ... . iiiiiiiiiiiiiinaan. 6-75
ITC Group No. 7: Fishandshellfish .......... ... ... .. . . i i i, 6-78
ITCGroupNo. 8: ITOnOTE . ... ..ottt e et 6-81
ITCGroupNo.9: Coal . ... e e 6-83
ITC Group No. 10: Crude petroleum, natural gas, and natural gas liquids . ................ 6-86
ITC Group No. 11: Animalfeeds ........... ... i, 6-88
ITC Group No. 12: Bakery products . .............c.ouiuuuuuiiimmiiiiaaanaaaaeennn. 6-91
ITC Group No. 13: Chocolate and cocoaproducts ..............c.euuuiinnenneenennn.. 6-94
ITC GroupNo. 14: Fatsand oils ...............iiiiiii i, 6-97
ITC Group No. 15: Maltbeverages . ...........c.oiiiiiiiii i 6-99
ITC Group No. 16: Bottled and canned soft drinks and carbonated waters ................ 6-102
ITC Group No. 17: Miscellaneous food preparations .....................ooiieeennn.. 6-104
ITC Group No. 20: Solid wood products . . .........cooiiununniiii e, 6-107
ITC Group No. 21: Furmiture . ... ... ...ttt ieeeeenns . 6-110
ITC Group No. 22: Paper products ..............oiiiiiimmiiiie i ... 6-114
ITC Group No. 23: Printedmatter ........ ... .ot 6-117
ITC Group No. 24: Alkaliesandchlorine .......................................... 6-120
ITC Group No. 25: Industrial inorganic chemicals ............................c..... 6-123
ITC Group No. 26: Synthetic plastics, resins, andrubber . ............................. 6-126



Services

CONTENTS

Chapter 6. Sector-by-Sector Analysis--continued
ITC Group No. 27:
ITC Group No. 28:
ITC Group No. 29:
ITC Group No. 30:
ITC Group No. 31:
ITC Group No. 32:
ITC Group No. 33:
ITC Group No. 36:
ITC Group No. 37:
ITC Group No. 38:
ITC Group No. 39:
ITC Group No. 40:
ITC Group No. 41:
ITC Group No. 42:
ITC Group No. 43:
ITC Group No. 44:
ITC Group No. 45:
ITC Group No. 46:
ITC Group No. 47:
ITC Group No. 49:
ITC Group No. 50:
ITC Group No. 51:
ITC Group No. 52:
ITC Group No. 53:
ITC Group No. 56:
ITC Group No. 57:
ITC Group No. 58:
ITC Group No. 59:
ITC Group No. 60:
ITC Group No. 61:
ITC Group No. 62:
ITC Group No. 63:
ITC Group No. 64:
ITC Group No. 65:
ITC Group No. 66:
ITC Group No. 67:
ITC Group No. 68:

Page
Pharmaceutical preparations ............... ... . ... 6-129
Soaps, detergents, toiletries .............. ... ... 6-131
Paints and allied products . . ............. i 6-133
Industrial organic chemicals ......................... ... ..., 6-135
Fertilizers, pesticides, and agricultural chemicals .................... 6-138
Petroleum refinery products . .......... ... ... i 6-140
Plasticand rubber products ........... ... ... il 6-143
Flatglassand glassware . ................ ... cciiiiierennnnnnn... 6-145
Cement .. ... .. 6-148
Vitreous china plumbing fixtures . ................................ 6-151
Gypsum building products ............ ... ... ... .. ... 6-154
Mineral Wool . . . ... ..o 6-156
Steel products . ... 6-158
Nonferrous metals,unwrought . . ................................. 6-162
Nonferrous metals, wrought . ................... ... ... ... ... 6-164
Fabricated metal products ............ ... ... ... .. i 6-167
Industrial machinery ............. .. ... .. ... 6-170
Computers and computer peripheral equipment ..................... 6-173
Heavy electrical equipment . .............. .. ... ..., 6-176
Electric lighting and wiringequipment ............................ 6-178
Radio and televisionequipment . ................. ..., 6-180
Communications equipment . . ...............c.ttiineearenennnnn. 6-183
Electronic components and accessories ..................unnn.... 6-186
Miscellaneous electrical machinery, equipment, and supplies . . ......... 6-189
Aircraftand aircraftparts . . ........ ... ... .. ... 6-192
Boatbuildingandrepairing . . .............. ... ... ... 6-194
Railroad equipment andparts ............... ... ... iiiinn... 6-196
Transportation equipment. .. ...............c.coiiiiiinenrnnnennnn. 6-198
Measuring, analyzing, and controlling instruments ................... 6-200
Medical equipment . ............ ... ... ... .. 6-202
Photographic equipment and supplies ............................. 6-205
Jewelry,preciousmetals . . ............ ... ... ... 6-207
Games, toys, and children’svehicles .............................. 6-210
Sporting goods . ........ ... 6-213
Miscellaneous industries, n.€.C. ............uiiiiineeeennnnnnn... 6-216
Wasteandscrap .............oiniiiiiiiii e 6-219
Miscellaneoustrade ............. ..ottt 6-221
............................................................. 6-224



CONTENTS

Appendices

A Request Letter ... ... e
B. Notice of initiation and publichearing ............ ... ... ... . i,
C. Technical appendix .. ... ... ......ouniie ettt e
D. Hearing calendar, docket report and summaries of written submissions ....................
E. Trip notes of Vice Chairman Bragg and Commissioner Newquist . ........................
F. Addtional Comments of COMMISSIONETS . . . .. ... .ottnnnttte e et

Tables

2-1.NAFTAtME e . .. ... ittt e et ettt e et
2-2. NAFTA: Summary of key trade provisions and status of implementation . ...............
2-3. Summary of Uruguay Round Agreements, time frame for implementation, and overlap

WIth NAF T A . . e
3-1. Key economic indicators for the United States ................ ... .................
3-2. Key economic indicators for Mexico . ...
3-3. Mexico’s overall foreign merchandise trade and the U.S. and Canadian share ............
3-4. U.S. merchandise trade with Mexico, by SITC nos. (revision 3), 1994-96 ...............
3-5. U.S.-Mexico production sharing trade, 1991-96 ... ... .. ... ... ... . il
3-6. Growth of U.S. direct investment capital outflows, byregion .........................
3-7. Key Canadian economic indicators and projections .......................c.ooooe....
3-8. Canada’s overall foreign trade and the U.S. and Mexicanshare . . ......................
3-9. U.S. merchandise trade with Canada, by SITC nos. (revision 3), 1994-96 ...............
4-1. Impact of NAFTA on the number of 4-digit SIC study sectors, by country, by ITC group . ..
4-2. 1996 share of total bilateral commodity trade in analyzed industries having conclusive

shifts in trade growth, by country, by ITC group . ............... ... ...,
4-3. 1996 share of total bilateral commodity trade is analyzed industries having no statistically

significant shifts in trade growth, by country, by ITCgroup.........................
4-4. Number of 4-digit SIC study sectors, by ITC group that have a significant 3-year NAFTA

coefficient at the 5 percent significance level, for hours or hourly earnings equations .. ..
4-5. Elasticities of earnings and hours with respect to price of imports from Mexico ..........
4-6. Leading 4-digit SIC manufacturing sectors that might experience gains in labor

productivity as aresult of NAFTA ... ... ... ... .. . i
5-1. Total trade covered by the Commission analysis for U.S. imports for consumption and

exports of domestic merchandise from Mexico and Canada, market share, change in

value, and percentage change, 1993-96 .............. ... ... i,
5-2. Sectors and industries selected for analysis with trade increases over $50 million from

1993 to 1996 indicated by trade flow ......... ... ... ... ... .. .. ... ...

g

X1



6-1.

6-1-1.
6-1-2.
6-2-1.
6-2-2.
6-18-1.
6-18-2.
6-19-1.

6-19-2.

6-19-3
6-34-1

6-34-2
6-35-1

6-35-2.
6-48-1.
6-48-2.
6-54-1.
6-54-2.
6-55-1.

6-55-2.

6-3-1.
6-4-1.

6-4-2.

6-4-3.

6-4-4.
6-5-1.
6-6-1.
6-7-1.
6-8-1.
6-9-1.
6-10-1.

CONTENTS

Total trade for each sector (ITC Group nos. 1-66 and services) aggregated by major
sector groupings, 1993 and 1996, absolute and percentage change 1993-96, for
Mexico, Canada, andrest-of-world . .. ....... ... ... ... ... ... .,

Grain and oilseeds: Summary of NAFTA effects on selected U.S. indicators, 1993-96 . ..

Grains and oilseeds: Selected U.S. sector data, 1993-96 . ..........................

Raw cotton: Summary of NAFTA effects on selected U.S. indicators, 1993-96 .........

Raw cotton: Selected U.S. sectordata, 1993-96 ............ ... ...,

Textile mill products: Summary of NAFTA effects on selected U.S. indicators, 1993-96 .

Textile mill products: Selected U.S. sector data, 1993-96 ..........................

Apparel and other finished textile products: Summary of NAFTA effects on selected
U.S.indicators, 1993-96 . . ... ... i

Cost comparison for a man’s cotton dress shirt made in the United States of U.S. fabric,
in India of Indian fabric, and assembled in Mexico of U.S.-made and -cut fabric . . . . ..

Apparel and other finished textile products: Selected U.S. sector data, 1993-96 .........

Leather tanning and finishing: Summary of NAFTA effects on selected U.S.

Indicators, 1993-96 . ... ... . e
Leather tanning and finishing: Selected U.S. sector data, 1993-96 ....................
Women’s footwear, except athletic: Summary of NAFTA effects on selected U.S.

indicators, 1993-96 . .. ... ...

Women’s footwear, except athletic: Selected U.S. sector data, 1993-96 ...............

Household appliances: Summary of NAFTA effects on selected U.S. indicators, 1993-96 .

Household appliances: Selected U.S. sector data, 1993-96 . .........................

Motor vehicles: Summary of NAFTA effects on selected U.S. indicators, 1993-96 ......

Motor vehicles: Selected U.S. sectordata, 1993-96 ........... ...,

Motor vehicle parts: Summary of NAFTA effects on selected U.S. indicators, 1993-96 ..

Motor vehicle parts: Selected U.S. sector data, 1993-96 ...........................

Field crops: Selected U.S. sector data, 1993-96 ................ .. ... .ccciiinn...

Fresh vegetables, and canned and frozen fruits and vegetables: Selected U.S. sector data,

1093-06 . ..o e
U.S. fresh vegetable imports from Mexico, by volume 1993-1996 ...................
U.S. tariff rate quotas for Mexican vegetables, tariff rate quota volume or actual trade

ifquotawasmnotfilled ......... ... ... ... ...

U.S. tariffs on imports of fresh vegetables fromMexico ...........................

Ornamental floriculture and nursery products: Selected U.S. sector data, 1993-96 ... ....

Meats and livestock: Selected U.S. sector data, 1993-96 ............. . ... . ... .....

Fish and shellfish: Selected U.S. sector data, 1993-96 .............................

Iron ore: Selected U.S. sector data, 1993-96 .. ...ttt

Coal: Selected U.S. sector data, 1993-96 . ....... ... ... .0t iiiiiiinn...

Crude petroleum, natural gas, and natural gas liquids: Selected U.S. sector data, 1993-96 .

Xil



CONTENTS

Tables--Continued

6-11-1.
6-12-1.
6-13-1.
6-14-1.
6-15-1.
6-16-1.
6-17-1.
6-20-1.
6-21-1.
6-22-1.
16-23-1.
6-24-1.
6-25-1.
6-26-1.
6-27-1.
6-28-1.
6-29-1.
6-30-1.
6-31-1.
6-32-1.
6-33-1.
6-36-1.
6-37-1.
6-38-1.
6-39-1.
6-40-1.
6-41-1.
6-42-1.
6-43-1.
6-44-1.
6-45-1.
6-46-1.
6-47-1.
6-49-1.
6-50-1.
6-51-1.
6-52-1.

Page
Animal feeds: Selected U.S. sectordata, 1993-96 . ......... ..., 6-88
Bakery products: Selected U.S. sector data, 1993-96 ............... ... ... ... ... 6-91
Chocolate and cocoa products: Selected U.S. sector data, 1993-96 ................... 6-94
Fats and oils: Selected U.S. sector data, 1993-96 .............. ..o iiiiiiinon... 6-97
Malt beverages: Selected U.S. sector data, 1993-96 ................. ..., 6-99
Bottled and canned soft drinks: Selected U.S. sectordata, 1993-96 . .................. 6-102
Miscellaneous food preparations: Selected U.S. sector data, 1993-96 ................. 6-104
Solid wood products: Selected U.S. sector data, 1993-96 .......................... 6-107
Furniture: Selected U.S. sectordata, 1993-96 . ....... ... ... ... i, 6-110
Paper products: Selected U.S. sector data, 1993-96 ............................... 6-114
Printed matter: Selected U.S. sectordata, 1993-96 ......... ... ... ... ... ... ... ..... 6-117
Alkalies and chlorine: Selected U.S. sector data, 1993-96 .......................... 6-120
Industrial inorganic chemicals: Selected U.S. sector data, 1993-96 ................... 6-123
Synthetic plastics, resins, and rubber: Selected U.S. sector data, 1993-96 .............. 6-126
Pharmaceutical preparations: Selected U.S. sector data, 1993-96 .................... 6-129
Soaps, detergents, toiletries: Selected U.S. sector data, 1993-96 ..................... 6-131
Paints and allied products: Selected U.S. sector data, 1993-96 ...................... 6-133
Industrial organic chemicals: Selected U.S. sector data, 1993-96 ..................... 6-135
Fertilizers, pesticides, and agricultural chemicals: Selected U.S. sector data, 1993-96 . ... 6-138
Petroleum refinery products: Selected U.S. sector data, 1993-96 ..................... 6-140
Plastic and rubber products: Selected U.S. sector data, 1993-96 ..................... 6-143
Flat glass and glassware: Selected U.S. sector data, 1993-96 ........................ 6-145
Cement: Selected U.S. sectordata, 1993-96 .. ............cciiiiiiiiinnina.. 6-148
Vitreous china plumbing fixtures: Selected U.S. sector data, 1993-96 ................. 6-151
Gypsum building products: Selected U.S. sector data, 1993-96 . ..................... 6-154
Mineral wool: Selected U.S. sector data, 1993-96 ...................... ... ....... 6-156
Steel products: Selected U.S. sectordata, 1993-96 ................................ 6-158
Nonferrous metals, unwrought: Selected U.S. sector data, 1993-96 . .................. 6-162
Nonferrous metals, wrought: Selected U.S. sector data, 1993-96 ..................... 6-164
Fabricated metal products: Selected U.S. sector data, 1993-96 ...................... 6-167
Industrial machinery: Selected U.S. sectordata, 1993-96 ........................... 6-170
Computers and computer peripheral equipment: Selected U.S. sector data, 1993-96 ... .. 6-173
Heavy electrical equipment: Selected U.S. sector data, 1993-96 ..................... 6-176
Electric lighting and wiring equipment: Selected U.S. sector data, 1993-96 ............ 6-178
Radio and television equipment: Selected U.S. sector data, 1993-96 .................. 6-180
Communications equipment: Selected U.S. sector data, 1993-96 . .................... 6-183

Electronic components and accessories: Selected U.S. sector data, 1993-96 ............ 6-186

X xiii



CONTENTS

Tables--Continued

6-53-1.

6-56-1.
6-57-1.
6-58-1.
6-59-1.
6-60-1.
6-61-1.
6-62-1.
6-63-1.
6-64-1.
6-65-1.
6-66-1.
6-67-1.
6-68-1.
6-69-1.
6-69-2.
6-69-3.

Figures
3-1.
3-2.
3-3.

3-4,
3.5,

Page
Miscellaneous electrical machinery, equipment, and supplies: Selected U.S. sector

data, 1993-06 . ... ... 6-189
Aircraft and aircraft parts: Selected U.S. sector data, 1993-96 . .............. e 6-192
Boatbuilding and repairing: Selected U.S. sector data, 1993-96 ...................... 6-194
Railroad equipment and parts: Selected U.S. sector data, 1993-96 ................... 6-196
Transportation equipment, n.e.c.: Selected U.S. sector data, 1993-96 ................. 6-198
Measuring, analyzing, and controlling instruments: Selected U.S. sector data, 1993-96 ... 6-200
Medical equipment: Selected U.S. sector data, 1993-96 ............................ 6-202
Photographic equipment and supplies: Selected U.S. sector data, 1993-96 ............ . 6-205
Jewelry, precious metal: Selected U.S. sector data, 1993-96 ........................ 6-207
Games, toys, and children’s vehicles: Selected U.S. sector data, 1993-96 .............. 6-210
Sporting goods: Selected U.S. sector data, 1993-96 ............................... 6-213
Miscellaneous industries, n.e.c.: Selected U.S. sector data, 1993-96 .................. 6-216
Waste and scrap: Selected U.S. sector data, 1993-96 .............................. 6-219
Miscellaneous trade: Selected U.S. sector data, 1993-96 ........................... 6-221
U.S. cross-border trade in services: Exports to Canada and Mexico, 1990-95 .......... 6-226
U.S. cross-border trade in services: Imports from Canada and Mexico, 1990-95 ........ 6-228
U.S. cross-border trade in services: Trade balance with Canada and Mexico, 1990-95 . ... 6-230
1996 GDP for Canada, Mexico, and the United States, actual and as a share of NAFTA

members’ combined GDP (total North American GDP) ......................... 3-2
Real GDP growth, Canada, Mexico, and the United States, 1980-96 ................. 3-4
Inflation (change in consumer prices) for the U.S.,1980-96 ........................ 3-7
Unemployment rate for the United States, 1980-96 ... ... JE 3-7
Current account balance, percent of GDP, for the U.S.,1980-96 ..................... 3-10
General government stuctural balance forthe U.S.,1980-96 ........................ 3-12
Real private consumption expenditure, percent of GDP, for the U.S., 1980-96 .......... 3-12
U.S. merchandise trade balance overall, and with Canada and Mexico, 1989-96 ........ 3-15
Real GDP growth, for Mexico, 1980-96 . .......... ... ... .. i it 3-18
Inflation (change in consumer prices) for Mexico, 1980-96 .................. R 3-20
Real private consumption expenditure for Mexico, 1980-96 ........................ 3-20
Trade weighted nominal exchange rates versus the U.S. dollar for Canada and Mexico,

1084-06 . ... 3-22
Unemployment rate for Mexico, 1980-96 ............ ... ... ... ... .. .. ......... 3-22
Current account balances as a percentage of GDP for Mexico, 1980-96 ............... 3-24
U.S. trade with Mexico: exports, imports, and trade balance, 1989-96 ................ 3-28
Foreign direct investment in Mexico: inflows from world and the United States, 1980-96 . 3-35
Real GDP growth, for Canada, 1980-96 ................ .. ... ... ... .......... 3-45
Inflation rate (change in consumer prices) for Canada, 1980-96 ..................... 3-45
Unemployment rate, for Canada, 1980-96 ...................... ... ............. 3-47
Current account balance as a percentage of GDP, Canada, 1980-96 .................. 3-47

Xiv

X1v



3-21.  U.S. trade with Canada: exports, imports, and trade balance, 1989-96 ................
3-22.  Canada-Mexico, merchandise trade, 1995-96 ... ...... ... ... .. ...,
6-11-1. Animal feeds imports from Canada , price and consumption ........................

XV



XVi



EXECUTIVE SUMMARY"

On April 23, 1997 the United States Trade Representative (USTR) asked the United States
International Trade Commission (ITC) to conduct a study analyzing the actual impact of the first 3 years of
the North American Free Trade Agreement (NAFTA) on the U.S. economy as a whole, and on industries
particularly affected by the Agreement. The USTR requested that the ITC use formal empirical tools as well
‘as in-depth industry expertise to evaluate NAFTA, while taking account of economic effects associated with
other events occurring during the phase-in of the Agreement. The Administration is required to provide to
Congress by July 1, 1997 a comprehensive study of the Agreement during its first 3 years.

The ITC was asked to identify effects of NAFTA, to the extent possible, on trade, wages,
employment, productivity, investment, and national output. The ITC was also requested to present a review
of literature addressing the effects of NAFTA in its first 3 years, and to identify areas in which inadequate
data, the incomplete implementation of NAFTA, or other technical constraints complicate the analysis of
NAFTA and its effects. The study conducted quantitative, econometric analyses of over 200 industries to
identify NAFTA effects. Separately, the Commission examined industry data on 68 aggregate industry
sectors to identify qualitatively any specific effects that would not be covered by the econometric results. The
different approaches do not in all cases pick up the same effects of NAFTA on given industries, or find the
same relative importance of the effects of NAFTA on the industry compared to other influences. This is to be
expected, and is, in fact, an important reason to conduct the two analyses. Together, they give a more
complete and balanced picture of NAFTAs effects than would either approach in isolation.

On May 15 and 16, the ITC held a public hearing on this study, and in addition invited written
submissions from the public to comment on the subject of the investigation. Over 40 individuals or groups
appeared at the hearing, and over 100 written statements have been presented to the ITC. A summary of the
written submissions appears in Appendix D to this report.

Overview of NAFTA and Its Effects

NAFTA took effect on January 1, 1994, after nearly a decade of rapidly growing U.S.-Mexican trade
ties, and 5 years after the U.S.-Canada Free Trade Agreement (CFTA) entered into force. Three years later
most of its tariff provisions are substantially in place, and their effects can be analyzed. NAFTA provided
for immediate tariff reductions on 68 percent of U.S. exports to Mexico, and 49 percent of U.S. imports from
Mexico. With respect to U.S.-Canada trade, virtually all tariffs on U.S.-Canadian trade have been eliminated
as aresult of the CFTA and NAFTA.

NAFTA also provides for reductions in nontariff barriers, including import prohibitions, quantitative
restrictions, and import licensing requirements. For example, over a 10-year period Mexico will phase out
trade and investment restrictions on autos and trucks. Upon implementing NAFTA, the United States
immediately eliminated quotas for Mexican textile and apparel products that meet NAFTA rules of origin.
Trade in energy is being liberalized. Numerous nontariff barriers on U.S.-Mexico agricultural trade have
been replaced by tariff-rate quotas, which are being phased out by 2009. Most such reductions in nontariff
barriers are proceeding on schedule.

! For additional comments of individual Commissioners, see Appendix F. For “trip notes” of Vice Chairman
Bragg and Commissioner Newquist, see Appendix E.
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In addition to reducing traditional trade barriers, NAFTA went beyond any previous trade agreement
in obligating the NAFTA countries to establish rules governing the conduct of trade among the NAFTA
partners. Nearly all of these “rulemaking” obligations are now in force. They govern such areas as the
protection of direct investment, intellectual property, services trade, and government procurement.
Furthermore, NAFTA includes dispute settlement provisions aimed at resolving conflicts over trade issues.

Pursuant to the request from USTR, the ITC’s analysis of the impact of NAFTA has focused
primarily on the effects that can be clearly attributed to specific provisions of the NAFTA. The results of this
analysis are discussed in detail below. In general, the ITC found positive, although modest, effects on the
U.S. economy after 3 years of the NAFTA. However, based on the hearing testimony and other information
collected during the course of this study, it has also become clear that many of the NAFTA’s most important
effects are not easily quantified or observed, and the full effects of the Agreement will take many more years
to make themselves known.

Among the least tangible results of NAFTA are those that might be described as effects
on the general business climate in North America. As Richard Heckman, President of U.S. Filter
Corporation, testified to the ITC, “ New treaty partners and new trade partners tend to go out of their way to
do business with each other.” Numerous witnesses at the ITC’s hearing confirmed that NAFTA had resulted
in companies paying new attention to business opportunities within North America.

The ITC also heard testimony to the effect that NAFTA safeguarded U.S. exporters and investors
from changes in Mexico’s trade policy regime announced in the wake of the 1994 peso crisis. Because of
NAFTA commitments, Mexico did not apply to U.S. goods the high tariffs and quotas imposed on certain
imports. Thus, U.S. exports to Mexico fell by a smaller margin in the wake of the peso crisis than did
exports from Asia and Europe.

NAFTA and the North American Economies

The three economies linked by NAFTA are driven largely by the economy of the United States, both
in terms of its size and its current state of continuing robust growth and consequent strong demand for
imports. The size of the U.S. economy makes its output, employment, and investment levels less sensitive
than those of its partners to changes in the trade environment. Current rates of growth in U.S. output and
employment would tend to absorb many downside effects of NAFTA, but also would provide fewer
opportunities for additional growth due to upside effects.

United States

The gross domestic product (GDP) of the United States is 10 times the size of Mexico's or Canada's,
and the United States is well into its sixth year of economic expansion. Job creation has remained robust
since the institution of NAFTA. The unemployment rate reached about 7.5 percent in 1992, and has been
declining since then to the 1996 rate of about 5.4 percent. Distinguishing any effect of NAFTA on these
trends would be difficult.

The continued growth of the U.S. economy, particularly compared to those of its trading partners,
has caused U.S. consumption of imports to rise and has increased its trade deficit with the world, including
with North American trading partners. The United States posted a merchandise trade surplus with Mexico
from 1991 through 1994, then fell into a deficit in 1995 and 1996, due principally to the collapse of the peso-
dollar exchange rate and the resulting recession in Mexico. The United States has had a consistent
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merchandise trade deficit with Canada since 1989. The deficit has widened in each year of the current U.S.
economic expansion.

Since 1993, total U.S. trade has increased, with NAFTA partners and with the rest of the world
(Table ES-1). Imports from Canada and Mexico have grown more rapidly than imports from the rest of the
world, as did exports to Mexico when compared to other trading partners, including Canada. Canada and
Mexico are the largest and third-largest trading partners of the United States, with Mexico projected to move
past Japan to become this country’s second-largest trading partner by year end 1997. Nonetheless, U.S. trade
with Mexico represents less than 10 percent of total U.S. trade, and trade with Canada represents about 20
percent of total U.S. trade.

Canada

The Canadian economy has been generally strong and stable for the past several years. However,
unemployment peaked at a rate of over 11 percent in 1992 and eased to just under 10 percent in 1995 and
1996. Canadian GDP declined by almost 2 percent in 1991, but since then has grown at rates ranging from
0.8 to 4.1 percent. Canada’s trade with the United States accounted for about 80 percent of Canadian exports
in each of the last 3 years, and 66 to 68 percent of Canadian imports. Canada has maintained a growing
surplus in its trade with the United States and the world. In 1996, the Canadian bilateral surplus with the
United States was $37.2 billion.

Mexico

During the first NAFTA year, the Mexican GDP grew by 3.5 percent, and inflation was a modest 7
percent. However, serious macroeconomic imbalances led to the devaluation of the peso at the end of 1994,
to a subsequent austerity regime, and a serious recession during the second and part of the third NAFTA
years. In 1995, GDP declined by 6.9 percent, and the rate of inflation was 35 percent. There were signs of a
strong recovery during the third NAFTA year, marked by 4.0 percent growth of the GDP, increasing
employment, and declining interest rates.

Following a $18.5 billion trade deficit with the world in 1994, the first NAFTA year, Mexico
posted a $7.1 billion global trade surplus in 1995 and a $6.3 billion surplus in 1996. In order to fulfill its
NAFTA commitments, Mexico did not increase its overall tariffs on imports from North America
following the peso devaluation. Thus, while the 1982 debt crisis in Mexico was accompanied by a 50 percent
decline in U.S. exports from 1981 to 1983, the 1994 devaluation witnessed an increase in U.S. exports to
Mexico of 11 percent between 1993 and 1995.

NAFTA'’s tariff provisions protected U.S. exporters from Mexico’s decision in 1995 to raise tariffs
from 20 to 35 percent on products, such as textiles, apparel, and footwear articles imported from countries
with which Mexico did not have free trade agreements. Compared to European and Asian exporters, North
American exporters were less adversely affected by shrinking Mexican imports in 1995 and profited more
from resurging Mexican imports in 1996.
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‘Table ES-1: Total trade: U.S. imports for consumption and exports of domestic merchandise for
Mexico, Canada, All Others, and the World, change in value, percentage change, and percentages of
total trade, 1993-96 ’

Absolute Percentage

change change,
Trade flow/supplier 1993 1994 1995 1996 1993-96 1993-96
Value (million dollars) Percent
U.S. trade:
U.S. imports from:
Word............... 574,863 657,885 739,660 790,470 215,607 375
Mexico.............. 38,668 48,605 61,721 74,179 35,511 91.8
Canada ............. 110,482 128,753 144,882 156,299 45,817 415
Allothers ............ 425713 480,526 533,057 559,992 134,279 315
U.S. exports to:
Word............... 439,295 481,887 546,465 582,137 142,842 325
Mexico.............. 40,265 49,136 44,881 54,686 14,420 358
Canada ............. 91,866 103,643 113,261 119,123 27,257 297
Allothers ............ 307,164 329,108 388,323 408,328 101,165 329
Percent of Total
U.S. trade:
U.S. imports from:
Word............... 100.00 100.00 100.00 100.00
Mexico .............. 6.73 7.39 8.34 9.38
Canada ............. 19.22 19.57 19.58 19.77
Allothers ............ 74.05 73.04 72.07 70.84
U.S. exports to:
Word............... 100.00 100.00 100.00 100.00
Mexico.............. 9.17 10.20 8.21 9.39
Canada ............. 20.91 21.51 20.73 20.46
Allothers . ........... 69.92 68.30 71.06 70.14

Source: Compiled by the staff of the U.S. International Trade Commission

Quantitative Findings

The ITC was requested to analyze empirically the aggregate effects of NAFTA on the U.S. economy,
including GDP, total manufacturing employmcnt and earnings, and investment, independent of the many
other factors affecting the U.S. economy since NAFTA’s mceptlon The challenges the ITC faced in
measuring NAFTA’s impact to date were several.

Perhaps most problematic for conducting an empirical assessment is the short timeframe during which
NAFTA has been in effect and the data constraints thus presented. Trade, expenditure, and output data,
commonly used measures for assessing economic impact, are not available in sufficient quantity to allow the
volume of observable phenomena on which economists seek to rely.



Moreover, the difference in the size of the NAFTA partners’ economies, and their divergent economic
performances during these 3 NAFTA years, also complicates the analysis. Not only does the sheer size of the
U.S. economy dominate its partners, the U.S. rate of economic growth and its employment levels during this
period have exceeded both those of Mexico and Canada. Because of its size, the United States is also less
sensitive to shocks to its economy, such as entry into force of a multilateral trade agreement.

Finally, the effort to isolate the effects of NAFTA from any effects of other economic occurrences since
the start of NAFTA in January 1994 is difficult. The sharp devaluation of the Mexican peso and that
country’s resulting recession is widely acknowledged to have been a dominant factor in U.S.-Mexico trade
flows. Also, the World Trade Organization (WTO) Agreements entered into force in January 1995. The
WTO Agreements liberalized trade in goods and services among its members, reducing the value of the
preferences received among NAFTA partners.

Despite these complicating factors, the ITC estimated that NAFTA has had, on balance, positive,
although modest, effects on the U.S. economy and individual industry sectors.

Aggregate Effects of NAFTA

GDP, aggregate employment, and investment

The ITC found no effects of NAFTA on either GDP levels or growth rates in the United States, in large
part due to the limited time period in which NAFTA has been in effect and the size of the U.S. economy
compared to Mexico and Canada. Aggregate domestic employment effects of NAFTA were also not
discernible, which was not an unexpected result considering the state of almost full employment prevailing in
the United States during the duration of NAFTA. Finally, the ITC found no effects of NAFTA on aggregate
mvestment.

Aggregate trade

Looking at more direct effects of NAFTA on the U.S. economy, the study found that NAFTA has
significantly affected the levels of U.S. trade with Mexico. No significant effects of NAFTA on aggregate
trade with Canada were found.

Results from the aggregate analysis indicate that the volume of U.S. imports from Mexico increased by
1.0 percent in 1994 as a result of NAFTA. In addition, the volume of U.S. imports from Mexico are
estimated to be 5.7 and 6.4 percent higher in 1995 and 1996, respectively, than they would have been absent
the Agreement. Similarly, the results indicate that, as a result of NAFTA, the volume of U.S. exports to
Mexico increased by 1.3 percent in 1994 and by 3.8 and 3.2 percent in 1995 and 1996, respectively. In 1994,
the only year in which NAFTA was in place and the peso devaluation does not confound the estimates, the
implied increase in the volume of U.S. exports to Mexico outpaced the increased volume of U.S. imports
from Mexico.

Industry trade
Econometric analysis of nearly 200 industries, accounting for over 85 percent of trade between the
United States and its NAFTA partners, offers some conclusive industry-specific effects of NAFTA. The

criteria applied were conservative, requiring “affected industries™ to show statistically significant changes in
trade in each of the 3 NAFTA years.
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The ITC’s estimates found that NAFTA has resulted in significant changes in the volume of bilateral
trade for a modest number of industries. However, for most industries analyzed, there has been no consistent
discernible impact of NAFTA on changes in the volume of bilateral trade between the United States and its
NAFTA partners. With respect to U.S.-Mexico trade, U.S. exports to Mexico increased significantly due to
NAFTA in 13 industries. No industries showed decreased exports to Mexico because of NAFTA. U.S.
imports from Mexico increased significantly in 16 industries, while decreasing significantly in 7 industries.
With respect to U.S.-Canada trade, U.S. exports to Canada increased significantly due to NAFTA in 10
industries, while decreasing significantly in 8 industries. U.S. imports from Canada increased significantly in
13 industries, while decreasing significantly in 8 industries. These results are shown in Table ES-2.

Table ES-2: Industry-Level Trade Results: Number of industry sectors showing statistically
significant increase, decrease, or no evident impact in trade flows during 1994-96, and corresponding
share of bilateral trade in these sectors.

Number of industries’ Share of aggregate bilateral trade?
Not Not
Significantly | Significantly | Significantly | Significantly | Significantly | Significantly
‘ Increase Decrease Affected Increase Decrease Affected

U.S. exports to 13 0 78 8.67% 0.00% 43.88%
Mexico
U.S. imports from 16 7 92 14.54% 1.02% 36.84%
Mexico
U.S. exports to 10 8 95 3.01% 4.99% 35.04%
Canada
U.S. imports from 13 8 94 1.95% 0.77% 53.99%
Canada

! Number of 4-digit SIC sectors found to satisfy the criteria of statistically significant increasing, decreasing, or
unaffected trade flows in each of the 3 NAFTA years.

2 Percentages represent the share of aggregate bilateral trade flow between the United States and its NAFTA partner for
the sectors that were judged to have statistically significant increasing, decreasing, and unaffected trade flows.

The ITC also estimated whether industries were significantly affected by NAFTA in trade in any 1- or 2-
year NAFTA period. Although this analysis presents less statistical confidence than the 3-year standard
discussed above, the results suggest that a greater number of U.S. industries may have been affected by
NAFTA in these shorter time periods. Most notably, 36 of 78 domestic industries significantly increased
their volume of exports in 1994 because of NAFTA, but did not sustain this increase in either 1995 or 1996.
This result highlights the likely impact on U.S. exports of the peso devaluation in December 1994.

Labor

Although the ITC did not find any significant overall effects on aggregate employment or earnings,
econometric analysis of labor market data at the industry level indicates that 29 of the 120 manufacturing
industries analyzed experienced some NAFTA-related change in hourly earnings or hours worked as shown
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by the binary variable analysis. In addition, 7 industries showed employment effects that are adversely
sensitive to lower prices for imports from Mexico, meaning that a reduction in import prices, due either to
NAFTA or other causes, may cause job displacement. Four industries showed a positive relationship to
import prices, such that decreases in import prices may raise the employment level in related U.S. industries.
This may be due to market complementarities between imports and domestic production in certain industries,
or perhaps to enhanced productivity due to imports. The remaining industries show no evident relationship
between employment and import prices.

Productivity

No direct analysis of productivity changes due to NAFTA was possible, due to a lack of data. However,
indirect evidence on productivity effects of the Agreement indicates that for those industries experiencing
particularly strong import competition, productivity may have been enhanced since NAFTA. In general, the
effects that were estimated were relatively modest: in certain sectors where imports were increasing, a
1-percent increase in the market share of total imports was associated with a 0.2-percent increase in labor
productivity. Therefore, to the extent that NAFTA induced total imports to increase (i.e., overall trade
creation) in those sectors experiencing substantial market penetration over the period 1993-96, the results of
this analysis imply that U.S. manufacturing labor productivity likely increased.

Qualitative Findings: Analysis of Industry Sectors

For 59 of 68 sectors analyzed by the ITC, NAFTA was determined to have had a negligible effect. The
trade-weighted average rates of duty on U.S. imports from Mexico were relatively low prior to the
implementation of NAFTA because of low most-favored-nation (MFN) rates, Generalized System of
Preferences (GSP) eligibility, or duty-free treatment on the U.S. content of imports from Mexico’s
magquiladora industry. With regard to U.S.-Canada trade, the removal of many tariff and nontariff barriers
had already taken place under the CFTA. Consequently, the effects of NAFTA tariff reductions in many
sectors were largely negligible.

Factors having a greater effect on U.S.-Mexico trade were the rationalization of production within
industries in North America (particularly between the United States and Canada) and the peso devaluation
which reduced Mexico’s demand for U.S. exports in 1995. At the same time, U.S. imports increased because
of expanded use of assembly plants in Mexico as both U.S. and Asian companies responded to lower labor
costs in Mexico. '

The ITC’s analysis of individual industries and groups indicates that NAFTA had a significant effect on
the increase in U.S. trade in 9 of 68 sectors, including grains and oilseeds, raw cotton, textile mill products,
apparel, women's footwear, leather tanning and finishing, household appliances, motor vehicles, and motor
vehicle parts. Important findings include the following:

Agriculture
Grains - Mexican tariff reductions on grains, and the conversion of import licensing to a tariff-rate
quota, were largely responsible for the increased U.S. exports of grains to Mexico. In spite of
increased exports due to NAFTA, employment on U.S. farms continued a long-term decline.

Cotton — The growth in U.S. exports of raw cotton to Mexico partly reflected increased Mexican
demand for the fiber used in the production of textile mill products (such as fabrics) for shipment to
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the United States under NAFTA. Data on changes in employment were not available, nor were
investment data other than acreage planted in cotton, which increased by 24.6 percent between 1993
and 1996.

Manufactured Products

Apparel — Increased U.S. apparel imports from Mexico were primarily due to NAFTA provisions that
enable duty-free and quota-free entry for apparel (and other made-up textile goods) assembled in
Mexico wholly from fabric that was both formed and cut in the United States; the increase likely came
at the expense of imports from Asian and Caribbean Basin Initiative countries. Employment in U.S.
apparel manufacturing has declined since NAFTA, most likely reflecting in part a shift of some
operations to Mexico.

Textiles — NAFTA rules of origin stimulated demand in both Mexico and Canada for fabrics
produced by U.S. textile mills to make apparel for the U.S. market. Job losses, possibly attributable
to increased imports, have been at least partly offset by gains due to increased exports.

Women's footwear - Increases in women’s footwear imports from Mexico, mostly under production-
sharing provisions, largely reflected uncertainty over MFN renewal for China, as well as preferential
U.S. tariffs under NAFTA. U.S. employment decreased from 1993 to 1996.

Appliances — Some leading U.S. appliance producers chose to expand production in Mexico to
supply the growing Latin American market, with increased U.S. imports from Mexico reflecting
rationalized production. Changes in Mexican investment laws made it attractive to expand U.S.-
Mexican joint ventures producing household appliances, and changes in the Maquiladora Decree
enabled a phased-in increase in shipments from maquiladoras to the Mexican domestic market. Since
employment grew in this sector, it is difficult to qualitatively discern a negative employment effect.

Vehicles — U.S. exports of motor vehicles to Mexico increased as a result of NAFTA-related
reductions in trade balancing requirements and tariffs. NAFTA has had a positive effect on the
increase in industry employment.

Vehicle parts — The sustained growth of the U.S. and Canadian motor vehicle markets, and
investments in new plants and capacity, have supported employment growth in the U.S. auto parts
industry. U.S. imports of motor vehicle parts from Mexico rose in part because of NAFTA rules of
origin requirements and a more liberalized foreign investment climate.

Leather — The increase in U.S. exports of leather (principally for use in motor vehicle seats) resulted,
in part, from NAFTA changes in rules of origin related to motor vehicle export performance
requirements and changes in Mexico’s Maquiladora Decree that allowed shipments of car seats and/or
car seat covers directly from maquiladora operations to vehicle assembly plants in Mexico.
Employment in the leather tanning and finishing industry has declined despite increased exports as a
result of the cyclical nature of the cattle/beef industry, closures in the face of environmental standards,
and relocation of some facilities to low wage-rate countries.
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Services

The effects of NAFTA on U.S. services trade are believed to be negligible. Data on services
industries are available only through the second year of NAFTA implementation (1995), and largely
reflect the effects of the peso devaluation on Mexico’s economy. The effect of NAFTA on U.S.
investment is believed to be negligible in nearly all service industries, except in financial services,
where it is regarded as significant. NAFTA has raised foreign investment ceilings, thereby facilitating
greater investment by U.S. banking and security firms in Mexico.
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CHAPTER 1
INTRODUCTION
Purpose and Organization of Report

The North American Free Trade Agreement (NAFTA, or the Agreement) took effect on January 1,
1994, after nearly a decade of expanded U.S.-Mexican trade ties, and 5 years after the U.S.-Canada Free
Trade Agreement entered into force in 1989. Most, but not all, of its tariff provisions have been
implemented, and nearly all of its “rule making” obligations (in customs administration, standards, and
investment, for example) are in force. The Agreement represented a breakthrough in trade policy, liberalizing
North American commerce and serving as a model for subsequent agreements in the Uruguay Round of trade
negotiations and elsewhere.

This report has been prepared in response to a letter from the United States Trade Representative
(USTR) received on April 23, 1997, requesting an investigation and report on the impact of NAFTA on the
U.S. economy and industries. The request was made under section 332(g) of the Tariff Act of 1930 (19
U.S.C. 1332(g)). The USTR asked that the Commission provide in its report both quantitative and
qualitative analyses of NAFTA, specifically including the following: (1) a review and analysis of existing
studies that have assessed the impact on the United States of NAFTA in its first 3 years; (2) a discussion of
the technical issues involved in formal economic assessment of the impact of a partially implemented free
trade agreement; and (3) to the extent feasible, an analysis of the aggregate effects on the economy of the
Agreement in its first 3 years. Where possible, the report is also to include an analysis of trade, employment,
investment, and productivity in industries affected by NAFTA. Copies of the request letter and the
Commission’s notice announcing institution of the investigation and the scheduling of a public hearing are
reproduced in appendix A and B.

The request letter noted that section 512 of the NAFTA Implementation Act (19 U.S.C. 3462)
requires the President to provide to the Congress by July 1, 1997, a comprehensive study of the operation and
effects of NAFTA during the first 3 years. The letter stated that the information in the report would serve as
a resource which the administration can draw upon in preparing its report to Congress.

This chapter will do three things. First, it will briefly review some of the research that has attempted
to assess and evaluate NAFTA in its first three years of operation. Second, it will describe the methodology
used in this study to assess the effect of NAFTA on the U.S. economy and industries. Finally, it will describe
the structure of the remainder of the report.

Review of Recent Research on the Impact of NAFTA

Although many of the trade liberalizing provisions of NAFTA are not scheduled to be fully
implemented until 2009, several researchers have attempted to quantify the effects of the Agreement on each
member economy. Since the Agreement was not implemented in a vacuum, a major challenge of this and all
such research endeavors is to isolate the effects of the Agreement from other major events. Presidential
elections, other political changes, and such significant macroeconomic events as the large Mexican peso
devaluation (“peso crisis”) of December 1994 make accurate analysis difficult. In addition to tariff
reductions, the Agreement contains other significant provisions, relating to non-tariff barriers, border
measures, and dispute resolution mechanisms, that are likely to generate changes of the types that are the
most difficult to quantify. Indeed, the recency of the Agreement, the staging of its many rules and
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regulations, and the disparate sizes of the United States and Mexican economies suggest minimal impacts on
the U.S. economy during the first three years of NAFTA !

The discussion in this section briefly reviews recent empirical work that has attempted to isolate the
impact of NAFTA to date on the economies of its signatories. Subsections will cover the literature that has
attempted to evaluate NAFTA retrospectively, with evidence taken from post-implementation experience,
followed by a brief review of prospective work that evaluates NAFTA (regardless of its publication date)
from the perspective of data and expectations available at its inception.

NAFTA'’s recent implementation allows only a few retrospective analyses. Researchers have
primarily used limited trend or qualitative analysis. Clearly, using computable general equilibrium (CGE)?
modeling to quantify “what if NAFTA were implemented” has been the methodology of choice in prospective
analyses, and remains the choice of many analysts for retrospective work, given the lack of historical data.
Furthermore, the Agreement addresses many subjects beyond tariff reductions, including rules of origin,
technical standards, government procurement, competition policy, and intellectual property rights protection;
these further complicate the problem of isolating and quantifying NAFTA effects.

Post-NAFTA Retrospective Analysis

David Gould?® explored the effect of NAFTA on trade flows between Mexico and the United States.
He compared actual trade under NAFTA with what trade might have been without an agreement. In addition,
he examined what would likely have happened to U.S.-Mexico bilateral trade had there not been a peso crisis.

Gould analyzed the period* when Mexico began trade liberalizations, the period when Mexico
instituted macroeconomic stabilization policies, and the period in which NAFTA was implemented, to
estimate U.S. imports from and exports to Mexico.” Using binary variables to account for Mexico’s 1982
debt crisis, the 1985 recession, and the 1994 peso crisis, Gould also estimates the effects of the peso crisis
on Mexican industrial production, the real peso/dollar exchange rate, and total U.S. imports from and exports
to the rest of the world except Mexico. These results are subsequently used to evaluate the impact of the peso

! Professor Joseph McKinney remarked at the Commission’s public hearing on May 15, 1997, that “Almost 5 years
ago at hearings such as these, several other economists and I testified that in our professional judgments, the effects of
incorporating Mexico into a North American Free Trade Agreement should be on balance positive, but relatively
modest. ... While the effects of the NAFTA agreement certainly have not been fully realized [in] its first three years of
operation, my current assessment is that despite the economic difficulties encountered by Mexico, the effects of NAFTA
thus far on the U.S. economy have been on balance positive and relatively modest.”

? The designations “computable general equilibrium modeling” (CGE) and “applied general equilibrium” (AGE)
modeling are used interchangeably throughout this report.

3 David Gould, “Distinguishing NAFTA from the Peso Crisis,” Southwest Economy (Sept./Oct.1996), pp. 6-10.

* A binary (on-off) variable was used to isolate each of these periods. Such variables are designed to take into
account exogenous shifts in an econometric relationship, and are particularly useful when dealing with data that cannot
be explicitly quantified, but can only be located in time. Here, the binary variable is equal to one during the event, be it
the peso crisis or the implementation of NAFTA and is equal to zero otherwise. For more information on binary or
“dummy” variables, see William H. Greene, Econometric Analysis, New York: MacMillan Publishing Company,
1993). In the context of this report, a binary variable helps to determine whether, for example, trade is discernibly
different after NAFTA than before NAFTA, effectively breaking the data into two sets of observations, hence “binary.”

3 Note that Gould uses import and export values (price times quantity) rather than actual quantities. Price and
quantity can move inversely, making it difficult to assess what is actually causing trade values to rise or fall.
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crisis on U.S.-Mexico bilateral trade flows. The large devaluation of the Mexican peso occurred just 11
months after the trade agreement’s implementation, and Gould estimated the effects of the peso crisis to be

significant.

Indeed, he found that the dramatic decline in U.S. exports to Mexico during 1995 could be traced to
the peso devaluation, the contraction in Mexican income, and the subsequent Mexican recession. Gould
reported that although U.S. exports to Mexico fell more than 10 percent in 1995, “on average, U.S. export
growth is about seven percentage points higher per year with NAFTA.” His results are even more extreme
regarding the effects of the peso devaluation; Gould reported that “exports would have grown 22 percent
without the peso crisis, rather than decline by 11 percent, as happened with the crisis.”” From his limited
technical discussion, it is not clear that he appropriately distinguished the peso crisis from NAFTA because
both events may not have been simultaneously specified in his regression analysis to allow them to interact
appropriately.

Sidney Weintraub® attempted to put NAFTA and its assessment into context, using descriptive
analyses of recent trade, growth trends, and political events of the last few years. He noted that “it would
have been preferable to wait a number of years before reaching conclusions about NAFTA.”® Weintraub’s
assessment of NAFTA specifically described: (1) the “incorrect criteria” (merchandise trade balance, jobs
and wages); and (2) the “correct criteria” (increases in total trade, intra-industry trade/specialization,
productivity and wages, effects on competitive position of industries, environmental effects, and institution
building) for making such an assessment.

Weintraub concluded that with respect to trade, the main “correct” criterion under which NAFTA
should be evaluated, NAFTA is performing as expected. Bilateral trade is higher than before implementation
and increasing. Furthermore, growth in intra-industry trade illustrates that firm competitiveness is growing.°
Regarding jobs, he asserted that the profound fear that there would be a massive loss of jobs has turned out to
be unfounded.!! Moreover, Weintraub pointed out that by some accounts, NAFTA is working “too well.” In
fact, the increased competition has produced a protectionist backlash on both sides in some key sectors.?

Hinojosa et al.'* used a computable partial equilibrium (CPE) simulation modeling framework to
analyze what has occurred in the 3 years since NAFTA’s start. Their report is preliminary, and outlines a

¢ Gould (1996), p. 7.

7 Gould (1996), p. 8.

& Weintraub, Sidney NAFTA at Three: A Progress Report (Washington, D.C.: The Center for Strategic and
International Studies, 1997). '

® Weintraub (1997), p. 3.

1 Weintraub (1997), p. 84.

11 Although there have been losses with trade and production changes, the reality is that since NAFTA’s
implementation, there has been “a massive increase in U.S. job-creation and if anything a shortage in qualified labor.”
Weintraub (1997), p. 84.

12 Examples cited by Weintraub (1997) include tomato and avocado trade as well as truck transportation rules.
However, he notes that one significant benefit from NAFTA is its dispute settlement mechanism.

13 Raul Hinojosa Ojeda, Curt Dowds, Robert McCleery, Sherman Robinson, David Runsten, Craig Wolff, and
Goetz Wolff, North American Integration Three Years After NAFTA: A Framework for Tracking, Modeling and
Internet Accessing the National and Regional Labor Market Impacts (Los Angeles, C.A.: University of California
School of Public Policy and Social Research, Dec. 1996).
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research agenda that might be developed to address the dynamic and subnational/sectoral impacts of trade
agreements.'*

The authors conclude that the tariff reductions associated with NAFTA did not significantly affect
the rate of growth of U.S. imports or exports, nor the composition of trade between the United States and
Mexico. Instead, they assert that established production sharing relationships and the growth rate of the
Mexican economy have been among the primary determinants of trade and investment flows between the
United States and Mexico in recent years. Their discussion focuses attention on the important structural
changes that occurred in Mexico’s economy and trade regime in the 10-year period prior to NAFTA’s
implementation. Specifically, the authors draw the conclusion that these earlier structural changes in Mexico,
and macroeconomic conditions in Mexico and the United States, were the main factors explaining why
changes in trade after NAFTA’s implementation were not larger. According to the authors, this is also why
U.S. exports to Mexico were able to recover more quickly after the peso crisis in 1994 than was the case in

. previous peso devaluations.

While the authors provide large amounts of trade and investment data that are suggestive, neither the
trend analysis nor the CPE simulation analysis provides convincing support for their claims. For example,
they do not explain how employment effects resulting from increased imports are derived from their partial
equilibrium model. If changes in employment were directly estimated from changes in import trade flows
using some type of multiplier effect, it is unclear why a model that estimated changes in U.S. output was
needed at all in the first steps of this analysis. The effects of this historical event require a much more
rigorous analysis of the available data than Hinojosa et al. provide before their assertions can be accepted as
valid. '

Pre-NAFTA Prospective Analysis [3]

Michael A. Kouparitsas'® used a dynamic computable general equilibrium model with
macroeconomic components to analyze the potential effects of NAFTA on the three North American
economies and a composite of their trading partners.'® He noted that insufficient international data make it
impossible to estimate all preferences, production, and trade parameters. However, three trade liberalization
simulations were performed using his North American trade model. The first experiment looked at a limited
North American free trade agreement (the “LNAFTA” experiment), where only explicit tariffs between
Canada, the United States, and Mexico are liberalized. The second experiment examined the removal of all
North American tariffs and non-tariff barriers (the “NAFTA” experiment). The third experiment focused on

1 For future research, the authors propose adopting CGE simulation modeling for retrospectively analyzing what
has occurred in the three years since NAFTA implementation. These types of models are parameter-driven structural
relationships that are most appropriately used ex ante, as a prospective analytical tool for providing “what-if” analyses,
or for analyzing long-term effects; these models are less useful in isolating what has already occurred. They do not test
whether the hypothetical relationships implied by the model parameters are in fact consistent with observed data.

In testimony before a hearing of the Commission on this investigation, Michael Kouparitsas gave as his opinion that
CGE analysis (such as his own) is more appropriate for analysis of medium- to long-term effects, “...and [he thinks]
three years is very much the short run.” Hearing before the International Trade Commission, May 15, 1997, transcript,
p- 109. ’

1S Michael A. Kouparitsas, “A Dynamic Macroeconomic Analysis of NAFTA” Economic Perspectives (Jan./Feb.
1997), pp. 14-35.

16 The model’s base year is 1992 and is simulated over a 30-year period. The dynamic model has four
countries/regions (Canada, Mexico, the United States and the rest of the world) and five sectors (primary raw materials,
nondurable manufacturing, durable manufacturing, construction, and services).
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a hub-and-spoke arrangement where the United States is the hub; both Canada and Mexico are spokes, each
having a free trade agreement with only the United States. The third experiment is essentially a Free Trade
Agreement (FTA) between the United States and Mexico, with few changes in trade between the United
States and Canada. He used several parameters estimated for NAFTA analysis at the USITC!? and,
consistent with other modelers using static multisector, multicountry computable general equilibrium models,
Kouparitsas calibrated the model to the 1992 base period.

These results suggest that NAFTA will generate welfare gains for all North American participants,
with the greatest gains accruing to Mexico. Under the NAFTA experiment, Mexico’s steady state gross
domestic product (GDP) was predicted to increase by 3.2 percent, but the effects on the United States and
Canada were negligible. The dynamic analysis also suggests that NAFTA generates real output and trade
flow increases that are roughly twice as large as those predicted by other researchers, whose results generally
rely on static trade models.

Kouparitsas’ results are largely driven by the model’s infusion of capital flows into Mexico from
outside the NAFTA region. This assumption explains over two-thirds of the output changes. Allowance for
an increase in labor effort explains the remaining third. In such model simulations, the results are sensitive to
the amount of increase in the supply of productive factors. The amount of increase in factor supplies may be
modeled by other methods with different results, but the models that Kouparitsas cites are not able to model
such factor supply changes.

The Congressional Budget Office (CBO)'® also uses a general equilibrium economic simulation
model to generate various scenarios. In particular, they employ the McKibbin, Sachs Global (MSG)
simulation model.’® Since this type of model is based on developed country growth patterns, CBO modified
the model explicitly to include Mexico. NAFTA encompasses several economic liberalization reforms, and
CBO’s simulations model the impact of all such reforms since the mid-1980s including, but not limited to,
NAFTA®

Results from the CBO study suggest that although net welfare would improve for each country, some
sectoral winners and losers will exist. The larger gains to Mexico would most likely come from increased
foreign direct investment into Mexico. Short-term gains to the United States are expected to come from
greater exports to Mexico. Projected GDP growth for Mexico is between 6 and 12 percent by the time
NAFTA is fully enacted. Effects on the United States are much smaller, with CBO’s model projecting
growth attributed to the trade agreement to be less than 1 percent.!

17 See David W. Roland-Holst, Kenneth A. Reinert and Clinton R. Shiells, “North American trade liberalization and
the roll of non-tariff barriers,” in Economy-wide Modeling of the Economic Implications of an FTA with Mexico and
NAFTA with Canada and Mexico, USITC publication No. 2508, May 1992, pp. 523-580. This computable general
equilibrium (CGE) model was a prospective analysis of the potential impact of NAFTA utilizing 1982 input-output
relationships benchmarked to 1990 national income statistics. These CGE model results of the potential impact of
NAFTA are static and address the question: What would be the impact on the three economies in 1990 of NAFTA
changes?

18 Congressional Budget Office, 4 Budgetary and Economic Analysis of the North American Free Trade
Agreement (Washington, DC: CBO, July 1993).

1 CBO’s MSG model is based on work done by Warwick J. McKibbin and Jeffery D. Sachs, Global Linkages:
Macroeconomic Interdependence and Cooperation in the World Economy (Washington, DC: Brookings Institute,
1991).

» For more information, see “Macroeconomic Simulations of NAFTA” in CBO, pp. 113-117.

2 CBO (1993), p. 14.
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The CBO simulations also imply that Mexico’s current account deficit would continue for a
substantial period, which means that Mexico should attract substantial net inflows of private capital during
the several years following NAFTA’s implementation. In addition, the 1993 study suggested that the peso
would become stronger, making U.S. goods more attractive to Mexican consumers and Mexican goods less
attractive to U.S. consumers.

P.J. Kehoe and T.J. Kehoe® summarized the work of four prospective general equilibrium studies
presented at the USITC’s “Economy-wide Effects of NAFTA” conference held in February 19922 The
authors include: (1) Brown, Deardorff, and Stern, who modeled NAFTA’s impact on all three national
economies; (2) Cox and Harris, whose model focused on Canada; (3) Sobarzo, whose model concentrated on
Mexico; and (4) Markusen, Rutherford and Hunter, whose model focused on the automobile industry.

The four research teams used static applied general equilibrium models that emphasized increasing
returns to scale and imperfect competition. Although each model made different assumptions and
emphasized different countries or industries, they are relatively consistent in their agreement on the impact of
NAFTA. Specifically, the four works found that because Mexico’s economy is the smallest in North America
and had the highest levels of protection, it will enjoy the largest NAFTA increase in economic welfare when
measured as a percentage of GDP. The studies expect that the positive effect on Mexico’s GDP will range
from 2 to 5 percent, with a scant increase in U.S. welfare of around 0.1 percent of U.S. GDP. Canada was
not expected to experience any gains beyond the benefits it experienced from the U.S.-Canada FTA.

G. Hufbauer and J. Schott® gave a thorough pre-implementation assessment of the Agreement,
examining its impacts on energy, automobiles, agriculture, textiles and apparel, financial services,
transportation, and telecommunications. The authors also analyzed the effect of NAFTA on U.S. jobs and
adjustment programs, occupational employment, long-term efficiency benefits, and migration. Their analysis
was primarily conjectural in nature, on how NAFTA should be expected to affect certain sectors.

Although little time was spent assessing the macroeconomic effects of the Agreement, Hufbauer and
Schott characterized some of the expected benefits for each country. For Canada, the Agreement provides
improved access to the Mexican market, while maintaining Canada’s preferential treatment in the U.S. market
as established under the U.S.-Canada FTA. Mexican exporters are expected to benefit, given relatively
unfettered access to the U.S. market, and the few remaining U.S. trade barriers will be liberalized. Finally,
U.S. suppliers of intermediate, capital goods, and high-technology products should continue to reap large
benefits as prime suppliers to the growing Mexican market.

Methodology

The empirical analysis of NAFTA effects follows two approaches. The first is a statistical or
econometric approach, which is designed to discern systematic relationships between NAFTA and aggregate
measures of economic performance on the one hand, and between NAFTA and industry performance on the
other. The other basic approach is the industry, or sector-by-sector, analysis, in which specific industry
sectors are examined, in terms of a wide variety of trade, regulatory, tariff, nontariff, and other factors, to

2 Patrick J. Kehoe and Timothy J. Kehoe, “Capturing NAFTA’s Impact with Applied General Equilibrium
Models,” Federal Reserve Bank of Minneapolis’ Quarterly Review (Spring 1994), 17-34.

B See USITC publication No. 2508, 1992.

2 Gary C. Hufbauer and Jeffrey J. Schott, NAFTA: An Assessment (Washington, DC: Institute for International
Economics, 1993).
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provide a qualitative assessment of NAFTA effects which might escape the econometric approach. The
different approaches do not in all cases pick up the same effects of NAFTA on given industries, or find the
same relative importance of the effects of NAFTA on the industry compared to other influences. This is to be
expected, and is in fact an important reason to conduct the two analyses, since together they give a more
complete and balanced picture of NAFTA’s effects than would either approach in isolation.

Following the guidance given by the USTR’s request letter, specific sectors were selected based on
increases in the level of trade between the United States and its NAFTA partners.® The selection process is
described most fully in chapter 5, but the essence of the procedure is as follows.

Trade in commodities as classified by the Standard Industrial Classification (SIC) system at the
4-digit level was examined for the years 1993 to 1996. Those 4-digit SIC industries for which trade (either
imports or exports) with either NAFTA partner increased by $50 million or more over that 3-year interval
were selected for analysis.? The SIC system was chosen to classify industries in the U.S. economy because
most data on sectoral economic activity in the United States are based on this system, and because the SIC
specifically describes industries (the object of the analysis) rather than products. Nevertheless, for
convenience this report often refers to “SIC commodities” where it would more accurately discuss
“commodities produced primarily by particular SIC industries.”” Trade data are based on the Harmonized
Tariff System of classification (HTS), but standard concordances exist for translating data from the HTS to
the SIC system. The selection procedure identified about one-half the industries listed in the SIC
classification system, while accounting for about 85 to 90 percent of the value of all trade between the U.S.
and its NAFTA partners.

As stated, the 204 industries selected by this procedure were subjected to two types of analysis. In
different econometric analyses the industries? were examined to determine the extent to which NAFTA had
statistically measurable effects on industry trade and labor markets. At an aggregate level, data on the overall
performance of the economy were also examined in order to discern possible effects of NAFTA on GDP and
aggregate consumption; productivity; overall trade balances with NAFTA partners; and employment and
wages. In the “sector by sector analysis,” the industries were aggregated into 68 industry sectors, or groups.
Industry specialists on the staff of the ITC gathered trade, production, employment, tariffs, and other data on
these aggregations, in order to arrive at an informed qualitative assessment of the effects of NAFTA on them.

For this analysis, the criterion for determining a significant effect of NAFTA was based on a standard of
NAFTA’s importance relative to other factors, rather than on a standard of statistical significance.

 The request letter is attached to this report as appendix A.

26 The letter from USTR requesting this study calls for an analysis of the “U.S. industries in which U.S. exports to
Mexico or Canada or imports into the United States from Canada or Mexico have increased significantly.” In the
absence of a standard for “significance” in this context, several alternative criteria were examined before selecting the
$50 million threshold.

¥ The SIC is generally a production-based classification scheme, i.e. it considers how resources are organized and
used to produce output and accordingly classifies industries by these processes. The HTS is a commodity-based scheme
that identifies what is being marketed. Because of the underlying conceptual differences between the two types of
classifications, the mapping (or concordance) between the two will necessarily be imperfect. One or more SIC
industries can produce a given product, and a given industry can produce several widely different products.

2 For the econometric analyses in chapter 4, a slightly different set of 198 4-digit SIC industries was used. These
industries were selected at the beginning of the data collection process for this study, using the same $50 million
increase in trade criterion discussed above, but applied to annualized incomplete data for 1996 trade.
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Econometric Methodologies

The first approach to the analysis of NAFTA’s effects on industries, and the approach to the
assessment of effects on the economy as a whole, is econometric. A variety of techniques were applied, as
appropriate to specific topics.

GDP Analysis

The U.S. economy is roughly ten times the size of Mexico’s, and trade with Mexico, while large
compared with most individual trading partners, constitutes only about 10 percent of U.S. foreign trade.
Given the size of the U.S. economy, particularly in the context of its ongoing robustness over the past 6 years,
one would not expect to find considerable effects of NAFTA %

Nevertheless, an attempt to model the effects of NAFTA on U.S. GDP was made using both
quarterly and annual data from 1959 to 1996 by estimating a traditional production function of the U.S.
economy.* Many specifications were estimated, and no consistent, theoretically-reliable results were
obtained.

Several approaches may be taken to estimate the effects of a policy change on GDP. Based on
national accounting identities, GDP can be separated into distinctive components (aggregate consumption,
investment, government spending, and net exports). Analysis can then examine the effects of the policy
change on the components individually. Alternatively, because GDP also represents aggregate income,
income components can be separately identified to detect the impact of a policy change. Finally, since GDP
represents gross economic output or production, a third approach would try to detect the effect of a policy
change on total production (or on production inputs).>! '

In isolation, the fact that actual GDP growth rates are relatively large compared with the total
expected effects of NAFTA would not preclude estimation of the Agreement’s effects. Presumably, small
deviations from the trend of the GDP growth rate could be empirically detected, assuming there were a
sufficient number of data observations, and few or relatively insignificant events occurring during the period
being examined. Unfortunately, neither of these two conditions holds during NAFTA'’s first 3 years. At
most, twelve quarterly observations of GDP are available for the period following NAFTA implementation,
and these are considered too few observations for reliable statistical inference. Several important shocks also
occurred in the economy that are difficult to separate from the impacts of NAFTA. Shocks that significantly
cloud empirical estimates of NAFTAs effects on the U.S. economy include: the 1994 peso crisis, the
assassination of Luis Donaldo Colosio,*? news of the bailout agreement, and, more importantly, domestic
events that directly affected the U.S. economy, such as defense downsizing and government budget cuts.

% In testimony before the Commission on this investigation, Michael Kouparitsas indicated that, on the one hand, it
is far too early to observe significant effects of NAFTA, and on the other, that even in the long run, his work suggests
that the effect of the Agreement on U.S. GDP is that it will cause an expansion of one-fourth of a percentage point,
“roughly twice as large [an effect] as previous findings from static models.” Hearing transcript, p. 80.

30 A closer examination of the data also revealed significant statistical characteristics associated with time-ordered
data. The technical appendix formally addresses time-series issues and correction techniques in more detail.

3! If appropriate adjustments are made to compensate for problematic macroeconomic data properties, this approach
would most likely be converted into estimates of the effect of the policy change on the growth rate of GDP.

32 Luis Donaldo Colosio was the presidential candidate of Mexico’s ruling Institutional Revolutionary Party (PRI)
during the 1994 election campaign. He was assassinated in March 1994.
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Most of the empirical work connecting trade policy with growth in GDP has been done in the context
of developing economies, generally attempting to find connections between openness to trade and economic
development. One strand of empirical testing looks at cross section data, analyzing differences among
countries in GDP growth and its connection to trade policies;*® most such analyses focus on long-run growth
and are not helpful in identifying short-run effects of trade liberalization agreements. Other studies that look
at linkages between exports and growth with time series data for single countries often find that there is a
lagged effect, that major increases in exports are associated with increases in growth of GDP after several
quarters or years.>* While none of this work indicated that impacts for a trade liberalization might be
discovered empirically for data covering a short period of time, the Commission did adopt and estimate
several models, based on some of those described in the literature. A variety of time-series techniques were
applied, looking for effects on GDP levels and on growth rates. In no cases were significant links found
between NAFTA and changes in U.S. GDP.

Effects of NAFTA on Industries: Trade Flows and Labor

For each of the 4-digit SIC industries, data were collected on imports, exports, domestic production,
wages, employment, and other variables. Data constraints were a limitation in some cases. Trade data for
service industries do not exist on a monthly basis, and labor force data for agricultural products are very
inconsistent, where they exist. Further, the Bureau of Labor Statistics combines a small number of SIC
classifications with others in their data. Thus the econometric analysis of labor market data, in particular, is
limited to 120 industries. Specific econometric methodologies are described in chapter 4, where results are
presented. Briefly, all of the econometric analyses attempt to answer the following two questions: How does
one identify formally the effects NAFTA might have on economic activity? And, how does one measure
those effects? The first question is one of modeling, and the second is one of econometric inference.

Besides being a tariff reduction agreement, NAFTA addresses many other subjects, including
intellectual property rights, trade in services, government procurement, investment, and various customs
matters. Separately negotiated side agreements address labor and environmental issues. Furthermore, a
series of policy actions were taken in anticipation of the Agreement, principally the privatization of various
parastatal enterprises in Mexico. Investment regulations were not only liberalized, but the amount of
investment increased in the months prior to implementation of NAFTA in anticipation of its passage.

To model the effects of the various NAFTA provisions, in a way generally applicable to about 200
industries, requires simplification. The analyses attempt to capture NAFTA effects through price effects and
binary variable analysis. A binary variable is a variable that, in the context of this analysis, captures the
market effects that occur in a given period, whether a year or a sequence of years, that are not captured by
other observed variables. The tariff effects are modeled as price effects; the prices of imports are entered
into modeling specifications to capture the impact of the cheaper imports (and exports) due to NAFTA tariff
reductions. These import prices in fact reflect not only import price changes due to NAFTA tariff reductions,
but also those due to other changes in duties attributable to the Uruguay Round, changes in Mexico’s GSP

33 Ross Levine and David Renelt, “A Sensitivity Analysis of Cross-Country Growth Regressions,” American
Economic Review 82:4 (September 1992), pp. 942-963.

34 Examples of such time series analyses include M.O. Odedokun, “Alternative Econometric Approaches for
Analyzing the Role of the Financial Sector in Economic Growth: Time-Series Evidence from LDCs,” Journal of
Development Economics 50 (1996), pp. 119-146, and Woo S. Jung and Peyton J. Marshall, “Exports, Growth, and
Causality in Developing Countries,” Journal of Development Economics 18 (1985), pp. 1-12.
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status,* and changes in prices due to other market forces. In the scope of this study NAFTA tariff reductions
could not be applied directly at the SIC industry level because changes in the composition of items traded

within a given SIC industry have not been fully analyzed, nor have the relationships between NAFTA and
other tariff provisions.

In order to capture the other effects of NAFTA besides those due to tariffs, one or more binary
variables corresponding to the implementation of NAFTA are included in the analysis. Among the influences
explained by these variables, one might expect to find the effects of NAFTA that arise from changes in the
market or investment environments, regulatory changes, or other dimensions of the Agreement that do not
directly flow into price changes. In analyzing the data covering 1995 and 1996 one would also expect to find
the effects of the large peso devaluation and subsequent policy responses.

Neither the price (unit value) variable nor the binary variables can fully succeed in capturing the full
effects of NAFTA or in isolating these effects from other changes in the North American economies and
trading environment. However, they can serve as indications of those areas in which the Agreement has had
its strongest effects so far. Chapter 4 and the technical appendix, on the econometric analysis of the effects
of NAFTA on trade flows, discuss these techniques in more detail, together with their interpretation,
implications, and limitations. Chapter 4 also presents an analysis of the effects of NAFTA on industry
employment and earnings, using a similar methodology.

Productivity

The analysis of productivity, appearing in chapter 4, takes a very different approach, relying on the
analysis of cross section data rather than time series data. There are no good data on sectoral productivity
over time, nor is there a single definition of productivity itself. After discussing definitional issues, the
method used here is to analyze the differences in productivity in industries that face different levels of import
competition. From the results, one may then infer the effect that increased trade from a particular country,
such as Mexico, may have on productivity.

Sector-by-Sector Analysis

The general approach to the industry sector analyses is described in chapter 5. The results of these
assessments, and the data underlying them, are presented in chapter 6. For each of the 68 sectors aggregated
from the SIC industries, data were assessed to determine whether NAFTA had a significant effect on
increases in trade flows in the sector. In this context, “significant” is defined in chapter 5 to mean that the
change in specified performance indicators from 1993 to 1996 is due in considerable measure to the NAFTA
as compared with any other economic factor or industry development occurring during the period. It should
be noted that these analyses were made considering the sector as a whole, focusing on the effect that NAFTA
had on the observed changes in the trade flows.

Nine industry sectors of the 68 were found to be significantly affected by NAFTA in this sense,*
although there may be industries or products within these sectors where increased trade may not have been

35 The change in Mexico’s GSP status was part of the NAFTA implementation bill. Items from Mexico, previously

eligible for duty-free entry under GSP, became duty free under NAFTA, and Mexico was removed from eligibility for
GSP benefits.

3¢ These sectors are grains and oilseeds, raw cotton, textile mill products, apparel, leather tanning and finishing,
women’s non-rubber footwear, household appliances, motor vehicles, and motor vehicle parts.
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significantly affected by NAFTA. The altemative finding, that NAFTA had a “negligible” effect on the
observed increases changes in trade flows in the remaining 59 sectors, indicates that the change in trade flows
from 1993 to 1996 was due primarily to economic factors or industry developments occurring during the
period other than the NAFTA. Such a finding, therefore, does not necessarily mean that NAFTA had no
influence on the changes in the trade flows or other industry indicators, but rather that some other factor was
the predominant cause of such trade shifts. Again, because such determinations were made at the sectoral
level, there may be products or industries within these sectors for which NAFTA may have had a
“significant” effect on changes in trade flows or other industry measures.

In formulating a conclusion, this methodology relies primarily on assessing measurable changes in
the trade and economic environment, such as declines in tariffs, NAFTA rules, investment liberalization,
sectoral arrangements under NAFTA, and other factors as appropriate. The analyses cannot fully distinguish
the effects that NAFTA has had on the psychological climate of doing business with NAFTA partners,
especially Mexico, due to any real or perceived lowering of business risk brought about by the Agreement.
However, changes in business relationships as a result of NAFTA may have been an important factor in the
decisions of North American businesses;*’ in some cases such changes may have been an important factor
influencing decisions to shift production, procurement, or assembly functions.

Structure of the Report

Following this introductory chapter, chapter 2 provides an overview of the North American Free
Trade Agreement, including its historical context, key provisions, and issues that have arisen during the first
3 years of implementation. Chapter 3 presents the economic context for analyzing the Agreement’s impact.
It includes reviews of the performance of the three national economies and their increasing integration in the
years leading up to the Agreement, and discusses economic policy changes and the events surrounding the
implementation of the Agreement in the three countries.

The remaining chapters will present the analyses described above. Chapter 4 provides a quantitative
analysis of the impact of NAFTA on U.S. trade with its North American partners, conducted at the level of

specific industries. It also assesses the effect of the Agreement on the labor force in the industries affected
by trade, and then looks at the overall effect of the Agreement on U.S. productivity, to the extent that this can
be measured.

Chapters 5 and 6 examine the effects the Agreement has had on specific industry sectors. Chapter 5
provides an overview, describing in detail how industries were selected for analysis and the approach taken to
the industrial analyses.

37 See, for example, the statement of Richard J. Heckman, president and chief executive officer, U.S. Filter
Corporation, transcript of hearing, p. 37.
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CHAPTER 2
OVERVIEW OF NAFTA
Introduction

Before embarking on a rigorous examination of NAFTA’s impact on the United States, some
background on NAFTA'’s genesis, key provisions, status of implementation, and relationship to the Uruguay
Round is presented in this chapter. This background details NAFTA’s coverage. It also highlights changes
in trade policy by the three NAFTA partners in the 1994-96 period that may have affected the preferential
access of NAFTA partners.

NAFTA is a far-reaching and precedent-setting international trade agreement. Its numerous
provisions address far more than tariffs on goods. Many of the barriers being removed by NAFTA are
Mexican and Canadian policies that held back U.S. exports and investment. Considerable liberalization of
U.S. trade with NAFTA partners has already been achieved as a result of NAFTA, but some key provisions
have yet to be implemented. Implementation of those provisions that were to be in place during the period
1993-96 has generally been smooth.!

The Uruguay Round of multilateral trade negotiations concluded shortly after NAFTA’s passage.
The resulting agreements go beyond NAFTA in some respects, notably in agriculture and telecommunications
services, but fall short of NAFTA in such areas as investment and state trading. U.S. and Canadian tariffs
were reduced as a result of the Uruguay Round, slightly lowering the margin of preference enjoyed by
NAFTA suppliers. According to some sources, Mexico’s average applied MFN tariffs actually rose during
the 1993-96 period,? widening the advantage U.S. and Canadian goods enjoy in the Mexican market. On the
other hand, Mexico has signed free-trade agreements with several Latin American partners in the period
leading up to and after NAFTA, providing them benefits similar to NAFTA. It has also unilatsrally lowered
tariffs on some goods. A fuller discussion follows.

Historical Context

NAFTA entered into force on January 1, 1994, capping nearly a decade of improved and expanded
U.S.-Mexican trade ties, and bolstering the scope of the U.S.-Canada Free Trade Agreement (CFTA) that
entered into effect in 1989. NAFTA represented a breakthrough in trade agreements, with key provisions
liberalizing North American commerce and serving as models for subsequent agreements in the Uruguay
Round of multilateral trade negotiations and elsewhere.?

! For a fuller discussion of NAFTA implementation, see, U.S. International Trade Commission, The Year in
Trade, 1994 and 1996 editions, USITC publications 2894 and 3024, July 1995 and Apr. 1997.

2 Pacific Economic Cooperation Council, Perspectives on the Manila Action Plan for APEC, Nov. 1996, p. 8,
simple averages, based on UNCTAD data and Individual Action Plans. According to this source, Mexico’s simple
average tariff was 10.6 percent in 1988, 12.8 percent in 1993, and 12.5 percent in 1996.

3 See discussion on “Interaction with the Uruguay Round Negotiations” later in this chapter for examples.
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The implementation of the CFTA had already further integrated the U.S. and Canadian economies
and spurred global trade liberalization even before NAFTA began.* Less than 3 years into the 10-year phase-
in of the CFTA, the United States responded to a Mexican overture by embarking on an effort to conclude a
U.S.-Mexico free-trade agreement (FTA).> The U.S. response reflected a recognition of the substantial trade
and investment reforms undertaken by Mexico since the mid-1980s, and was billed as a first step toward the
eventual economic integration of all of the Americas. NAFTA was also identified as a way to boost U.S.
competitiveness relative to emerging trade blocs in Europe and Asia.

In the years leading up to NAFTA, Mexico reversed long-standing statist, import substitution-
oriented development policies that had restrained imports and foreign investment opportunities. Austerity
programs requested by the International Monetary Fund in the early 1980s in the wake of Mexico’s 1982
debt crisis, and the progressive dismantling of many trade and investment restrictions transformed Mexico
into one of the world’s fastest-growing markets, and resulted in dramatic success in reducing inflation, which
fell from an annual rate of 159 percent in 1987 to 11 percent in 1992. Such measures also sparked a surge
of foreign investment in Mexico and a return of capital.

Mexico’s economic reforms included liberalizing foreign trade, easing rules on foreign investment,
improving intellectual property rights protection, privatizing state enterprises, deregulating domestic
economic activity, reforming agriculture, and strengthening infrastructure.” Mexico joined the General
Agreement on Tariffs and Trade (GATT) in 1986, and as part of its accession agreement reduced and bound
its tariffs and undertook additional trade-enhancing commitments. U.S.-Mexico trade ties were further
strengthened by the implementation of a series of trade and investment agreements starting in 1987 %

By 1992, U.S. trade with Mexico had doubled from its 1986 level. U.S. exports to Mexico were
increasing faster than U.S. imports from Mexico and the United States recorded a slight surplus in bilateral
trade. Indeed, between 1978 and 1995, U.S. exports to Mexico grew by a substantially larger margin than
Mexican GDP, with the exception of 1982, 1983, 1986, and 1995. The importance of U.S. trade to the
Mexican economy, meanwhile, increased markedly.’

4 The CFTA covered services, for example, bolstering U.S. efforts to have services addressed in the
multilateral trading system that preceded NAFTA. See “Interaction with the Uruguay Round Negotiations™ section,
below, for a further discussion.

% On August 21, 1990, President Carlos Salinas wrote to President Bush proposing that the United States and
Mexico negotiate a free-trade agreement, a step required by U.S. law. Then-existing U.S. presidential negotiating
authority only permitted the President to enter into negotiations towards an FTA if such negotiations were formally
proposed by the prospective partner and required the President to notify Congress of his intent to enter into FTA
negotiations in advance of formally launching them. The Authority, since expired, is found at Section 1102(c) of the
Omnibus Trade and Competitiveness Act of 1988.

6 See, for example, “The Administration’s Case for NAFTA,” Testimony of Ambassador Michael Kantor,
United States Trade Representative, Before the Senate Commerce Committee, Oct. 21, 1993.

7 For a discussion of these reforms, see, U.S. International Trade Commission, Potential Impact on the U.S.
Economy and Selected Industries of the North American Free-Trade Agreement USITC publication 2596, Jan. 1992,
ch. 1.

® Fora description of these accords, see U.S. International Trade Commission, Review of Trade and
Investment Liberalization by Mexico and Prospects for Future United States Mexican Relations, USITC pubhcatxon
2275, Apr. 1990, ch. 2.

°JF. Hombeck, NAFTA, Mexican Trade Policy, and U.S.-Mexico Trade, A Longer-Term Perspective, CRS
Report for Congress, No. 96-225 E, Mar. 11, 1996; pp. 3, 5, and 12 contain supporting data derived from U.S.
Department of Commerce and International Monetary Fund statistics. The data show that the value of U.S.-Mexico
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With the exception of certain sectors such as agriculture and textiles and apparel, U.S. barriers to
Mexican and Canadian goods were already relatively low. U.S. tariffs had been progressively reduced as a
result of multilateral rounds of liberalization under the GATT, the CFTA, and the U.S.-Canada Automotive
Agreement. Mexico was the leading beneficiary of the U.S. Generalized System of Preferences. Also, a
growing quantity of Mexico’s exports entered at reduced duties under so-called production-sharing
provisions of the U.S. tariff schedule.'® By 1993, over half of U.S. imports from Mexico in terms of value
entered the United States free of duty. Average U.S. tariffs on dutiable imports were just over 4 percent.!

Mexico and, to a lesser extent, Canada both retained barriers to U.S. exports and investment. Even
with the extensive liberalization of trade and investment policies it had undertaken since 1986, Mexico
continued to maintain relatively high barriers to imports of goods and services, imposed numerous
restrictions on foreign investment, and had serious deficiencies in its intellectual property regime. The CFTA
had put in place a phased elimination of tariffs on U.S.-Canada trade by January 1, 1998, removed some
nontariff obstacles to manufactured products, opened services trade to two-way competition, and established
new disciplines on foreign direct investment. However, the CFTA largely deferred to multilateral efforts in
the Uruguay Round negotiations to address subsidies and policies distorting agricultural trade. The CFTA
also offered few advances in such areas as customs administration and intellectual property.

In June 1990, U.S. President Bush and Mexican President Salinas formally endorsed the concept of a
comprehensive trade agreement between the United States and Mexico.!? Canada signaled that it wished to
participate in the negotiations. Negotiations towards a trilateral accord among the United States, Canada, and
Mexico were formally launched in June 1991. A final text was signed in December 1992 and approved by
the legislatures of the three countries in late 1993. Table 2-1 provides a time line of NAFTA developments.

Key Provisions

NAFTA is more comprehensive in scope than the CFTA. In addition to removing tariffs on North
American trade among the partners over a 15-year period, NAFTA’s 22 chapters and 10 annexes establish
disciplines that cover a broad range of nontariff barriers, commit each party to high levels of security and
openness for foreign direct investors and owners of intellectual property rights, liberalize trade in services,
and create dispute settlement mechanisms. These include several unique dispute settlement mechanisms
dealing with such matters as appeals of antidumping (AD) and countervailing duty (CVD) determinations,
resolution of investor-state disputes, and alternate dispute resolution (e.g., mediation) in private commercial
disputes. NAFTA also commits the parties to undertake educational and cooperative steps on such matters

trade turnover relative to Mexican GDP increased from 15.8 percent in 1982 to 28.3 percent in 1994.

10U.S. imports of goods assembled or processed abroad from U.S.-made components or materials are eligible
for partial exemption from duty under subheadings 9802.00.60 and 9802.00.80 of the Harmonized Tariff Schedule
(HTS) of the United States. These provisions provide a partial duty exemption for U.S.-made components that are
returned to the United States as parts of articles assembled abroad, or imported articles using U.S.-origin metal that are
returned to the United States for further processing. For a more detailed explanation see, U.S. International Trade
Commission, Production Sharing: Use of U.S. Components and Materials in Foreign Assembly Operations, 1992-
1995, USITC publication 3020, Apr. 1997.

1 Calculated by the staff of the U.S. International Trade Commission.

12 USTR, “Key Points in NAFTA Negotiations to Date,” NAFTA Source Book, 1993.
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Table 2-1
NAFTA Time line

Date
June 17, 1986

August 24, 1986

September 15-20, 1986

November 6, 1987

December 9, 1987
January 1, 1989

June 10, 1990

February 5, 1991

May 23-24, 1991

June 12, 1991

October 7, 1992

December 17, 1992

August 13, 1993

November 1993

December 13, 1993

Event
Negotiations towards a U.S.-Canada Free Trade Agreement (CFTA) launched.
Mexico joins the General Agreement on Tariffs and Trade (GATT).

Punta del Este GATT Ministerial held, launching the Uruguay Round of multilateral
trade negotiations.

U.S. and Mexico reach landmark accord improving economic relations. The so-
called “framework understanding” creates a consultative mechanism and affirms the
need to work together to eliminate barriers to goods and services.

U.S. and Canadian negotiators initial final text of CFTA.

CFTA enters into effect.

President Bush and Mexican President Salinas endorse comprehensive trade
agreement between the United States and Mexico; launch preparatory work.

President Bush, Mexican President Salinas, and Canadian Prime Minister Mulroney
announce their intention to pursue a North American Free Trade Agreement
(NAFTA).

Congress votes to extend fast track authority for 2 years for NAFTA and other
purposes, notably concluding the Uruguay Round.

NAFTA negotiations formally launched.

NAFTA text initialed by three trade ministers in San Antonio, Texas.

President Bush signs NAFTA in ceremony at the Organization of American States.
Simultaneous signing by Prime Minister Mulroney and President Salinas in

respective capitals.

Conclusion of negotiations on NAFTA supplemental agreements on labor and

environmental cooperation and import surges.

On November 17 and November 20 respectively, the U.S. House and Senate pass
NAFTA implementation legislation.

Uruguay Round negotiations conclude.
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Table 2-1--Continued

NAFTA Time line

Date

January 1, 1994

January 14, 1994

April 12-15, 1994

August 2, 1994

December 20, 1994

January 1, 1995

January 31, 1995

May 30, 1995

June 7, 1995

December 18, 1995

April 1, 1996

April 3, 1996

June 28, 1996

October 28, 1996

Event
NAFTA enters into force.

Inangural meeting of NAFTA Free Trade Commission held, launching work by
specialized NAFTA committees and working groups, including those on Trade
Remedies requested by Canada in late 1993.

Marrakesh GATT Ministerial; Final Act Embodying the Results of the Uruguay
Round of Multilateral Trade Negotiations signed by 111 countries.

U.S.-Canada agreement on wheat announced; tariff rate quotas imposed by United
States from September 1994 to September 1995.

Peso crisis erupts.

Agreement establishing the WTO enters into force and WTO formally comes into
existence.

President Clinton announces $20 billion loan package for Mexico.

Mexico announces that it will raise tariffs up to the rates bound in the WTO on 502
footwear, leather, textile and apparel products, and impose quotas on textiles and

apparel. The higher tariffs and quotas do not apply to goods that meet requirements
for preferential treatment under Mexico’s free-trade agreements, including NAFTA.

NAFTA Free Trade Commission meets to review implementation. United States,
Canada, and Mexico launch formal negotiations with Chile on accession to NAFTA.

U.S. Secretary of Transportation Federico Pena announces deferred U.S.
implementation of NAFTA provisions providing Mexican truckers full access to
four U.S. border states.

Five-year agreement on U.S.-Canada lumber trade enters into effect.

Mexico cited by USTR for failing to comply with telecommunications portions of
NAFTA,; failure to accept U.S. test data and overly strict standards are at issue.

NAFTA Free Trade Commission convenes via teleconference to discuss complaints
by Canada and Mexico that portions of the “Helms-Burton” bill violate NAFTA.

The U.S. Department of Commerce signs S-year accord with Mexican producers
and exporters of fresh or chilled tomatoes committing them to sell at or above
reference prices; the action suspends an antidumping investigation initiated against
Mexican suppliers at the request of U.S. tomato growers.
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Table 2-1--Continued
NAFTA Time line

Date

November 28, 1996

December 2, 1996

December 12, 1996

March 20, 1997

Event

President Clinton takes a global safeguard action and imposes tariff rate quotas
(TRQs) on imports of broom com brooms, including brooms from Mexico (as a
result of USITC determination in Inv. Nos. 201-TA-15 and NAFTA-302-1).

First NAFTA Chapter 20 general dispute settlement panel report issued in response
to U.S. complaint over high post-Uruguay Round Canadian tariffs on dairy and
poultry products; it finds the Canadian tariff increases consistent with NAFTA and
WTO obligations.

Mexico raises tariffs on U.S. fructose, alcoholic beverages, notebooks, flat glass,
and wood furniture in retaliation for U.S. TRQs on broom corn brooms.

NAFTA Free Trade Commission meets; accelerates tariff elimination on certain
products.
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as customs administration, product standards, antitrust, and telecommunications aimed at facilitating trade
among NAFTA partners. NAFTA was accompanied by so-called side agreements on environmental and
labor cooperation, the first U.S. trade accord to be formally linked with such issues.

Phase-in

Many of NAFTA’s provisions were implemented during NAFTA’s first 3 years. In the tariff area,
for example, the ITC estimated that slightly more than two-thirds of the value of U.S. imports from Mexico,
and slightly under half of U.S. exports to Mexico would be accorded duty-free entry upon NAFTA’s entry
into force in 1994; an additional 8.5 and 17.4 percent, respectively, were estimated to become duty free by
1998, with 20-percent annual reductions in tariffs beginning on Jan. 1, 1994.* Thus, based on these
estimates, 76.2 percent of U.S. imports from Mexico and 66.3 percent of U.S. exports to Mexico were
already well on the way to duty-free treatment by the end of 1996.!* Key U.S. sectors--notably acrospace
equipment, semiconductors, computers, telecommunications and electronic equipment, medical devices, rail
locomotives, most auto parts, machine tools, and paper products--that had previously faced Mexican tariffs in
the 10-20 percent range became eligible for duty free treatment on January 1, 1994; furniture, steam turbines,
light trucks, and beer are among the U.S. products whose Mexican tariffs were phased down by 60 percent as
of Jan. 1, 1996.* With the implementation of the fourth annual round of NAFTA tariff cuts on January 1,
1997, Mexico’s average tariff on NAFTA qualifying goods was reduced to an estimated 2.9 percent.'® The
average U.S. duty collected on all U.S. imports from Mexico, meanwhile, fell to 0.6 percent in 1996. Three-
fourths of U.S. imports from Mexico were actually accorded duty-free treatment and average U.S. duties on
the remainder were 2.6 percent.!’

Nearly all of the “rulemaking” obligations of NAFTA came into force immediately upon NAFTA’s
implementation or shortly thereafter. For example, NAFTA obligations on customs administration,
standards, investment, most services and intellectual property rights (IPR) are now fully in effect. Other
liberalization commitments are being phased in over time, notably obligations found in the nontariff barrier
provisions of NAFTA including automotive, textiles and apparel, agriculture, government procurement,
telecommunications, transportation services, and financial services. Even so, considerable liberalization in
these areas has already been attained under NAFTA provisions. For example, Mexico’s import licensing
requirements for agricultural products no longer apply to NAFTA partners, having been replaced with tariff-
rate quotas that will become progressively more liberal until they are phased out by Jan. 1, 2004.

13 U.S. International Trade Commission, Potential Impact on the U.S. Economy and Selected Industries of the
North American Free-Trade Agreement, USITC Publication 2596, Jan. 1993, p. ix. Specifically, the ITC estimated that
13.9 percent of U.S. imports from Mexico and 17.9 percent of U.S. exports to Mexico were already free of duty and that
53.8 percent of U.S. imports from Mexico and 31.0 percent of U.S. exports to Mexico would become duty free
immediately upon NAFTA’s entry into force. An appendix to the report provides industry-by-industry breakdowns of
the value of trade falling into each tariff staging category.

14 While the Commission did not redo similar calculations for the present study based on present trade
composition, changes in tariffs required by NAFTA have been implemented according to the originally-agreed
schedules, which were the basis for the ITC’s 1993 estimates.

15 USTR, “Market Access,” NAFTA Source Book, 1993, p. 1.

16 USTR, 1997 National Trade Estimate Report on Foreign Trade Barriers, p. 250.

17 Compiled by the staff of the U.S. International Trade Commission.
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Status of Implementation

NAFTA’s various liberalization and facilitation commitments continue to be implemented, generally
in a smooth fashion. Mexico, in particular, has continued to make a number of changes in its trade and
investment regimes as a result of NAFTA disciplines.’®* Mexico has, in fact, undertaken additional unilateral
liberalization since NAFTA inception, notably in the investment area.’® The NAFTA partners themselves
have also found it possible to accelerate the implementation of NAFTA. At its March 20, 1997, meeting, for
example, the NAFTA Free-Trade Commission announced that elimination of tariffs under NAFTA on several
dozen products would be accelerated, effective July 1, 1997.

However, the United States has expressed dissatisfaction with certain aspects of Mexico’s NAFTA
implementation, notably in the areas of standards, telecommunications, intellectual property, and small
package delivery services.?® Canada’s high post-Uruguay Round tariffs on agricultural goods, perceived
subsidies for lumber and wheat, and protection of cultural industries remain sources of U.S. concern.

Mexico and Canada, meanwhile, have their own frustrations, including delays in U.S. implementation of
NAFTA trucking provisions, remaining animal and plant health restrictions, and aspects of U.S. sugar policy.
Table 2-2 reviews the pre-NAFTA situation, highlights key provisions of NAFTA, and summarizes the status
of implementation.

Interaction With the Uruguay Round Negotiations

Evaluating NAFTAs effect on U.S. trade is made more complex by the phase-in of a host of market-
opening and rule-making agreements negotiated during the Uruguay Round of multilateral trade negotiations.
The obligations are now embodied in the Agreement establishing the World Trade Organization (WTO) and
the final Act of the Uruguay Round (hereafter, WTO Agreements). Indeed, the relationship between the two
accords is a long and complex one, dating back to the launching of negotiations towards a CFTA in June
1986, which was widely seen as a U.S. effort to revive stalled efforts to launch an ambitious round of
multilateral trade negotiations. Agreement to launch such a round quickly followed at the September 1986
Punta del Este GATT ministerial meeting. The Uruguay Round concluded on December 15, 1993, a year
after NAFTA was signed. The WTO Agreements thus were being negotiated prior to, during, and after
NAFTA'’s negotiation.

To a significant degree, NAFTA disciplines were both modeled on, and served as models for, the
final WTO Agreements. Draft Uruguay Round texts were available on some topics when NAFTA
negotiations were formally launched on June 12, 1991. In December 1991, GATT Director General Arthur

18 Changes in Mexico’s trade and economic regime that will result from NAFTA are highlighted in recent
Congressional testimony. See, “Written Testimony by Ambassador Ira Shapiro before the Subcommittee on
International Economic Policy and Trade of the House International Relations Committee,” Mar. 5, 1997, p. 2 and
“Written Testimony of Regina K. Vargo, Deputy Assistant Secretary of Commerce for the Western Hemisphere before
the Subcommittee on International Economic Policy and Trade, House International Relations Committee,” Mar. S,
1997, p. 2.

19 See chapter 3 for details.

0 USTR, 1997 Trade Policy Agenda and 1996 Annual Report, p. 198.
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Dunkel introduced the first comprehensive text on all topics under negotiation in the Uruguay Round, though
participants were still far from consensus on the most controversial issues, such as agriculture, subsidies, and
antidumping measures. This text generally served as a starting point for NAFTA negotiators since all three
countries agreed that the Uruguay Round and the CFTA were the “floor” for NAFTA and strove to go
beyond these accords to the greatest extent practicable.

The WTO Agreements entered into force on January 1, 1995. They address many of the same topics
addressed by NAFTA. In addition, they address customs valuation and preshipment inspection, two areas not
addressed in NAFTA, but which are not major issues in terms of market access in North America.?? NAFTA
coverage includes state-trading and competition policy. These two topics are not addressed in the URAs but
are particularly important for ensuring meaningful market access to Mexico, given Mexico’s lack of prior
history of antitrust enforcement, privatization of key sectors, and lingering government role in such fields as
the purchase of staple foodstuffs.

To the extent there is an overlap between the accords (table 2-3), NAFTA disciplines generally go
further and faster than their Uruguay Round counterparts, particularly in such areas as market acess,
investment and most services. For example, NAFTA involves complete elimination of tariffs. The Uruguay
Round negotiations resulted in a 35-percent reduction in U.S. tariffs, with tariffs being lowered in stages
starting Jan. 1, 1995. In the services area, NAFTA disciplines and commitments are generally more _
extensive than those in the Uruguay Round General Agreement on Trade in Services (GATS). NAFTA rules
provide for unconditional MFN and national treatment, and for the right of establishment, for example.?
Mexico’s and Canada’s commitments under NAFTA are less restrictive than those under the GATS.?
Disciplines on such nontariff barriers as sanitary and phytosanitary measures, standards, and government
procurement are largely the same in both accords, although coverage varies.

Some NAFTA innovations were ultimately incorporated into the final Uruguay Round accord,
notably in the intellectual property area, where the final WTO provisions on trade-related intellectual property
rights (TRIPs) are much stronger than those previously under discussion. The effect of the TRIPs changes is
that within a relatively short period of time, standards for protection of intellectual property will be raised
throughout the world to levels comparable to those existing in the United States and other developed
economies. But NAFTA accomplishes this goal faster. Under NAFTA, Mexico was required to implement
state-of-the-art IPR protection within NAFTA’s first few years of operation. Under the WTO TRIPs
Agreement, Mexico would have had until 2000 to make similar strides.?*

NAFTA disciplines on investment are regarded as much more far-reaching than those found in the
Uruguay Round accord. They cover a range of matters affecting foreign direct investment generally, versus
the more narrowly defined coverage of the WTO Agreement on Trade-Related Investment Measures
(TRIMs). Unlike NAFTA, the TRIMs agreement does not address such basic issues for investors as the right

2 Mexico was already a signatory to the Tokyo Round Customs Valuation Code. The WTO Customs
Valuation Agreement added two clarifying decisions that pertained to practices found in India and Africa. Mexico does
not employ preshipment inspection.

z Organization of American States (OAS), Trade Unit, Provisions on Trade in Services in Trade and
Integration Agreements in the Western Hemisphere, May 1997.

2 U.S. International Trade Commission, General Agreement on Trade in Services: Examination of Major
Trading Partners’ Schedules of Commitments, USITC publication 2940, Dec. 1995.

24 On the assumption that Mexico would be treated as a developing country for purposes of implementing
TRIPs obligations other than MFN and national treatment.
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Table 2-3

Summary of Uruguay Round Agreements, time frame for implementation, and overlap with NAFTA

procedures for valuing imports at customs clearance.

Topic Key provisions and implementation schedule Covered by NAFTA?
GATT 1994 and Includes the national market-access schedules, appended to Yes.
Ministerial Decisions the Marrakesh Protocol to GATT 1994, where specific
national commitments are found reducing tariff and nontariff
barriers over 5 years, that is, by 2000. Adjusted
interpretation of 7 GATT articles, notably by deciding that
regional trade arrangements should now be completed within
10 years.
Agreement on Agreed to “tariffy,” bind, and reduce tariffs on imports; Only partially.
Agriculture reduce export subsidies; and limit domestic support payments
on agricultural products over a period of 6 years, to 2001,
for developed WTO members. Developing WTO members
have 10 years, until 2005. Also agreed minimum access
provisions, notably to rice markets in Japan and South Korea.
Agreement on Sanitary | Agreed that a scientific basis must be used to justify any Yes.
and Phytosanitary trade restrictions placed on agricultural imports aimed at
Measures (SPS) protecting human, animal, or plant health and must follow a
consistent national assessment of risks so as to avoid
becoming a disguised trade barrier. Provides for recognition
of equivalence and of pest- and disease-free zones.
Agreement on Textiles Agreed to phase-out the Multifiber Arrangement in 3 stages Yes.
and Clothing over 10 years, by 2005. Does not apply to new members,
such as China or Taiwan, until they become a WTO member.
Agreement on Agreed to use international standards where appropriate and | Yes. NAFTA
Technical Barriers to follow procedural steps to ensure transparency and contains additional
Trade (TBT) nondiscrimination. Extended coverage to include PPMs and disciplines on
conformity assessment procedures. conformity assessment
and calls for
harmonization of
standards.
Agreement on Trade- Prohibits certain contingent investment incentives (such as NAFTA goes beyond
Related Investment local content and trade-balancing requirements) that distort TRIMs.
Measures (TRIM) trade flows. Also provides an opening for more far-reaching
investment disciplines in the future.
Agreement on Agreed to more standardized and transparent procedures for | Yes, except for
Antidumping initiating, carrying out, and reviewing antidumping measures. | reviews and sunset of
outstanding orders.
Agreement on Customs | Agreed procedures to investigate incorrectly priced customs No.
Valuation invoices more readily as well as continuing standardized
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Table 2-3

Summary of Uruguay Round Agreements, time frame for implementation, and overlap with NAFTA—Continued

developing WTO members.

Topic Key provisions and implementation schedule Covered by NAFTA?
Agreement on Set out standardized procedures for preshipment inspections, | No.
Preshipment Inspection | employed by such countries as Indonesia, the Philippines,
@®SsDh and a number of countries in Sub-Saharan Africa, to avoid
trade delays.
Agreement on Rules of | Agreed a 3-year study to develop principles and rules to Coverage differs.
Origin harmonize origin rules for nonpreferential trade and to follow
such principles in the interim until rules can be developed.
Agreement on Import Increased transparency and predictability of import licensing | NAFTA eliminates
Licensing Procedures by strengthening rules governing notification and publication | import licensing.
of licensing requirements, whether automatic or
nonautomatic.
Agreement on Subsidies | Defined and categorized subsidies into prohibited, actionable, | Only partially.
and Countervailing and nonactionable—including actionable subsidies that are
Measures presumed detrimental to other WTO member economies—to
strengthen the previous disciplines prohibiting export
subsidies on manufactured goods set-out under the 1979
Tokyo Round Code on Subsidies and Countervailing
Measures.
Agreement on Phases out Voluntary Restraint Agreements and other so- Yes.
Safeguards called “grey area” measures taken outside the GATT/WTO
multilateral trading system—many of which are targeted on
APEC members such as China, Hong Kong, Japan, South
Korea, and Singapore as well as at one time members of the
European Union—and permits selective safeguards (that is, on
a non-MFN basis) for strict 3-year time limits.
General Agreement on | Agreed framework rules and specific commitments NAFTA'’s approach
Trade in Services concerning trade in services in December 1993. Negotiations | and commitments are
(GATS) continued regarding particular service sectors such as generally more
financial services (June 1995), movement of personnel June | liberalizing than the
1995), basic telecommunications (April 1996), maritime GATS, but NAFTA
transport (June 1996), and professional services (no does not cover basic
deadline). telecom.
Agreement on Trade- Agreed to provide minimum legal protection of intellectual Yes. NAFTA goes
Related Aspects of property rights such as patents, copyrights, and trademarks, beyond TRIPs in
Intellectual Property and adequate enforcement of these rules. Agreement effective | certain areas.
Rights (TRIPs) for developed WTO members in 1996 but in 2000 for
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Table 2-3
Summary of Uruguay Round Agreements, time frame for implementation, and overlap with NAFTA—Continued

Topic Key provisions and implementation schedule Covered by NAFTA?

Dispute Settlement A single integrated dispute settlement system now applies to | Yes. NAFTA
Understanding (DSU) all WTO members, makes adoption of dispute panel reports contains additional
virtually automatic, and creates an appeals body to reconsider | mechanisms for
panel report judgements. AD/CVD measures,
investment, financial
services, and private
commercial disputes.

Plurilateral Agreements | The Agreement on Government Procurement, Agreement on | Procurement is
Trade in Civil Aircraft, International Bovine Meat covered.
Agreement, and International Dairy Agreement are the four
remaining Tokyo Round codes with limited memberships that
were carried over into the WTO. The last three are
essentially unchanged (the United States is not a member of
the Dairy Agreement) but the Government Procurement
Agreement went into effect in 1996 with lower contract
thresholds; coverage expanded to services and construction
contracts; and, on a reciprocal basis, extension to contracts
beyond the central government level to cover “subcentral”
governments and quasi-public entities.

Compiled by staff of the U.S. International Trade Commission.
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of establishment, the right to fair and just compensation for expropriation, and the expeditious handling of
investor-state disputes. Moreover, NAFTA’s premise is that all flows of investment will be free of
restrictions unless specifically exempted. These and other NAFTA disciplines have served as models in other
trade-related forums. For example, they are forming the basis for U.S. pursuit of updated bilateral investment
treaties with foreign partners, and for U.S. efforts to secure a Multilateral Agreement on Investment (MAI) in
the OECD.

On the other hand, the absolute amount of U.S. trade covered by the Uruguay Round is significantly
larger. Some 70 percent of U.S. exports and imports was accounted for by non-NAFTA partners in 1996,
most of which was potentially affected by any Uruguay Round-related changes by virtue of such changes
being extended on a most-favored-nation (MFN) basis. Moreover, the Uruguay Round went beyond NAFTA
in some areas, notably agriculture and services. Clearer rules on antidumping and subsidies and requirements
to review or sunset outstanding AD/CVD measures also were established in the Uruguay Round.

The WTO Agreement on Agriculture” went well beyond NAFTA and the prior CFTA in replacing
existing nontariff barriers to U.S.-Canada trade in agricultural goods with tariffs (a process known as
“tariffication”), as well as reducing subsidies.?® In addition to tariffication, WTO members agreed to bind
and reduce tariffs on agricultural imports; reduce export subsidies; and limit domestic support payments on
agricultural products over a period of 6 years for developed country members and 10 years for developing
country members (ending in 2001 and 2005, respectively). Minimum access levels for imports were also
established.

As the analysis presented in Chapter 8 makes clear, these WTO provisions on agriculture have
already liberalized NAFTA trade, particularly between the United States and Canada. As aresult of a
December 1996 NAFTA panel ruling, high Canadian tariffs will apparently remain on key agricultural
products of potential interest to U.S. exporters even after NAFTA’s provisions are fully phased in.?’
However, many border measures are being eased, transparency has increased, and any reduction in subsidies
as a result of the Uruguay Round should benefit trade among NAFTA partners. Moreover, the WTO
Agreement on Agriculture commits WTO participants to begin negotiations by the year 2000 on further
reducing agricultural support and protection.

Another Uruguay Round advance over NAFTA is found in the afea of services. The Uruguay Round
negotiations addressed basic telecommunications, a topic largely exempted from NAFTA. WTO negotiations

25 PartII, Annex 1A, Agreement on Trade in Goods, Agreement on Agriculture, Final Act Embodying the
Results of the Uruguay Round (December 1993).

26 The U.S.-Mexico portion of the NAFTA chapter on agriculture already called for the tariffication of nontariff
barriers in U.S.-Mexico trade. For further background on the Uruguay Round Agreement on Agriculture, see, U.S.
International Trade Commission, The Year in Trade 1993, USITC publication 2769, June 1994, pp. 6-9 and Potential
Impact on the U.S. Economy and Industries of the GATT Uruguay Round Agreements, USITC publication 2790, June
1994, Part I1.

27 On December 2, 1996, an arbitral panel set up under NAFTA chapter 20 at U.S. request, unanimously
determined that Canada had acted in a manner consistent with both its NAFTA and its WTO commitments when it
replaced its prior supply management systems for certain agricultural products, including dairy products, poultry, eggs,
barley, and margarine, with tariff-rate quotas and high over-quota tariffs (up to 285.6 percent). NAFTA Secretariat, In
the Matter of Tariffs Applied by Canada to Certain U.S.-Origin Agricultural Products (Secretariat File No. CDA-95-
2008-01), Final Report of the Panel. The United States has expressed disappointment with the ruling. USTR, “Joint
Statement of the Acting U.S. Trade Representative and the Secretary of Agriculture Regarding Release of the NAFTA
Panel Report on Canadian Agricultural Tariffs,” press release 96-93, Dec. 2, 1996.
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on basic telecommunications successfully concluded in February 1997. Canada and Mexico, the United
States’ two largest telecommunications-trading partners, are now participating in a multilateral accord
providing market access for local, long distance, and international service through any means of network
technology, either on a facilities basis or through resale of existing network capacity. Canada retained a 46.7-
percent cap on foreign-equity ownership of all basic telecommunication service providers except those
providing services through submarine cables, and mobile and fixed satellite. Mexico increased its foreign
equity limits on all telecommunication services from 40 to 49 percent. In cellular services, Mexico agreed to
allow 100-percent foreign ownership. Mexico also scheduled commitments that accord foreign service
providers full market access and national treatment when providing all services except domestic satellite
services, for which foreign providers are required to use Mexican infrastructure until 2002.%

Another effect of the Uruguay Round has been in the area of tariffs. To the extent that NAFTA
partners subsequently lowered tariffs in the Uruguay Round on an MFN basis, the margin of preference, or
price advantage, enjoyed by NAFTA-qualifying goods relative to non-NAFTA origin goods will be reduced.””
Most URA tariff reductions are being phased in over the 5-year period from January 1, 1995 to January 1,
2000. Tariffs on particularly sensitive sectors, such as textiles, will be phased out over a 10-year period
ending January 1, 2005. On the other hand, the Uruguay Round resulted in agreement to completely
eliminate (or substantially reduce) tariffs on an MFN basis in certain sectors.

By the end of the Uruguay Round, the United States had agreed to lower its tariffs by an average of
more than a third by the year 2005, when all Uruguay Round tariff concessions are slated to be fully phased
in. It is estimated that the trade-weighted applied U.S. tariff will be 2.7 percent by the year 2000. Simple
average tariffs will be 4.6 percent in 2000 and 3.16 percent by 2005.3°

The United States and Canada fully participated in all of the so-called “zero-for-zero” agreements
concluded as part of the Uruguay Round. Such sectoral initiatives cover agricultural equipment, beer, brown
spirits, chemicals,* construction equipment, furniture, medical equipment, paper, pharmaceuticals, scientific
equipment, steel, and toys. The United States and Canada are also participating in the multilateral
Information Technology Agreement (ITA) that is slated to enter into effect on July 1, 1997, which will further
lower their average MFN tariffs.3* The ITA will eliminate tariffs on a wide-range of products in the
information technology sector, including computer hardware, software, telecommunications equipment,
electronic components, and office machines. Mexico did not participate in these initiatives, thus the margin
of preference enjoyed by U.S. goods in the Mexican market as a result of NAFTA has not been reduced.

There has been a slight lowering of the margin of preference some U.S. goods enjoy in the Canadian
market. Canada’s pre-Uruguay Round applied MFN tariff rate averaged 7.24 percent; its post-Uruguay

28 For further background on the negotiations, see, U.S. International Trade Commission, The Year in Trade,
1996, USITC publication 3024, Apr. 1997.

% This situation is only relevant during the second two years being examined here (1995 and 1996), since the
first stage of Uruguay Round cuts did not enter into force until Jan. 1, 1995. Moreover, it is not relevant in examining
U.S. exports to Mexico, since Mexico did not reduce MFN-applied tariffs as a result of the Uruguay Round.

30 APEC, Individual Action Plan of the United States of America, “Tariffs,” Nov. 1996 and WTO, Integrated
Data Base CD-ROM.

31 Tariffs on certain chemicals are being harmonized at low levels.

32 For a discussion of the ITA and information on how it will affect U.S. industries, see U.S. International
Trade Commission, Advice Concerning the Proposed Modification of Duties on Certain Information Technology
Products and Distilled Spirits, USITC publication 3031, Apr. 1997. .
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Round bound rate is 4.11 percent.*® Canada has also unilaterally lowered its tariffs since the Uruguay
Round’s conclusion. Among other things, in June 1995 it unilaterally lowered tariffs on some 1,500 items
(largely inputs) on an MFN basis, and expanded its preference scheme for developing countries known as the
General Preferential Tariff (GPT).>* Another package of unilateral tariff reductions and a simplification of
the Canadian tariff schedule is under consideration for implementation Jan. 1, 1998. Duty-free treatment of
items not made in Canada, and of selected machinery and parts, are key features of the proposal.*

Mexico did not lower its tariffs in the Uruguay Round, instead opting to bind its tariffs at relatively
high ceiling rates.3® These rates are generally set at 35 percent ad valorem, still lower than the 50 percent
rate permitted by Mexico’s 1986 GATT accession protocol. Most goods from non-NAFTA countries
continue to enter Mexico at lower applied rates--typically ranging between 10 and 20 percent ad valorem--
that predated NAFTA and the Uruguay Round. Mexico’s average MFN applied tariff rate stood at 12.5
percent in 1996 and weighted average tariffs were 9.8 percent.

The value of NAFTA vis-a-vis WTO commitments in securing U.S. access to the Mexican market
has already been demonstrated. As a result of a worsening in its external accounts and the ensuing December
1994 peso crisis, Mexico raised MFN tariffs on 502 consumer goods (apparel, footwear, and leather articles)
to the 35 percent bound rate (versus the 20 percent rate previously applied).>” U.S. goods meeting NAFTA
rules of origin, as well as goods from other trading partners with whom Mexico has free trade agreements, are
not subject to the higher rates and therefore now enjoy a wider margin of preference relative to other foreign
suppliers in the Mexican market.

To the extent there has been any change in the margin of preference for U.S. goods in the Mexican
market, it has been a result of developments outside of the Uruguay Round. Mexico continues to broaden its
engagement with the world economy, joining the Organization for Economic Cooperation and Development
(OECD) in 1994, participating in the Asia-Pacific Economic Cooperation (APEC) forum, and pursuing trade
agreements with Latin American and other partners. Mexico had a preexisting FTA with Chile when
NAFTA entered into effect. It has since concluded FTAs with Bolivia (1995), Colombia (1995), Costa Rica
(1995), and Venezuela (1995), and is negotiating such accords with Guatemala, Honduras and El Salvador.®
(Interestingly, although these accords provide tariff advantages to partners, they may serve to enhance U.S.
access to key Central and South American markets by virtue of extending NAFTA-based rules on such topics

33 WTO, Integrated Data Base CD-ROM.

3% GATT, Trade Policy Review Mechanism: Canada, Report by the Secretariat, Oct. 25, 1994, p. 53 and
APEC, Osaka Initial Actions, submission by Canada, Nov. 1995.

3% Bureau of National Affairs, “Draft Bill to Update Customs Tariff Introduced in Canadian Parliament,”
International Trade Reporter, Apr. 30, 1997, pp. 773-4.

36 WTO, Integrated Data Base CD-ROM.

37 The list of products affected by the Mexican tariff increase was published in n the May 30, 1995 Diario
Oficial, Mexico’s “Federal Register”. Virtually the entire list of goods in chapters. 61 through 64 of the Harmonized
Tariff Code and various categories of chapters 42 and 43 are affected. U.S. exports to Mexico in these chapters totaled
$1.9 billion in 1996. The increased tariffs went into effect shortly after the notice was published. For background see,
U.S. Department of State telegram No. 12356, “Mexico Raises Import Tariffs for Leather Goods, Footwear, and
Apparel,” prepared by U.S. Embassy, Mexico City, June 1, 1995.

3% Discussions with Miguel Rodriguez Mendoza, Chief Trade Advisor, OAS, suggest that in these bilateral
agreements Mexico utilized many sections of NAFTA as the basis for the new agreements it signed.
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as IPR, investment, services, and government procurement to Mexico’s FTA partners.*) Mexico is also
seeking a framework trade and investment accord with the EU, with notable breakthroughs reported in recent
months. Negotiations to make its bilateral FTA with Chile more comparable to NAFTA by expanding its
coverage and adding disciplines on nontariff barriers, services, investment, intellectual property rights, and
temporary movement of personnel are under way.

Mexico has unilaterally granted non-FTA partners lower tariffs on several products, notably
machinery and electronic inputs.® In 1997, Mexico announced that it was unilaterally eliminating tariffs on
environmental equipment not made in Mexico. Since products originating in North America were already
accorded lower tariffs than were those of non-NAFTA partners, they will no longer enjoy a tariff-related price
advantage in the Mexican market. A U.S. manufacturer of water treatment equipment testifying at the
Commission’s public hearing stated that tariffs are an insignificant factor in competition in Mexico’s market;
NAFTA’s investment guarantees and availability of financing are reportedly much more important.

Some NAFTA provisions explicitly call for updating NAFTA commitments to reflect any advances
made in the Uruguay Round. For example, NAFTA Article 1024 requires Parties to immediately begin
consultations with a view towards including procurement by sub-Federal (e.g., U.S. State and local) entities
and enterprises, and increasing the obligations on government procurement under NAFTA to a level
commensurate with that attained in the Uruguay Round. Discussions regarding that provision have occurred
within the context of the NAFTA Government Procurement Working Group, but thus far no changes in
NAFTA coverage have resulted.?

A final important effect of the Uruguay Round has been in the area of dispute settlement.
Specifically, dispute settlement procedures were strengthened and made more automatic in the WTO, which
replaced the GATT on January 1, 1995. The result is that the WTO has become a more viable forum for the
resolution of disputes. For NAFTA partners, the WTO may be a preferable forum for considering matters,
such as protection of “cultural industries,” that are treated differently in NAFTA and the WTO. Indeed, in
response to a U.S. complaint, a WTO dispute settlement panel recently found Canada’s taxes on so-called
split-run magazines* in violation of GATT 1994.4

% OAS Trade Unit, NAFTA Rules: Exporting Framework for Trade, informal transmittal to USITC staff, May
22,1997.
% APEC, Individual Action Plan, Mexico, Nov. 1996, p. 2.

41 Testimony of Richard J. Heckmann, President and Chief Executive Officer, U.S. Filter Corp. before the U.S.
International Trade Commission in inv. 332-381, May 15, 1997.

2 NAFTA Government Procurement Working Group, 1994-96 Report to the Free Trade Commission, p. 3.
Although the Uruguay Round generally resulted in the expansion of coverage by the Government Procurement
Agreement (GPA), Mexico still is not a signatory to the GPA and the United States and Canada failed to agree to accord
each others’ sub-Federal entities and utilities nondiscriminatory treatment. Canada maintains that coverage of sub-
federal entities is tied to removal of set asides and Buy America provisions, a position the United States rejects. U.S.
Department of State Telegram No. 58176, “NAFTA Working Group on Procurement: March 20-21 meeting,” Mar. 28,
1997.

 The Canadian measure applied to special edition periodicals imported into Canada that contain an
advertisment primarily directed to a market in Canada that does not appear in identical form in all editions of that
periodical distributed in the periodical’s country of origin.

“ The dispute settlement panel in the case found that certain Canadian measures were inconsistent with
Articles XI: 1, XX(d), III:2, IIT:4, and IIT:8(b) of GATT 1994. World Trade Organization , “ Report of the Panel on
Canada - Certain Measures Concerning Periodicals,” WT/DS31/R, Mar. 14, 1997, para. 6.1.
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For matters arising under both the NAFTA and the WTO, NAFTA establishes a procedure for
notification and consultation prior to resort to WTO dispute settlement. NAFTA partners may choose either
agreement’s dispute settlement procedure; the choice is made by the complaining party.** Regardless of the
forum to which a dispute is brought, the scope of the panel’s examination is limited to whether the practice
being complained of violates that particular agreement. Thus, the NAFTA panel examining the U.S.
complaint on dairy and poultry found Canada’s actions consistent with NAFTA itself, not that WTO rules
per se take precedence over NAFTA.* NAFTA article 103 states that unless otherwise provided in the
Agreement, in case of a conflict between NAFTA and WTO provisions, the NAFTA provisions prevail.

45 NAFTA Art. 2005.1. However, NAFTA article 2005.2 states that if the Parties cannot agree on a forum,
“the dispute normally shall be settled under this Agreement.”

4 The panel’s reasoning was that article 710 of the CFTA brings into NAFTA by reference the replacement
regime for nontariff barriers that was ultimately established for the WTO Agreement on Agriculture. As a result, the
Canadian duty increases were found to be “otherwise provided for in the agreement,” and therefore consistent with
NAFTA article 302. NAFTA Secretariat, In the Matter of Tariffs Applied by Canada to Certain U.S.-Origin
Agricultural Products (Secretariat File No. CDA-95-2008-01), Final Report of the Panel.
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CHAPTER 3
THE NORTH AMERICAN ECONOMIES
Introduction

A brief review of the overall size of the U.S., Mexican, and Canadian economies and their recent
performance provides a perspective for understanding NAFTA’s impact on the U.S. economy and U.S.
industries during its first three years of operation. The discussion below provides such a perspective focusing
mainly on the 1994-96 period. Trends and developments during NAFTAs first three years are placed in a
longer term context through the use of charts and textual references.

NAFTA links three nations that share borders, yet which differ markedly in economic size and
population. Canada’s and Mexico’s economies are each about 10 percent as large as the U.S. economy on a
purchasing power parity basis.! Mexico’s population is one-third that of the United States and nearly three
times as large as Canada’s. Canada’s population enjoys one of the world’s highest per capita incomes.
Mexico remains a middle income developing country with per capita income less than a third that of either the
United States or Canada. Estimates of 1995 levels of purchasing power parity, Gross Domestic Product
(GDP), population, and GDP per capita are presented below.2

GDP ~ Population  GDP per capita

(billion) (million) (actual)
United States ...... $7,248 266.5 $27.500
Canada ........... 694 28.8 24,400
Mexico ........... 721 95.8 7,700

On an exchange rate (current U.S. dollar) basis, Mexico’s economy is even smaller, equalling just
over 4 percent of U.S. GDP in 1996 and accounting for a little under 4 percent of overall North American
GDP in 1996. The United States accounted for 89 percent of North American GDP. Canada, whose
economy was just under 8 percent of the United States’ on an exchange rate basis, accounted for just under 7
percent of North American GDP (figure 3-1).> Because of its relatively smaller size, a high export-to-GDP
ratio (approximately 29 percent in 1996),% and its heavy dependence on trade with the United States,

! Purchasing power parity is a method of comparing magnitudes expressed in different currencies by comparing their
ability to purchase a particular mix of market goods.

21995 levels, as reported in the CIA, 1996 World Fact Book.

3 International Monetary Fund, International Financial Statistics.

4 Based on the ratio of actual 1996 merchandise trade exports and the estimated value of Mexican GDP in 1996, as
reported in U.S. Department of State, Country Reports on Economic Policy and Trade Practices, Mar. 1997, pp. 274-
275.
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Figure 3-1
1996 GDP for Canada, Mexico, and the United States, actual and as a share of NAFTA members

combined GDP (total North American GDP)

Mexico 328.0
(4%)

Canada 580.3
(7%)

United States 7,576.1
(89%)

Billion dollars

Source: U.S. Department of Commerce, Bureau of Economic Analysis, and U.S. Department of State, Country
Report on Economic Policy and Trade Practices, March 1997.
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Mexico’s economy was expected to be the most affected by NAFTA implementation. Canada, too, is highly
dependent on exports and on the U.S. market, but had already benefited from preferred access under the U.S.-
Canada Free Trade Agreement (CFTA).

Economic trends in North America during the 1994-96 period illustrated the increasing
internationalization of all three North American partners and their growing interdependence. Growth rates of
the three economies varied (figure 3-2). The U.S. economy continued to outperform the Organization for
Economic Cooperation and Development (OECD) average, as it has since 1991, when its longest postwar
expansion began. Inflation remained low, job growth was robust, and U.S. exports increased, even as
progress was made in reducing the U.S. Federal budget deficit. The overall U.S. trade deficit expanded,
largely due to faster growth in the U.S. economy vis-a-vis the economies of most major U.S. trading partners.
The U.S. share of both the Canadian and Mexican import markets has risen during the 1994-96 period. The
current account deficit as a share of GDP increased from 1993 to 1994 but remained steady thereafter.
Canada’s export-driven economy continued to track closely that of the United States, outperforming the
OECD average in 1994 and 1995.

Mexico’s economic growth had slowed considerably in the 2 years preceding NAFTA, grew rapidly
in 1994, and then experienced its worst recession since the 1930's in the wake of the December 1994 peso
crisis.’ Decisive measures returned Mexico to solvency,® improved its external accounts, and put the country
on a path of renewed economic growth by 1996. U.S. exports to Mexico recovered most of the ground lost
during 1995, and still exceed their pre-NAFTA levels. Indeed, on a percentage basis, non-U.S. markets and
suppliers appear to have been more negatively affected by the peso-induced shift in Mexico’s trade balance
since 1994 than their U.S. counterparts.” A country-by-country review of economic performance by NAFTA
partners follows.

United States
Economy

The U.S. economy performed remarkably well in the 1994-96 time frame that coincided with
NAFTA’s first 3 years of operation (table 3-1), entering 1997 well into its sixth year of economic expansion.
National income grew at rates generally higher than those prevailing in other industrialized countries,
unemployment declined, and inflation remained subdued, despite upward movements in energy and food
prices and wage costs over the past year. Productivity increased and wage hikes were offset by a slowing of

5In May 15, 1997, testimony before the Commission, Sidney Weintraub referred to the Mexican contraction as a
virtual “depression,” being substantially larger in percentage terms (Mexico’s GDP declined by 6.9 percent in 1996)
than in the recessions that followed the 1982 debt crisis and 1985 earthquake, when GDP declined by 4.3 and 3.8
percent, respectively, according to OECD statistics.

6 See Mexico section, below, for further details.

7 See Mexico section, below, for further details.



Figure 3-2
Real GDP growth, Canada, Mexico, and the United States, 1980-96

Percentage

e

OECD Average @ == Canada === Mexico = United States

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996
est.

Source: OECD, Economic Outlook, Dec. 1996.



Table 3-1
Key economic indicators for the United States

Item 1994 1995 1996
Real GDP growth (percentage change) . ... ... 35 2.0 24
Non residential fixed investment
(percentage change) ................... 9.8 9.5 7.2

Investment in producers’ durable equipment

(percentagechange) .................... 13.2 10.4 13.4!
Labor force participation rate (percentage of

working age population) ................ 66.6 66.6 66.8
Index of industrial production (percentage

change) ............. ...l 5.9 32 32
Capacity utilizationrates ................... 839 83.8 83.2
Consumer credit outstanding (billion dollars?) . 966.5 1,103.3 1,190.6
Consumer Price Index (percentage change) . . . . 2.6 2.8 3.0
Unemploymentrate ....................... 6.1 5.6 54
Civilian employment (millions) ............. 123.1 124.9 126.7
Real private consumption expenditure

(percentagechange) .................... 3.1 23 25
GDP current dollars (billion dollars®) . ....... 6,935.7 7,253.8 7,576.1
General government balance

(percentageof GDP) .................... 25 -2.0 -1.7

! Estimated based on average of first 3 quarters of 1996.
2 As of November 1996.
3 Source: International Monetary Fund.

Source: These data have been extracted from: Council of Economic Advisors (CEA), Economic Report of the
President, Feb. 1997 and OECD, Economic Outlook, Dec. 1996, except where a different source for actual
data is indicated.



nonwage labor costs and a decline in the cost of capital, resulting in a drop in the core rate of inflation to its
lowest level in 30 years (figure 3-3).2

Although the expansion of U.S. growth slowed in 1995, largely as a result of a tightening of U.S.
monetary and fiscal policies, this was generally viewed as a welcome cooling off of an economy in danger of
“overheating.” Growth picked up sharply in the spring of 1996. Boosted by 3.9-percent growth in the fourth
quarter of 1996, real GDP for the year as a whole grew by 2.4 percent, faster than the 2.0-percent growth rate
in 1995, according to the U.S. Department of Commerce. Most recent data indicate that real U.S. GDP
increased by 5.6 percent in the first quarter of 1997, fueled by a sharp upturn of investment spending over the
fourth quarter of 1996, and a 6.4 percent rise in real personal consumption expenditures.

The industrial production index stood at 119.6 in the first quarter of 1997, up from 117.7 percent in
December 1996 (1992=100). Despite a 3.7-percent increase in capacity from March 1996 to March 1997,
capacity utilization stands at 84.1 percent, 2 percentage points higher than the 1967-96 average of 82.1
percent. U.S. industrial production and capacity grew steadily in the 1994-96 period, continuing a trend
begun in 1991; utilization rates varied, but remained high.® Other indicators reflect the strong consumer
demand and underlying vitality of the current U.S. economic expansion. The Conference Board’s composite
index of leading indicators, for example, advanced 0.5 percent in February 1997.

U.S. growth rates in the 1990s, like those in other major countries and regions, have been lower than
those experienced in the previous three decades, when real U.S. growth averaged 4.3 percent from 1960-73,
2.9 percent from 1973-79, and 2.7 percent from 1979-89. This long-term deceleration has been primarily
attributed to weak productivity growth and smaller increases in the working age population.® Recent
productivity news, however, has been heartening. The U.S. Department of Labor reports that overall U.S.
labor productivity grew faster in 1996 than it had in any of the past 10 years (with the exception of 1992).
U.S. manufacturing productivity grew by 3.8 percent in 1996, the largest increase since 1987.!

The U.S. unemployment rate has declined steadily since 1992, falling to 5.4 percent in 1996 (figure
3-4).12 By April 1997, the U.S. unemployment rate stood at 4.9 percent, the lowest level in 24 years. Job
creation continues to be robust. Indeed, the IMF termed U.S. job creation “quite impressive,” with

8 OECD, OECD Economic Outlook, No. 60, December 1996, pp. 43 and 45.

® Federal Reserve Board, Federal Reserve Statistical Release, No. G.17 (419), Apr. 16, 1997, “Industrial Production
and Capacity Utilization,” pp. 1 and 3.

1 OECD, OECD Economic Outlook, No. 60, Dec. 1996, pp. 18-19.

11 Bureau of Labor Statistics data, as reported by Michael Youssef, “International Economic Developments,” U.S.
International Trade Commission, International Economic Review, Feb./Mar. 1997, USITC publication 3029. For the
1989-96 period, U.S. manufacturing productivity grew at the following annual rates: 1.8 percent in 1989, 1.8 percent on
1990, 2.5 percent in 1991, 3.6 percent in 1992, 2.1 percent in 1993, 3.1 percent in 1994, 3.4 percent in 1995, and 3.8
percent in 1996.

12 Council of Economic Advisors (CEA), Economic Report of the President, Feb. 1997, Table B-40, p. 346.
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Figure 3-3
Inflation (change in consumer prices) for the U.S., 1980-96
Percentage
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Countries, Apr. 1997.

Figure 3-4

Unemployment rate for the United States, 1980-96
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employment having expanded by roughly 60 percent since 1970, versus the 11 percent increase registered in
the European Union (EU) in the same period.® Since January 1994, 3.65 million jobs have been added to
the U.S. economy, according to the Bureau of Labor Statistics.!* The percentage of the population that is
employed, at 63 percent, approached a record high in 1996.!°

Nonfarm payroll U.S. employment expanded by 240,000 jobs per month on average in the first eight
months of 1996, a rate which has since slowed. This rate contrasts with the total of some 100,000 workers
that were certified during NAFTA’s first 3 years as qualified for NAFTA-related Trade Adjustment
Assistance (NAFTA-TAA), which is aimed at persons having lost jobs due to increases in imports from, or
shifts in production to, NAFTA partners.'® The current total number of NAFTA-TAA certified workers
stands at 126, 686.!7 The number of workers under the NAFTA-TAA program was 2.4 percent of the total
number of U.S. workers dislocated during the 1993-95 period.®

Several factors make this number an unreliable gauge of U.S. jobs “lost™ due to NAFTA. The
number of jobs existing in the economy is primarily a macroeconomic phenomenon; trade agreements such as
NAFTA generally affect the composition, not the overall level, of U.S. employment. The number of workers
certified for NAFTA Trade Adjustment Assistance is not necessarily a good proxy for such changes.

Limited familiarity with the program and training requirements and time limits associated with it may mean
that workers choose to seek assistance under the overall Trade Adjustment Assistance program or to accept
alternate employment (which would tend to understate the number of NAFTA -impacted workers). On the
other hand, the program is not tied to NAFTA provisions per se, but rather to increases in imports from, or
shifts in production to, NAFTA partners (which would tend to overstate the number of NAFTA-impacted
workers).

Concerns have been raised about the quality of new jobs being created in the United States and about
growing inequality in income distribution. The Council of Economic Advisors (CEA) reported recently that,
although most of the new jobs created in the 1990s are “good” jobs, the number of lower-paying jobs also
increased, and employment in the middle of the earnings distribution fell. The CEA further noted that “a
disproportionate share” of employment growth in the current expansion is in the service sector. Nevertheless,
during the February 1994-February 1996 period (most of the period being studied in this investigation), the
CEA reported that managerial and professional jobs were the main contributor to net increases in services
employment.’® Meanwhile, gains in real household income during the 1993-95 period were greater, in
percentage terms, for the lowest-income households.?

13 International Monetary Fund, World Economic Outlook, Oct. 1996, p. 52.

14CEA, Economic Report of the President, Feb. 1997, Table B-34, p. 340.

15 Ibid., p. 141. '

16 During the Jan. 1, 1994-Dec. 31, 1996 period, the U.S. Department of Labor instituted 1,553 NAFTA Trade
Adjustment Assistance INAFTA-TAA) cases involving 181,741 workers; 1,452 of these, involving 167,650 workers,
had been decided by year end 1996: 99,861 workers were certified as eligible for benefits under the program, and
66,894 were denied benefits under the program (41 petitions, involving 895 workers, were withdrawn).

17 As of May 15, 1997, a total of 1,817 cases had been decided and 126,686 workers had been certified. U.S.
Department of Labor, Employment and Training Administration, Office of Trade Adjustment Assistance, informal
transmittal to U.S. International Trade Commission staff, May 15, 1997.

1By.s. Department of Labor, Bureau of International Labor Affairs, fax transmittal, May 8, 1997.

19 CEA, Economic Report of the President, Feb. 1997, pp. 141-42.

2 Ibid., p. 164.
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Analyses of recent data also suggest that most of the jobs being created in the United States pay
above-average wages, with most new jobs being full- rather than part-time.” The share of part-time
employment in total employment declined during the 1994-96 period, partly reversing rises in part-time work
that occurred during the 1989-92 period.? Wage growth, particularly for white-collar workers, has
accelerated. Moreover, there was a decline in the share of U.S. households living below the poverty level in
both 1994 and 1995.2 Even so, total compensation has risen by less than productivity, a trend begun in the
early 1980s.2 White-collar, older, and more educated workers have become more susceptible to job loss.?

Total U.S. exports set new records in each of the past 3 years, making the United States the world’s
leading exporter. Indeed, the World Trade Organization (WTO) reports that U.S. exports grew three times
faster than the world average during 1996, rising by 11.9 percent, versus a 4-percent rise in world exports
generally.”’ The OECD reports that relative U.S. competitiveness® has increased during the time NAFTA
has been in force, continuing a trend that began in 1990.% A recently-released annual survey ranking
countries by competitiveness placed the United States No. 1 in the world in 1997, the third year in a row it
was accorded top ranking.*°

The current account deficit widened in 1996 (figure 3-5), even though the U.S. deficit in investment
income narrowed substantially. The U.S. deficit on trade in goods and services expanded to $114.2 billion in
1996, largely due to weaker growth in foreign markets compared with that of the United States, notably in
Canada, the EU, Singapore, and Korea. The appreciation of the U.S. dollar on foreign exchange markets
since mid-1995 may also have played a role. However, U.S. exports posted a sharp turnaround in the fourth
quarter of 1996, and U.S. exports are expected to pick up in 1997, as growth in such key foreign markets
strengthens. The U.S. current account deficit as a percent of GDP is thus expected to stabilize at about 2
percent,® up from the 1.5 percent rate in 1993 but smaller than the rate prevailing during the 1984-1988

2L IMF, World Economic Outlook, October 1996, p. 53.

2 CEA, Economic Report of the President, Feb. 1997, p. 145.

2 OECD, OECD Economic Outlook, No. 60, Dec. 1996, p. 45.

24CEA, Economic Report of the President, Feb. 1997, Table B-31, p. 336.

B Ibid., pp. 149-51.

% Ibid., p. 153.

2”WTO, Press Release, No. 7, Apr. 4, 1997.

28 The indicators used are relative average value of manufactured exports, relative unit labor costs in manufacturing,
and relative consumer prices.

% OECD, OECD Economic Outlook, No. 60, Dec. 1996, annex figure 4, p. A-64.

30 The Economist, Mar. 29, 1997, p. 7.

31 OECD, OECD Economic Outlook, No. 60, Dec. 1996, p. 48.
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Figure 3-5
Current account balance, percent of GDP, for the U.S., 1980-96
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period. (The recession year of 1991 was the only year since 1983 that the U.S. current account deficit as a
share of GDP was close to zero.)*?

The United States has made steady progress towards general government budget balance since
1992,* with an improvement in structural terms of about 2 1/4 percentage points of GDP by 1996 (figure 3-
6).3* The cyclical recovery since the second quarter of 1991 and cuts in discretionary spending, particularly
in defense, have brightened the U.S. fiscal outlook. In fiscal year 1996 (ending September 30), the ratio of
the federal budget deficit (budget basis) to GDP was 1.4 percent, the smallest it has been since 1974; the
overall public debt-to-GDP ratio is expected to fall for the first time since 1989.3° Business confidence and
profits have both been high, keeping business investment in new plant and equipment, particularly
information processing equipment, buoyant.* The U.S. stock market reached successive record highs during
the period, generating a “wealth effect” for asset-owning households otherwise showing signs of needing to
retrench in the face of mounting consumer indebtedness. Consumer spending, the largest component of U.S.
GDP, has remained strong (figure 3-7). Consumer confidence is also high and real disposable personal
income expanding.*’

Despite increased U.S. investment in new plant and equipment, capacity utilization rates remain high.
The OECD found the U.S. economy one of the few to be operating at or above its potential level in 1996;
sizeable output gaps were evident in most other industrialized countries.>® Thus, economists at the IMF, the
OECD, the CEA, and the Federal Reserve all appear to agree that the biggest threat to the U.S. economy
today is revived inflation, given continued signs of strong U.S. economic activity, high capacity utilization
rates, rises in employment and incomes, and expanding employment.>® Some signs of weakness have
emerged in recent weeks, including a decline in retail sales in April 1997, a drop in new orders for
manufactured goods in March 1997, and a build-up in inventories during the first quarter of 1997.
Nevertheless, a continuation of moderate growth is predicted by most economists in the coming two years,

32 Ibid., p. A-54.

33 IMF, World Economic Outlook, Oct. 1996, p. 18

3 OECD, OECD Economic Outlook, No. 60, Dec. 1996, pp. 9-10.

35 OECD, OECD Economic Outlook, No. 60, Dec. 1996, p- 45.

36 CEA, Economic Report of the President, Feb. 1997, Table B-17, p. 317 indicates that real private nonresidential
gross fixed investment, particularly for durable goods, expanded briskly in each of NAFTA s first three years .

37 CEA, Economic Report of the President, Feb. 1997, p. 78.

38 OECD, OECD Economic Outlook, No. 60, Dec. 1996, p- 4.

3 Others reject the idea that the United States has reached full employment, and believe that NAFTA has foreclosed
job opportunities in high wage manufacturing jobs. Testimony of Steve Beckman, International Economist, United Auto
Workers, before the U.S. International Trade Commission in Investigation 332-381, May 15, 1997.
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Figure 3-6
General government structural balance for the U.S., 1980-96
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Figure 3-7
Real private consumption expenditure, percent change for the U.S., 1980-96
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with real growth forecast to be just over 2.5 percent in 1997, and the IMF recently upping its projected real
GDP growth estimate for the U.S. economy to 3.0 percent.*

Foreign Trade

Since NAFTA’s implementation, overall U.S. trade has continued to grow, as has trade with NAFTA
partners. The ratio of exports to U.S. national income has risen steadily, from 10.3 percent in 1993 to 10.8
percent in 1994, 11.5 percent in 1995, and 11.8 percent of U.S. GDP by the third quarter of 1996.“> By
1996, the Commerce Department reported that total U.S. exports stood at a record $624.8 billion and U.S.
imports reached $791.4 billion, resulting in a $166.6 billion deficit in merchandise trade. U.S. exports to
North America amounted to $190.4 billion, with exports to Canada totaling $133.7 billion and exports to
Mexico totaling $56.8 billion. Imports from them, at $156.5 billion and $73.0 billion respectively, totaled
$229.5 billion, resulting in a $39.0 billion deficit in trade with North America, as shown in the following
tabulation:®®

“0Based on projections by six different forecast groups compiled by the Conference Board and reprinted with
permission in U.S. International Trade Commission, International Economic Review, July 1997, forthcoming.

4! IMF, World Economic Outlook, May 1997.

“2 CEA, Economic Report of the President, Feb. 1997, p. 302.

431.S. Department of Commerce, FT-900, Feb. 1997. These data differ from the bilateral data reported later in the
Mexico and Canada sections respectively, which are derived by the U.S. International Trade Commission based from
Census data. Among the differences are that the Commerce Department FT-900 reports general imports, but the U.S.
International Trade Commission figures are imports for consumption (both are on a customs value basis); Commerce
reports total exports on an f.a.s. basis, versus the U.S. International Trade Commission figures, which are domestic
exports (both are on a fa.s. basis). FT-900 data include all errata corrections identified after the release of monthly
tapes as well as adjustments for carryover.
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1993 199 1995 1996

Exports:
Total ............. 465,091 512,626 584,742 624,767
North America . .. 142,025 165,282 173,518 190,429
Canada......... 100,444 114,439 127,226 133,668
Mexico ......... 41,581 50,844 46,292 56,761
Imports
Total ............. 580,659 663,256 743,445 791,364
North America ... 151,134 177,900 : 207,033 229,469
Canada ......... 111216 128,406 145,349 156,506
Mexico ......... 39,917 49,494 61,685 72,963
Balance
Total ............. -115,568 -150,629 -158,703 -166,597
North America ... -9,108 -12,618 -33,515 -39,040
Canada ......... -10,772 -13,967 -18,123 -22,838
Mexico ......... 1,664 1,350 -15,393 -16,202

Using a longer time series compiled by the U.S. International Trade Commission from official U.S.
Commerce Department data, it is clear that the rate of expansion of the U.S. trade deficit with NAFTA
partners has generally been slower than the expansion in the U.S. trade deficit overall (figure 3-8). However,
over the 1993-96 period, the U.S. trade deficit with North America has widened at a rate 7.4 times faster than
the overall U.S. trade deficit.

North America remained the United States’ leading regional export market,* accounting for some 30
percent of U.S. exports and 29 percent of U.S. imports in 1996. The import share of North American
suppliers rose slightly. North America’s relative importance to total U.S. exports fluctuated, but remained
on par with its 1993 level, as shown in the following tabulation:**

North America’s
Share of U.S, exports h import
1993 ... 30.5 26.0
1994 ... 322 26.8
1995 o 29.7 279
1996 ... 30.5 29.0

44U.S. exports to North America were $190.4 billion in 1996 compared with $188.0 billion with the Pacific Rim and
$141.4 billion with Western Europe. The Pacific Rim was a more important import supplier, however, accounting for
$290.0 billion in U.S. imports in 1996, versus North America’s $229.5 billion.

4 Derived from official statistics of the U.S. Department of Commerce, FT-900, Feb. editions for 1995, 1996 and
1997.
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Figure 3-8
U.S. mechandise trade balance overall, and with Canada and Mexico, 1989-96
Million dollars
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Canada’s share of U.S. trade remained relatively constant, standing at 21.4 percent of total U.S.
exports in 1996 and 19.8 percent of total U.S. imports in 1996 (from 21.6 percent of U.S exports and 19.2
percent of U.S. imports in 1993). Mexico’s share of U.S. imports rose steadily, while its share of U.S.
exports rose sharply in 1994, fell in 1995, and regained much of the ground lost in 1996, as shown in the
following tabulation:*

Mexico’s
h f X hare of im
1993 ... 89 6.9
1994 .. ... 99 7.5
1995 ..o 79 83
1996 ... 9.1 9.2

U.S. exports to North America grew by about the same percentage as overall U.S. exports during the
1993-96 period though U.S. exports to Mexico grew by a slightly wider margin (by 36.5 from 1993 to 1996,
compared with the increase in overall U.S. exports of 34.3 percent). The growth in U.S. exports to North
America is more significant when considered against the sharp appreciation of the dollar versus the Mexican
peso that began in late 1994, which made U.S. exports to Mexico more expensive, and the steep recession
experienced by Mexico in 1995 and 1996. Indeed, the increase in U.S. exports to Mexico in 1996 was about
five times greater than the estimated increase in Mexico’s real GDP that year.*’

U.S. imports from North America increased at a substantially higher rate than overall U.S. imports:

Percent Change
U.S. exports U.S. imports
1993 t0 1996 1993 to 1996
North America ................... 34.1 51.8
Total ......coovviiiiieiannn... 343 36.3

U.S. imports from Mexico grew particularly rapidly, rising by 82.8 percent over the 1993-96 period.

“6 Derived from official statistics of the U.S. Department of Commerce, FT-900, Feb. editions for 1995, 1996 and

1997.
47 Based on figures contained in CEA, Economic Report of the President, Feb. 1997, p. 81.
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Mezxico

Mexico’s economic policy since 1989 evolved in the context of preparations for a trade agreement
first with the United States only, then for a trilateral NAFTA (1990-93), and subsequently in the context of
NAFTA in operation (1994-96). Mexico also continued to implement policies associated with its 1986
GATT accession protocol and to pursue unilateral economic reforms. The last 2 years of this period (1995-
96) were dominated by the “peso crisis™-- the adverse consequences of Mexican macroeconomic and
monetary policies generally preceding and unrelated to NAFTA.* Some attribute Mexico’s relatively rapid
rebound in 1996 to NAFTA and to the increased competitiveness of certain sectors of the Mexican
economy.

Economy

When Mexico began considering a free-trade accord with the United States in the summer of 1990,
its economy was in a position of relative strength, with a growth rate in real GDP of 4.4 percent (figure
3-9).° However, growth thereafter declined each year, and the economy virtually stagnated with a growth
rate of 0.6 percent in 1993. Rising labor costs, slowing employment growth, declining profit margins by
some companies competing in a market increasingly open to foreign competition, and concerns over the
widening of the current account deficit were among the factors dampening Mexico’s economic prospects on
the eve of NAFTA.5! Thus, by the time Mexico joined the United States and Canada in NAFTA on January
1, 1994, its economy had been weakened.

In October 1993, then-President Carlos Salinas de Gortari began to address economic stagnation by
introducing various stimuli in his economic plan (pacto) for 1994.5 In addition to its sluggish economy,

“8 Certain public submissions for the Commission’s present investigation (e.g., Anderson, Cavanaugh, and Ramney of
the Institute for Policy Studies and Robert Blecker of the Economic Policy Institute) claimed there was a link--albeit
indirect--between NAFTA and the peso crisis. Specifically, they said, NAFTA “locked in” policies that were already
destabilizing to the Mexican economy and impoverishing Mexico’s farmers and workers.

49 See, for example, statements and/or submissions made in connection with this investigation by Gary Hufbauer,
Jeffrey Schott, and Jacqueline McFadyen, Institute for International Economics; Albert C. Zapanta, United States-
Mezxico Chamber of Commerce; Williard A. Workman, U.S. Chamber of Commerce; and the National Foreign Trade
Council.

50 For more detail, see U.S. International Trade Commission, The Year in Trade: OTAP, 1990, USITC publication
2403, p. 126.

3! Banco de Mexico, The Mexican Economy, 1993.

52 Since the end of 1987, a series of annual accords ("pacto") between the government, business, and labor have
constituted the framework of Mexico's economic policies. Such an accord, the "Pact for Stability, Competitiveness, and
Employment," signed in October 1993, was in effect through the end of the first NAFTA year.
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Figure 3-9
Real GDP growth, for Mexico, 1980-96
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Mexico's prospects at the beginning of the actual NAFTA era were also clouded by political instability--
uprisings* and political assassinations.>* Yet, during 1994, the Mexican economy performed well again in
terms of economic growth (3.5 percent), and continued control of the rate of inflation, which declined from
26.7 percent in 1990 to 7.0 percent in 1994 (figure 3-10). Real private consumption expenditures increased
in 1994 by 3.7 percent (figure 3-11). But, a large trade deficit ($18.5 billion), current account deficit ($29.5
billion), low level of foreign exchange reserves ($6.1 billion), and an artificially high exchange rate for the
peso (an annual average of 3.4 pesos to the dollar), indicated serious macroeconomic imbalances. A
perception by investors that Mexican securities were risky, in combination with the lure of high interest rates
in advanced industrial countries, caused a massive outward flow of portfolio capital from Mexico during the
first NAFTA year.®> Table 3-2 summarizes the major macroeconomic data for the Mexican economy during
the first three NAFTA years.

Table 3-2
Key Economic Indicators for Mexico
Actual Estimated

Item 1994 1995 1996
Real GDP growth (percentage change) . ...... 3.5 -6.9 4.0
Consumer Price Index (percentage change) . . .. 7.0 35.0 26.5°
Unemploymentrate ....................... 3.7 6.3 6.0!
Real Private Consumption Expenditure

(percentagechange) .................... 3.7 -12.9 2.5
Current Account Balance; end-of-period (dillion

dollars) .......... ... ..., -29.52 0.7 -0.12
Current Account Balance (percent of GDP) ....  -8.0 0.2 0.0
Avg. Annual Exchange Rate (pesos per US$) .. 3.4 6.5° 7.6*
Short-term and long-term interest rates . . ... ... 13.82 39.8% 34.0'2
! Estimate.

2 Source; U.S. Embassy, Mexico, Foreign Investment Report, 1996-97, Oct. 1996, Annex B.
3 Department of State, Country Reports on Economic Policy and Trade Practices, Mexico, March 1997, p.
274

Source: OECD, Economic Outlook, Dec. 1996, Annex, and OECD, Main Economic Indicators, March
1997, unless otherwise specified. '

33 Notably, the January 1994 uprising of the Zapatista National Liberation Army (EXLN) in Chiapas, in protest of the
country's social and political conditions.

4 Notably, the assassination of Luis Donaldo Colosio in March 1994, who had been nominated to succeed President
Salinas, and by subsequent violent acts against prominent individuals.

35 Mexico’s peso crisis was discussed in detail in U.S. International Trade Commission, The Year in Trade: OTAP,
1994, USITC publication 2894, pp. 85-86.
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Figure 3-10
Inflation (change in consumer prices) for Mexico, 1980-96
Percentage
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Figure 3-11
Real private consumption expenditure for Mexico, 1980-96
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All these tensions came to a head on December 20, 1994, when the new Government of Ernesto
Zedillo Ponce de Leon®® devalued the peso by widening the dollar/peso exchange rate band. (Up to this point,
the peso had been relatively stable since 1989, declining gradually from an annual average 2.5 pesos to the
U.S. dollar in 1989 to an annual average 3.1 pesos to the dollar in 1993 (figure 3-12).) On December 22,
1994, 2 days following the devaluation, market pressures forced the Government of Mexico (GOM) to float
the peso freely, and the Mexican currency sharply depreciated from 3.5 pesos to 5.7 pesos to the dollar.
Following announcement of an international loan package granted to Mexico on January 31, 1995, the peso
strengthened temporarily, but then continued to weaken. The average trade-weighted exchange rate was 6.4
pesos to the dollar during the year.

In 1995 and 1996, the state of the Mexican economy was heavily influenced by the 1994 peso crisis
and its aftermath. The international loan package saved Mexico from an immediate default, but increased the
country’s high foreign indebtedness and left financial markets destabilized. On March 9, 1995, President
Zedillo introduced an austerity program, which provided for major tax hikes, drastic increases in the prices of
oil and electricity, stringent federal budget cuts, and tight limits for extending credit. These measures led to
Mexico’s deepest recession since the 1930's.

Economic activity in Mexico declined by 6.9 percent (figure 3-9), and average wages plummeted by
more than 20 percent during 1995. Interest rates for a time surged above 90 percent, contributing to a severe
credit crunch.® The high interest and mortgage rates choked off investment, and caused bankruptcies and
loan defaults to the point where the solvency of the entire banking system was threatened, requiring rescue by
the GOM. Inflation accelerated, despite the March austerity measures designed to reduce the inflationary
impact of the peso’s devaluation on the economy. On an annual average basis, the consumer price index
increased 35 percent in 1995 (figure 3-10).

Unemployment according to official Mexican definitions had been below 3 percent in the 1989-92
period; it edged up to 3.4 percent in 1993 and was 3.7 percent in 1994. After the peso crisis, official
unemployment surged to an annual average of 6.3 percent in 1995 and was recorded at an estimated 6.0
percent in 1996 (figure 3-13). However, a broader measure of unemployment by Mexico’s National
Statistical and Geographics Institute, which considers persons employed less than 35 hours per week as out of
work, showed that 28.7 percent of the economically-active population was unemployed in May and 26.4
percent in December 1995. More than 1 million jobs were reportedly lost following the peso crisis.* High

56 Emesto Zedillo took office on December 1, 1994.

57 For details on the $50 billion international loan package assembled under U.S. leadership, see U.S. International
Trade Commission, The Year in Trade: OTAP, 1994, USITC publication 2971, pp. 86-87.

%8 See also U.S. International Trade Commission, The Year in Trade: OTAP, 1995, USITC publication 2971, pp. 25-
26.

% See also U.S. International Trade Commission, The Year in Trade: OTAP, 1995, USITC publication 2971, pp. 25-
26. Recent reports by Mexico’s National Institute of Statistics, Geography, and Informatics and Social Security Institute
suggest that the number of Mexican job holders increased steadily in 1996 and 1997, though labor market improvements
still lag behind gains in industrial production and exports. U.S. Department of State telegram No. 381 1, “Mexican
Unemployment stable in March,” Apr. 18, 1997.
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Figure 3-12
Trade weighted nominal exchange rates versus the U.S. dollar for Canada and Mexico, 1984-96
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Figure 3-13
Unemployment rate for Mexico, 1980-96
Percentage
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rates of inflation, interest, and taxes; widespread small business failures; diminished revenues for the self-
employed; joblessness; and a policy of wage restraints, all had the effect of reducing household consumption
and living standards. Real private consumption expenditures plummeted by 12.9 percent for the year (figure
3-11).

However, as 1995 progressed, some measure of normalcy returned. Mexico was able to return to
international capital markets far sooner than expected, apparently because its NAFTA partnership and the
Mexican administration’s austerity policy generated confidence abroad. Its $29.5 billion year-end 1994
current account deficit, which accounted for 8 percent of GDP, virtually disappeared during the second
NAFTA year, shrinking to a negligible deficit of $654 million (or 0.2 percent of the GDP ) by the end of
1995 (figure 3-14). The principal cause was the reversal of Mexico’s large 1994 trade deficit to a substantial
1995 trade surplus.

The economy showed strong signs of recovery in 1996, approaching production levels attained
before the crisis. Mexico’s emergence from the previous year’s depression was marked by an estimated 4.0-
percent annual growth in GDP, signs of declining unemployment (figure 3-13), and a notable reduction of
inflation from an annual rate of 35.0 percent in 1995 (figure 3-10) to 26.5 percent. In line with declining
inflation, average (short-term and long-term) interest rates dropped from 39.8 percent in 1995 to an estimated
34.0 percent in 1996, easing the credit crunch (table 3-2).

To cope with Mexico’s large burden of external debt, estimated at $168 billion towards the end of
1996, the GOM extended the maturities of the public portion of the debt by refinancing and altering its
composition.* One component of Mexico’s foreign debt strategy was the prepayment of certain emergency
loans obtained following the peso crisis, including those granted by the U.S. Government. The entire $12.5
billion emergency loan provided by the U.S. Government has already been repaid with interest, having been
refinanced in private credit markets.

In 1996, after holding steady for most of the year at somewhat above 7 pesos to the dollar, the
exchange rate dipped to some 8 pesos to the dollar in October,* following the GOM’s retreat from plans to
fully privatize the secondary petrochemical plants owned by Petroleos Mexicanos (PEMEX), the federal
petroleum monopoly.® The estimated annual average trade-weighted exchange rate for 1996 was 7.6 pesos
to the dollar (figure 3-12).

€7.S. Department of State telegram No. 14492, “1996 Trade Act Report: Mexico,” prepared by U. S Embassy,
Mexico City, Nov. 18, 1996, p. 4.

6! Mexico has a floating exchange rate system, with the Bank of Mexico playing a marginal, sporadic role in the
currency market.

62 See discussion of privatization later in this section.
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Figure 3-14
Current account balances as a percentage of GDP for Mexico, 1980-96
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This renewed decline of the peso’s exchange rate sparked an intense debate about the currency’s
“true value.” According to some analysts, the peso had unduly appreciated in real terms. Although the
currency’s nominal exchange rate dropped, the decline was not sufficient to offset the rise in inflation.*

Foreign Trade

Some consider NAFTA’s most important achievement to date the fact that Mexico did not fall back
on a protectionist regime following the peso crash, but continued to be committed to an open economy.** On
January 1, 1995, immediately after the peso crisis erupted, Mexico proceeded with implementation of the
second round of its NAFTA tariff cuts;® on January 1, 1996, the third round; and on January 1, 1997, the
fourth.

During 1995 and 1996, Mexico’s foreign trade was profoundly affected by the peso crisis.
According to official Mexican statistics, Mexico posted a $7.1 billion trade surplus in 1995, radically
reversing a 4-year string of deficits, which in 1994 reached an unsustainable level of $18.5 billion (table 3-3).
The 1995 trade surplus resulted from a 30.5-percent growth of exports and an 8.8-percent decline of imports.
Exports continued to increase in 1996 at an estimated rate of 20.9 percent.* However, unlike in 1995,
imports were also up in 1996, by an estimated rate of 23.7 percent, causing the 1996 trade surplus to
contract to an estimated $6.5 billion. Table 3-3 shows Mexico’s foreign trade data, the U.S. and Canadian
share in the country’s exports and imports during the first three NAFTA years, and projections for 1997.

€ According to the United Nations, in the first 8 months of the year, the rate of appreciation in real terms was 15
percent. Source: United Nations, Economic Commission for Latin America and the Caribbean, Economic Panorama of
Latin America, 1996, p. 56.

® Numerous witnesses at the ITC’s hearing made such an observation (see Appendix D). Similar comments are
found in the academic literature, for example, Aaron Tornell, and Gerardo Esquivel, The Political Economy of Mexico’s
Entry to Nafta, Working Paper 5322. Cambridge, National Bureau of Economic Research, Oct. 1995, p. 27.

%5 The first round of tariff cuts under the NAFTA was implemented on January 1, 1994, when the accord itself became
effective.

61.S. Department of State telegram No. 807, “Mexico’s Preliminary Trade Balance for 1996,” prepared by U.S.
Embassy, Mexico City, Jan. 25, 1997 and Dan McCosh, “Trade Surplus for ‘96 Was 6.3 Bn. Dollars,” E! Financiero,
Jan. 27 to Feb 2, 1997.
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Table 3-3
Mexico’s overall foreign merchandise trade and the U.S. and Canadian share

Actual Projected

Item 1994 1995 1996 1997
Exports (billiondollars) .................. 60.9 79.5 96.0 95.9
U.S. share (percentage) .. ................. 849 83.6 83.9 82.8
Canada’s share (percentage) . .............. 25 25 23 n/a
Imports (billiondollars) .................. 79.4 72.4 89.5 89.6
U.S. share (percentage) . .................. 69.0 74.4 75.5 74.7
Canada’s share (percentage) . .............. 20 2.0 1.9 n/a

Trade balance (billiondollars) ............. -18.1 7.1 6.5 6.3

Source: Data are official Mexican trade statistics, which include in-bond (maquiladora) trade.

In 1996, the United States accounted for well over four-fifths of Mexico’s exports and some three-
fourths of its imports. Canada accounted for 2.3 percent and 1.9 percent, respectively. Because of the large
U.S. role in Mexico’s foreign trade, U.S. trade was most affected by this reversal in Mexico’s trade balance.

The GOM recognizes the positive role the United States played in improving the soundness of
Mexico’s overall foreign trade. At his 1996 year-end press conference, Commerce Secretary Herminio
Blanco defended NAFTA by pointing out that Mexico attained a $12-billion trade surplus in 1996 with the
United States. This surplus, he explained, helped offset the $3.2 billion trade deficit Mexico posted with the
European Union and the $5-billion deficit Mexico had with Asian countries.

The U.S. role in balancing Mexico’s foreign trade goes back prior to the implementation of NAFTA.
The United States was also responsible for Mexico’s 1995 trade surplus, as Mexico posted deficits vis-a-vis
Europe and Asia. Moreover, the large overall trade deficit Mexico still registered in 1994, the first NAFTA
year, was not the result of Mexico’s trade with the United States or Canada, but its trade predominantly with
Asian countries and the EU.

On the other hand, data also show that Mexico’s post-crisis emphasis on exports, and its curtailment
of imports, was somewhat restrained by NAFTA commitments. The U.S. share in Mexico’s total 1994
exports was 84.9 percent, but this share declined both in 1995 and 1996, and Canada’s share also declined in
1996, as Mexico diversified its exports to third-country markets (table 3-3). At the same time, the U.S. share
in Mexico’s imports increased considerably, from 69.0 percent in 1994 to 74.4 percent in 1995 and 75.5
percent in 1996, as Mexico shifted its sourcing to its NAFTA neighbor. Canada’s share in Mexican imports
dropped slightly in 1996.

The tabulation below shows year-over-year percentage changes of total Mexican foreign trade since
the peso crisis and trade by selected trading partners:®’

57 Source: INEGI and the Bank of Mexico.
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1994 to 1995 1995 to 1996
Exports Imports ~ Exports Imports

Mexico’s total foreigntrade ............... 30.5 -8.8 20.7 235
Mexico’s trade with North America ......... 29.0 2.1 212 254
Europe ........ ..., 345 255 04 152
Asia ... 312 225 312 165

The North American market thus received comparatively less than third-country markets from
surging Mexican exports in the second NAFTA year. In the third NAFTA year, the growth of Mexican
exports to Asia was fastest, but was negligible to Europe. By the same token, North American exporters
were less affected by shrinking Mexican imports in 1995 and profited more from resurging imports in 1996
than have European and Asian exporters. For example, as noted in the previous chapter, NAFTA’s tariff
provisions protected U.S. exporters from Mexico’s decision in 1995 to raise tariffs from 20 to 35 percent on
textiles, apparel, and footwear articles imported from countries with which Mexico did not have free trade
agreements.

Thus, Mexico did not turn around its trade balance at the expense of NAFTA partners. On the
contrary, in percentage terms, the reversal of Mexico’s trade balance from a large deficit to a considerable
surplus generally affected Mexico’s NAFTA partners less adversely than it has third countries.

U.S. Trade with Mexico

U.S. trade with Mexico increased vigorously throughout the 1989-96 period (figure 3-15). NAFTA
further boosted U.S.-Mexico trade in both directions, first, through the expectation of such an accord, then
through the lowered tariffs and removal of other trade barriers in its implementation. According to official
U.S. statistics, two-way trade reached a record $97.7 billion in 1994. It continued to rise to $105.7 billion in
1995 (due this time solely to the continued surge of U.S. imports from Mexico), and reached an
unprecedented $128.9 billion in 1996. Mexico continued to rank as the third-largest U.S. trading partner,
after Canada and Japan, in both U.S. exports and imports.

The U.S. trade balance with Mexico began deteriorating even before NAFTA and the peso crisis,

reversing a peak U.S. surplus of $5.7 billion in 1992 to a $17.7 billion U.S. deficit by 1995. In 1996, the
U.S. trade deficit widened to $19.5 billion, showing a slowdown in the rate of deterioration for the U.S. side.
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Figure 3-15

U.S. trade with Mexico: Exports, imports, and trade balance, 1989-96
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Exports $27.5 $32.3 $39.6 $40.3 $49.1 $44.9 $54.7
Imports |__| $26.6 $29.5 $30.4 $33.9 $38.7 $48.6 $61.7 $74.
Balance A\ -$2.4 -$2.0 $1.8 $5.7 $1.6 $0. -$16.8 -$19.5

Source: Compiled from official statistics of the U.S. Department of Commerce.
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U.S. Exports

U.S. merchandise exports to Mexico increased to a record $54.7 billion in 1996. The 21.8 percent
increase of this trade flow in the third NAFTA year contrasts sharply with its 8.7 percent decline in 1995.
Exports to Mexico in 1996 rebounded in all major Standard Industrial Trade Classification (SITC) product
categories from their unusually low 1995 levels (table 3-4).

Machinery and transport equipment was the largest export category, since Mexican producers
continued to depend on the capital goods included in this U.S. industry sector. These exports, with motor
vehicle parts, electrical products equipment and electronic components being the predominant items in the
group, surged by 20.5 percent in 1996, and accounted for 45.8 percent of total U.S. exports to Mexico.

U.S. Imports

In 1996, U.S. merchandise imports from Mexico grew by 20.2 percent (figure 3-15) to $74.2 billion .
Mexico’s share of the U.S. import market rose from 6.7 percent in the pre-NAFTA year of 1993 t0 9.3
percent in 1996. As on the U.S. export side, machinery and transport items were the dominant SITC
category, accounting for 54.8 percent of the total. U.S. imports from Mexico entering under NAFTA
provisions constituted an increasing share of the total in each NAFTA year: 63.7 percent in 1994, 71.2
percent in 1995, and 74.2 percent in 1996 (table 3-5).

In 1996, Mexico became the world’s largest clothing exporter to the United States by volume,
displacing Asian countries. Shared production, i.e., apparel sewn in Mexico from U.S. made and cut fabric
and returned to the United States, predominates in U.S. apparel imports from Mexico.

Production Sharing Trade

Close geographic proximity permits inter-country specialization within industrial sectors. Production
sharing or the use of assembly plants in Mexico by U.S. firms has been booming for years. Much of U.S.-
Mexican production sharing takes place within the sectors producing motor vehicles, auto parts, electronic
products (especially televisions), and apparel. Processing U.S. materials or assembling U.S. components in
Mexico assists many U.S. producers of labor-intensive articles in competition with imports from Asia; at the
same time it benefits Mexico by creating jobs, and transferring U.S. managerial and technological know-how
to Mexican establishments.

Most assembly plants in Mexico that process components imported in bond for export markets
operate under the Maquiladora Program, which was initially called the Border Industrialization Program when
it began in 1965. The Maquiladora Program permits imports of components, raw material, containers,
packing material, fuel, lubricants, spare parts, equipment, and machinery into Mexico without requiring
payment of import duties or the value-added tax, provided those imports are used to produce goods for
export. Over 90 percent of the parts and materials for use in the maquiladora industry originate in the United
States; the maquilas obtain only an estimated 2 percent of their supplies from domestic sources in Mexico.
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Prior to the implementation of NAFTA, goods assembled in the maquiladora industry accounted for
over 70 percent of Mexico’s exports of manufactured goods to the United States. U.S. exports to production-
sharing operations in Mexico continued to grow in the NAFTA period undetered by the peso crisis, because
these operations, as before, depended on sales to the U.S. market and were not affected by demand in Mexico.
Exports of U.S. components and materials to companies that continued to make use of the production sharing
tariff provisions of HTS 9802 when re-exporting assembled goods to the United states continued to gain
significance after the peso crisis, accounting for 23.6 percent of overall U.S. exports to Mexico in the first
NAFTA year, 28.6 percent in the second, and 28.1 percent in the third (table 3-5). It is estimated that
maquiladora exports to the United States entering under NAFTA, but not also claiming eligibility and HTS
9802, amounted to at least $10 billion in 1996.% ‘

Products resulting from production sharing often re-enter the United States under chapter 98 of the
Harmonized Tariff Schedule (HTS).* Because these imports must pay duties only on the value added in
Mexico under these provisions, while the U.S. inputs return free of duty, the overall effective rate of U.S. duty

- for eligible goods is reduced.”” Many imports from the maquiladora industry also qualify for and enter at
NAFTA rates, further lowering the tariff burden.” The value of U.S. components returned after further
processing or assembly in Mexico accounted for 55 percent of the total value of U.S. imports under the
production-sharing provisions of chapter 98 in 1996. As a result, U.S.-origin components in imports under
HTS 9802 accounted for 21 percent of the value of all U.S. imports from Mexico. HTS heading 9802.00.90
permits duty-free entry of apparel from Mexico that is sewn entirely from U.S.-formed-and-cut fabric
components, and many U.S. apparel companies have established sewing operations in that country, bringing
the number of textile and apparel maquilas to 636 by 1996. The majority of these firms have shifted
production from Asia, where Asian fabric was typically employed, and to a lesser extent from the Caribbean
Basin, thereby boosting U.S. textile mill exports to Mexico.

NAFTA contributed to the increased use of U.S. components in foreign assembly operations.
Several Asian companies responded to NAFTA rules-of-origin requirements by accelerating the movement of
the assembly of electronic products from Asia to Mexico and changing the sourcing of components from Asia
to the United States.”

U.S. imports of jointly produced products from Mexico under production sharing HTS provisions
that entered under HTS 9802 increased sharply during the NAFTA years,from $19.0 billion in the pre-
NAFTA year of 1993 to $25.0 billion in 1995 and to $27.9 billion in 1996. This trend reflected the growing
price-competitiveness of production-sharing operations in Mexico, caused by the cheaper peso and by
NAFTA provisions that allowed duty-free entry of Mexican apparel sewn from U.S. fabric.

% See U.S. International Trade Commission, Production Sharing: Use of Components and Materials in Foreign
Assembly Operations, 1992-1995, USITC publication 3032, Apr. 1997, pp. 1-6, 2-3.

€ Many imports from production sharing operations, however, do not enter under HTS 98, thus HTS 98 data
understate actual imports from production sharing operations.

" Duty-free treatment for the value of U.S.-made components contained in U.S. imports from the maquiladora industry
and duty-free treatment for GSP-eligible imports from Mexico combined to make the trade-weighted effective rate of
duty on U.S. imports from Mexico 2.07 percent in 1993.

" The trade-weighted effective rate of duty on U.S. imports from Mexico fell to 0.65 percent in 1996.

72 See also U.S. International Trade Commission, Production Sharing: Use of U.S. Components and Materials in
Foreign Assembly Operations, 1992-1995, publication 3032, Apr. 1997, ch. 4.
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Although boosting the scope of U.S.-Mexican production sharing, NAFTA functioned at the same
time as an instrument of phasing out the maquiladora program as it is known presently, and integrating this
sector into the Mexican economy. While maquilas were conceived originally as producing for exports only,
NAFTA provisions™ had the effect of modifying Mexico’s maquiladora legislation to gradually increase the
amount of a maquila’s production that may be sold to the Mexican market. Maquilas are granted full access
to the domestic market by January 1, 2001. That is the same date by which “duty drawback” for Mexico’s
trade with the United States and Canada would also be phased out under NAFTA provisions.” For example,
goods likely to be imported into the United States from Mexico under the production-sharing tariff provisions
that have longer duty phaseout periods, or that do not contain sufficient North American content to meet
NAFTA rules of origin, would become dutiable after January 1,2001. Similarly, Mexican tariff preferences
for the maquilas on still dutiable imported products would end on that date.

Although the maquiladora program will formally end, and maquilas will operate in the same manner
as any other Mexican firm by 2001, the sector will continue to play a significant role in both the U.S. and
Mexican economies because the complementarity of the U.S. and Mexican economies will sustain the
incentives for production sharing. The ending of Mexican tariff preferences for the maquilas will be of little
consequence because, by that date, tariffs on most imports from the United States and Canada would be
reduced to zero under NAFTA.

U.S. Foreign Direct Investment in Mexico

While U.S. foreign direct investment (FDI) in Mexico has increased in recent years, there are
important conceptual problems to be addressed in attributing any particular portion of this increase to
NAFTA. Direct investment, like merchandise trade, was heavily influenced by a number of macroeconomic
factors which operate independently of trade liberalization agreements. The rate of growth and stability of
the Mexican economy affected the attractiveness of Mexico as an investment location, as did relative wages
in the United States and Mexico. The behavior of the Mexican peso played a role, as did investors’
expectations of its future behavior. In particular, the extent to which potential investors in Mexico prior to
the December 1994 devaluation perceived the strong peso to be a sign of underlying strength in the Mexican
economy or, alternately, understood that the currency was overvalued and anticipated a sharp devaluation,
remains unclear. '

Many of the influences on U.S. FDI in Mexico are similar to the factors which influence domestic
investment; for example, such investment becomes more or less attractive as equipment prices fall or rise
relative to prices of other goods. Since U.S. direct investment in Mexico is financed primarily in U.S. capital
markets, the rate of interest also plays a role. Attributing any particular changes in U.S. FDI flows to
Mexico to NAFTA requires that a reasonable attempt be made to control both for those macroeconomic
factors affecting investment in general and those impinging particularly on U.S.-Mexican bilateral flows.

Moreover, while NAFTA contains important investment-related provisions which broaden the degree
of protection for U.S. investments in Mexico, the Mexican government itself undertook major unilateral
reforms in its policies toward foreign direct investment in the immediate pre-NAFTA years, which contrasted
markedly with Mexico’s earlier inward-looking policies. Mexico significantly broadened the list of sectors of

3NAFTA, Annex I for Mexico, p. I-M-34.
4Under “drawback,” duties on imported components used in the manufacture of products that are eventually exported
can be either waived or rebated.
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the Mexican economy eligible for FDI and loosened government oversight of FDI in other sectors. These
unilateral reforms are of at least equal importance to NAFTA reforms, which express and “lock in” many of
the unilateral reforms in terms of international commitments. The presence of unilateral reforms makes
assessment of investment trends in the pre-NAFTA period particularly problematic. While some increases in
FDI in the immediate pre-NAFTA years may have been made in anticipation of NAFTA’s passage, others
would have taken place as a result of the unilateral reforms alone.

Summary data on foreign direct investment in Mexico, from both the world and the United States, is
presented in figure 3-16. Appendix Tables C-8 through C-16 provide detailed information on U.S. foreign
direct investment in Mexico by major economic sector, including stocks and flows, method of financing,
income, sales, exports and imports. U.S. capital outflows to Mexico were erratic during the debt crisis years
of the early 1980s, showing occasional reversals during years of net repatriation (1983 and 1986). Nominal
capital outflows quadrupled from $393 million in 1987 to $1.7 billion in 1989, when major investment
reforms were instituted. Capital flows increased steadily but more slowly thereafter. This increase was
interrupted in 1992, when U.S. FDI capital outflows to Mexico dropped to $1.3 billion, less than half the
1991 level, recovering quickly to trend in 1993. This drop may be partly attributable to business uncertainty
regarding NAFTA ratification during the 1992 election year. :

The immediate pre-NAFTA period saw favorable macroeconomic conditions for U.S. investment in
general and investment in Mexico in particular. These conditions account to some extent for the increases in
U.S. FDI in Mexico prior to 1994. U.S. interest rates fell steadily, with Moody’s Aaa corporate bond rate
declining from an annual average rate of 9.71 percent in 1988 to 7.22 percent in 1993, remaining between 7
and 8 percent during 1994-95. 7 This reduced the cost of capital for U.S. investments in Mexico, as these
investments were financed largely in U.S. capital markets. Of considerable importance to investors,
Mexico’s macroeconomic stability increased as well. Inflation at the producer level fell from 136 percent in
1987 to 16 percent in 1989, rose to 23 percent the following year, then steadily declined to under 7 percent in
1994. Following the devaluation, Mexico posted a 39-percent inflation rate in 1995.7

In 1994, the first year of NAFTA implementation, U.S. FDI capital outflows to Mexico reached a
record level of $3.3 billion. This amounts to a healthy, but not spectacular, 15 percent compounded

75 Taken from Council of Economic Advisors, Economic Report of the President, Feb. 1997.
76 Calculated from annual values of the Mexican wholesale price index, as reported in World Bank, STARS #95
(Socioeconomic Time-Series Access and Retrieval System), on CD-ROM.
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Figure 3-16
Foreign direct investment in Mexico: Inflows from World and the United States, 1980-95
Billion dollars
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nominal increase from time of the 1989 reforms to the first implementation of NAFTA. By comparison,
capital outflows diminished somewhat in the wake of the peso crisis, falling in 1995 to $2.1 billion.

Tables C-16 and C-17 document the significant extent to which U.S. trade with Mexico is intrafirm
trade. For 1994, the most recent year for which data are available, U.S. exports to U.S. affiliates in Mexico
amounted to approximately $16.2 billion, while U.S. imports from U.S. affiliates in Mexico were
approximately $16.4 billion. These figures amount to approximately 33 percent of all U.S. exports to
Mexico and 34 percent of all U.S. imports from Mexico. The vast bulk of U.S. trade with U.S. affiliates in
Mexico is intrafirm trade, i.e., trade between U.S. parents and affiliates. U.S. trade with U.S. affiliates in
Mexico has traditionally been in near-balance despite fluctuations in the aggregate bilateral balance, largely
because of the historical operation of the Maquiladora Program (see the section on Production Sharing, -
above).

While U.S. FDI in Mexico increased both prior to and subsequent to NAFTA, U.S. direct
investments in other parts of the world increased more rapidly. Thus, there is no particular evidence that U.S.
FDI in Mexico was withdrawn from other markets because of superior Mexican investment opportunities.
Table 3-6 contains the relevant data. During 1989-94, U.S. FDI in Canada and in the Asia/Pacific region
grew at significantly higher rates than U.S. FDI in Mexico. During 1995, a large-scale surge in total U.S.
direct investment abroad ended up primarily in Europe, the historical host region for most U.S. FDI, but
coincided with the peso crisis and a decline in U.S. FDI to Mexico.

Table 3-6 also illustrates that U.S. FDI flows to Mexico during the NAFTA years were small relative
to total U.S. gross private domestic fixed investment, amounting to approximately 0.2 to 0.3 percent of total
U.S. investment. Thus, any fluctuations in U.S. FDI in Mexico (whether or not attributable to NAFTA) can
have had only a minimal impact on aggregate U.S. investment. To the extent that U.S. real wage increases
are driven by U.S. capital investment and increasing education and skills of workers, the influence of U.S.
FDI in Mexico on U.S. real wages, in the aggregate, is correspondingly minimal.
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Table 3-6
Growth of U.S. direct investment capital outflows, by region

1989 1994 1995 1989-94 1994-95
----------- Millions of dollars------------ --Annualized pct. change---
World ........... 37,604 53,028 93,406 7.1 76.1
Mexico ....... 1,652 3,327 2,113 15.0 -36.5
Canada ....... 1,268 6,287 7,787 31.0 235
Europe ........ 23,679 20,050 52,828 -3.3 163.5
Other Latin America/ :
W. Hemis-
phere....... 7,442 11,470 12,501 9.0 9.0
Asia/Pacific . . . . 4,375 11,143 16,001 20.6 43.6
Other' ........ -811 656 2,194 ® 2345
U.S. gross private
domestic fixed
investment .. ... 797,500 954,900 1,028,200 34 7.8
FDI in Mexico . ...
from the
world ........ 2,785 10,972 6,963 31.6 -36.5

! Includes Africa and the Middle East.
2 Cannot be calculated. '

Source: U.S. Department of Commerce, Bureau of Economic Analysis, International Investment Division:
Balance of Payments and Direct Investment Position Estimates, on disk; International Monetary Fund,
International Investment Statistics.

Third-Country FDI Flows to Mexico

According to International Monetary Fund data, worldwide FDI in Mexico grew sharply in the post-
NAFTA period (see figure 3-16). Mexican direct investment inflows from all sources were measured at rates
of $2 billion-$3 billion annually in each of the years 1988-1990, jumped to $4 billion-$5 billion annually
during the years 1991-1993, then more than doubled to $11.0 billion in the first year of NAFTA, 1994.
Although worldwide FDI in Mexico fell subsequent to the peso crisis, to $7.0 billion in 1995, this level was
still substantially in excess of historical levels. Thus the raw data show substantially more rapid growth in
worldwide FDI to Mexico than in U.S. FDI to Mexico.

Data from Secretary of Commerce and Industrial Development (SECOFI) (Mexico’s Ministry of
Commerce and Industry) indicate that as of 1996, 60 percent of Mexico’s cumulative direct investment had
come from the United States, 21 percent from Europe, 5 percent from Japan, 2 percent from Canada, and 10
percent from other sources. For the 30 months from January 1994 through June 1996, the United States
accounted for 51.9 percent of new inflows of FDI to Mexico. At least 15.9 percent of new FDI inflows were
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from Europe (the Netherlands, 7.2 percent; Germany, 4.6 percent; the United Kingdom, 4.1 percent), 4.4
percent from Japan, 7.0 percent from Canada, 8.3 percent from India, 2.0 percent from Korea, and 10.0
percent from other sources.

Economic Policy

By the time NAFTA concept began to take shape in the early nineties, Mexico had made significant
progress in deregulating, privatizing, and opening up its economy for foreign trade and investment. Thus
NAFTA was to complete a process of trade liberalization that had been under way in Mexico since the mid-
1980s.”” NAFTA addressed a wide range of topics.”® Among the more significant changes made by
Mexico since NAFTA’s inception are removal of certain foreign investment restrictions still mandated by
Mexico’s laws and permitted under NAFTA; continuation of the country’s privatization program; and
strengthening of intellectual property rights (IPR) protection through additional legislation, better
implementation, and updated customs practices.

Foreign Investment Policy”

The legal framework for foreign investment in Mexico changed significantly with the country’s
Foreign Investment Law (FIL), enacted on December 27, 1993, in response to Mexico’s commitments
under NAFTA, which opened up further branches of economic activities to foreign direct investment (FDI).
The FIL replaced the "Law to Promote Mexican Investment and Regulate Foreign Investment" of 1973,
which was generally considered hostile to foreign capital. The new investment law consolidated several
earlier regulations that had gradually eased the rigor of the earlier law, and provided for unilateral
liberalization of foreign investment during the pre-NAFTA years.

Under the new law, foreign investment is permitted in any sector, unless it is specifically mentioned
as being subject to restrictions. These may range from outright prohibition or ceilings on equity participation.
In accordance with Mexico’s Constitution, the FIL continued to reserve “strategic” economic activities to
the State, notably oil and gas exploration and production, and the transmission of electric power; industries
such as forestry exploitation, and domestic air and maritime transportation were reserved for Mexican
nationals. NAFTA respected Mexico’s constitutional reservations.

NAFTA provisions implemented by Mexico assured both national treatment and most-favored-
nation (MFN) treatment for investors from partner countries in setting up operations or acquiring firms in the
NAFTA area.®® They removed such barriers to partner-owned operations as export performance
requirements, capital controls, and mandatory domestic content percentages; and allowed investors from
NAFTA partners to freely transfer hard currency for profit and capital repatriation.

77 For a detailed discussion of Mexico’s unilateral trade liberalization measures, see U.S. International Trade
Commission, Review of Trade and Investment Liberalization Measures by Mexico and Prospects for Future United
States-Mexican Relations, Apr. 1990, USITC publication 2275.

"8 See ch. 2 for details.

" This section is based in part on U.S. Department of State telegram No. 14492, “1996 Trade Act Report: Mexico,”
prepared by U.S. Embassy, Mexico City, Nov. 18, 1996, and U.S. Embassy, Mexico, “Foreign Investment Report,
1996-97, Oct. 1996.

80 "National treatment” means treatment as favorable as that of domestic firms, and “most-favored-nation treatment”
means treatment as favorable as that of third-country investors.
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After NAFTA’s implementation, the FIL was followed by other laws and regulations relating to
foreign investment in Mexico. These changes further liberalized Mexico’s investment policies. Under
NAFTA, these subsequent liberalizations cannot now be reversed.®! A constitutional amendment of
December 31, 1994, reduced the scope of the originally reserved areas, allowing foreign investment in
railroads, telecommunications, and satellite transmission.®> Mexico’s quest for foreign capital--especially
after the peso crisis, which tempered investors’ interest in the country--resulted in several new provisions
during 1995 that went beyond commitments under NAFTA. On May 12, 1995, the Federal Gazette
published the “Regulatory Law of the Railroad Services,” which opens for 50 years foreign participation in
concessionary enterprises of up to 49 percent in capital stock. In November 1995, the GOM allowed that the
airport network’s 50-year management concessions should be auctioned off to private investors, including
foreigners.

On June 7, 1995, the Federal Gazette published a “Federal Telecommunications Law” that
permitted foreign participation in the satellite communications sector up to 49 percent of capital stock, as was
applicable in communications overall. (The FIL and NAFTA had originally reserved satellite communication
to the State.) This law also permits foreign participation up to 100 percent of capital for communication by
cellular phone, subject to approval by the National Foreign Investment Commission.®* On August 10, 1996,
in a step consistent with NAFTA telecommunications provisions, the Gazette announced the establishment of
Mexico’s Telecommunications’ Commission, an agency with a mandate similar to that of the Federal
Communications Commission (FCC) in the United States. The same law ended the monopoly of Mexico’s
national telephone company (TELMEX) on commercial long-distance telecommunications services. U.S.
companies responded by beginning to compete, in partnership with Mexican firms, for Mexican long-distance
subscribers.®

In 1996, the United States cited Mexico for not complying with its NAFTA telecommunications
standards under chapter 13 of NAFTA, which requires that Mexico have in place by January 1995 NAFTA-
consistent telecom terminal attachment equipment standards as well as procedures to accept telecom test data.
These issues have been the subject of ongoing bilateral consultations between the U.S. and Mexican
Governments, resulting in an agreement to a NAFTA-consistent set of terminal attachment standards at the
February 12, 1997, meeting of the NAFTA Telecommunications Standards Subcommittee (TSSC).¥* A
resolution of U.S. concerns related to test acceptance was announced on May 20.%¢ The principal remaining
restriction in the Mexican telecommunications sector is the 49-percent equity limit for foreign investment in
basic telecommunications services, which are excluded from most NAFTA obligations. Although basic
telecommunications is not covered by NAFTA, Mexico did participate in the WTO Agreement on Basic
Telecommunications Services (see ch. 2 for details). NAFTA provides a further opportunity for liberalization
in this sector, stating at Art. 1309 that the Parties shall consult regarding the feasibility of further liberalizing
trade in all telecommunications services, including basic services.

8 NAFTA Art. 1108.

827.S. Department of State telegram No. 14492, “1996 Trade Act Report: Mexico,” prepared by U.S. Embassy,
Mexico City, Nov. 18, 1996, p. 6. See also the next section on “Privatization.”

8 The National Foreign Investment Commission, chaired by the Secretary of Commerce and Industrial Development
(SECOFI) makes major decisions on foreign investment in Mexico.

8 United States Trade Representative, 1997 National Trade Estimate Report on Foreign Trade Barriers, p. 265.

85 United States Trade Representative, 1997 National Trade Estimate Report on Foreign Trade Barriers, p. 265

8 USTR, USTR Announces Agreement Between the United States and Mexico on Exchange of Product Safety Test
Duty for Telecommunications Equipment, Press Release 97-46, May 20, 1997.
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An amendment to the FIL published on May 11, 1995, allows private investment (both national and
foreign) in transportation, distribution, and storage of natural gas. Implementing regulations followed on
November 8, 1995. Originally, the Constitution and the FIL reserved these activities, as part of the
“strategic” petroleum and other hydrocarbons sector, to the Mexican State; NAFTA respected those
reservations.

As provided to in NAFTA Art. 1409 and Annex VII (A), foreign financial institutions from member
nations are restricted to holding a specified percentage of capital assets in Mexico’s financial system. Mexico
committed in Annex VII (B) to increase those limits over time in accordance with the amount of assets in the
financial system. The limits, published semiannually, take effect the day following publication. The last
liberalization of individual and aggregate capital limits applicable to U.S. and Canadian financial institutions
operating in Mexico was announced on May 15, 1997.

On February 15, 1995, Mexico amended its “Law to Regulate Financial Corporations,” its “Credit
Institutions Law,” and its “Stock Exchange Law,” broadening the scope of activities for foreign investors in
the area of banking and financial services in order to ameliorate the effects of the peso crisis. The new rules
allowed partner banks to acquire up to 100 percent ownership in existing banks that have less than 6 percent
of the total capital in the banking system (this effectively excludes, however, Mexico’s 3 largest banks).
Collectively, NAFTA-partner investors may now own up to 49 percent of a bank, brokerage house, or
financial group--up from the 30 percent required by NAFTA.

With the implementation of NAFTA, U.S. and Canadian insurers that had joint ventures in Mexico
were allowed to increase their ownership share from 30 percent in 1994 to 51 percent in 1996, and to 100
percent by the year 2000. U.S. and Canadian insurers were also permitted to establish wholly owned
subsidiaries in Mexico, subject to aggregate market share limits, which will be eliminated in 2000. Given
these NAFTA preferences to be enjoyed in Mexico by investors from partner countries, some third-country
firms entered the Mexican market through affiliates of U.S. or Canadian subsidiaries.

The General Office of Foreign Investment, operating under the SECOFI, is assigned to register and
monitor foreign direct investment in Mexico. On June 12, 1996, the Federal Gazette announced that this
office will also act as a clearinghouse for NAFTA-related complaints on investment regulations or the
implementation of NAFTA'’s chapter 11, which deals with investment.

While Mexico is actively seeking foreign investment in most sectors of the economy, and has
undertaken additional liberalization since NAFTA’s inception, it continues to exclude foreign investors
(including those from NAFTA partners) from owning assets in other important sectors, including oil and gas
distribution and retailing, selected educational services, newspapers and agricultural land.®’

Mexico’s liberal reforms boosted FDI inflows in 1985-1987. The prospect of Mexico’s partnership
in a NAFTA apparently gave a new impetus to these inflows in 1990. In 1993 and 1994, as NAFTA became
a reality, FDI in Mexico surged from the United States, was joined in 1994 from third countries at an even
higher rate, and reached an all-time high. However, the peso’s collapse caused investors to lose interest in
1995 and 1996. Despite recent signs of revived activity, FDI inflows are reportedly far below pre-
devaluation levels.®®

¥ United States Trade Representative, 1997 National Trade Estimate Report on Foreign Trade Barriers, p. 266.
# Rick Wills, "International Investments Slowly Leaving Mexico,” El Financiero, Jan. 13-19, 1997, p. 21.
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Privatization

The GOM has privatized or eliminated more than 1,000 parastatal® companies and organizations
since 1986, when the process of privatization began in earnest.* Privatizations (or “de-monopolization,” as
the process is sometimes called)® during the administrations of de la Madrid and Salinas included
commercial banks, the telephone company, a television network, airlines, steel mills, mining companies,
several major industrial facilities, and the banking system.*? A Federal Economic Competition Law was
enacted in 1993 to restrict monopolistic power and other practices of unfair competition in the newly-
expanding private sector. Foreign investors have been invited to participate in Mexico’s privatization
process in the same way as they have been encouraged to use many other avenues of direct investment.

Some measures liberalizing foreign investment referred to above took place in the context of
privatization. The Zedillo administration initially broadened the previous administration’s privatization
program, specifying concessions awarded by the national railroad, port facilities, the generation of electricity,
and some portions of PEMEX, Mexico’s state monopoly for petroleum-related activities, as major areas of
implementation.”® The May 1995 amendment to the FIL, for example, which opened up several opportunities
for foreign investment, legalized the privatization of the national railroad system. Similarly, the June 1995
telecommunications law, which opened of up satellite communication to foreign participation up to 49
percent and privatized TELMEX for long-distance communication, was an act of privatization. Nonetheless,
progress of privatization during the Zedillo administration has been slow. For example, only one small
concession has been awarded thus far in the area of distribution, transmission, and storage of natural gas.**
The Communications and Transportation Ministry (SCT) has decided to reduce the number of airports to be
auctioned off from the originally-scheduled 58 to 35, and the pace in auctioning off railroad concessions has
been slow.”

Most notable is a weakening in the Government’s resolve to privatize the petrochemical industry.
PEMEX has been preparing since 1992 to privatize its secondary petrochemical plants,* in quest of foreign
funds and technology. Initially, President Zedillo had made the sale of some 61 petrochemical facilities an
important component of his privatization program.”’ From the outset, however, petrochemical privatization
faced resistance from domestic political forces, which considered Mexico’s entire petroleum industry--

8 Organizations with some degree of government ownership and control are generally referred to as “parastatal”
organizations.

% Some divestment of the public sector began to take place already following the nationalization of Mexico’s banking
system in 1982.

1U.S. Department of State telegram No. 258771, “National Trade Estimate Report--Mexico,” prepared by
Department of State, Washington D.C., Dec. 20, 1996.

52U.S. Department of State telegram No. 14492, “1996 Trade Act Report: Mexico, ”prepared by U.S. Embassy,
Mexico City, Nov. 18, 1996, p. 4. ‘

%3 OECD, “Trade Liberalisation Policies in Mexico,” 1996, p. 50.

%4 David Shields, “Privatization Tribulations,” E! Financiero, Feb. 17-23, 1997.

95 Nick Wilson, “Fewer Airports Will be for Sale,” E! Financiero, Dec. 9-15, 1996.

% The distinction of basic petrochemicals versus secondary petrochemicals is used to devide Mexico’s petrochemical
products into those reserved for state production (basic) and those open to private production (secondary.)

97 President Zedillio’s announcement in March 1995, at the 57th anniversary of the nationalization of the Mexican oil
industry, that the State petrochemical industry will be put up for sale.
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including all petrochemicals--as national patrimony, which should remain state-owned.® PEMEX unions,
which feared massive layoffs from privatization, were a vocal source of opposition.

Apparently in response to these forces, in March 1996 Mexico announced its intention to use a
NAFTA provision that allows it to limit the initial offering of the PEMEX secondary petrochemical assets to
private industry. On October 13, 1996, Mexico’s energy minister stated that the original plans of privatizing
secondary petrochemical plants will be scaled down,and that legislation will be introduced to limit private
sector investment in secondary petrochemicals to no more than 49 percent, with PEMEX retaining the
majority share.

Protection of Intellectual Property Rights®

In the period before and since NAFTA’s implementation, the GOM responded to U.S. concerns
about IPR violations in Mexico with the following pieces of legislation: the Industrial Property Act of 1991,
which significantly improved patent and trademark protection;'® amendments to this law in 1993 and 1994;
and the Mexican Copyright Act of August 1991'” and amendments thereto. The 1994 amendment to the
Industrial Property Law created the Mexican Institute for Industrial Property (IMPI), with a mandate to
implement Mexico’s patent-related laws. Mexico also joined major international organizations that regulate
the protection of IPR rights.!*

Chapter 17 of NAFTA served as a model for the Trade-related Intellectual Property Rights (TRIPs)
agreement negotiated in the Uruguay Round and incorporated commitments built on existing international
agreements--including the Paris Convention on the protection of industrial property rights and the Rome
Convention on the rights of authors and artists. NAFTA provides for nondiscriminatory national treatment in
IPR protection and requires each party to ensure that effective enforcement procedures are in place and civil
judicial procedures are available to rights’ holders.

Mexico’s legislative activity regarding IPR before and during the NAFTA years has been intense. A
new Customs Law, in force since April 1, 1996, enabled Mexican customs officials for the first time to seize
pirated merchandise. Although enforcement of IPR has been improving in these years, U.S. concemns persist,
especially in protecting copyright of computer software, video recording, and sound recording. For this

%8 According to the Constitution of Mexico and enabling state laws, hydrocarbons are a state domain. Many consider
the definition of hydrocarbons to include petrochemicals.

% This section is based principally on U.S. Department of State telegram No. 14492, “1996 Trade Act Report:
Mexico,” prepared by U.S. Embassy, Mexico City, Nov. 18, 1996, and Christina Moeckel, “Harmonizing Mexico’s
Intellectual Property Rights Regime with That of its NAFTA Partners,” North American Free Trade & Investment
Report, Feb. 15, 1996, pp. 14-15.

1% Mexico’s “Law for the Promotion and Protection of Industrial Property “ of June 26, 1991, covers patents and
trademarks and trade secrets, and replaces the 1976 Law of Inventions and Marks and the 1982 Law on the Transfer of
Technology. Notably, this law extended patent protection from 14 to 20 years from the date of filing; granted trade
marks for 10-year renewable periods; and provided for recovery of damages in case of infringement.

101 The 1991 copyright law includes provisions for increased protection of computer programs against unauthorized
reproduction, and provides for procedures when claiming damages.

102 Notable achievements have been Mexico signing (but not yet ratifying) the UPOV convention and the Patent
Cooperation Treaty and reactivating its Interministerial Commission for the Protection of IPR.
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reason, on April 30, 1996, a bilateral U.S.-Mexican working group was established to help Mexico amend its
laws and improve enforcement.!® The group met three times in 1996.

In a February 1996 submission to United States Trade Representative (USTR), the International
Intellectual Property Alliance (IIPA), an umbrella group for U.S. copyright-based industries, said that
Mexico’s failure to comply with NAFTA’s enforcement obligations cost copyright-based industries more
than $285 million in 1995. The IIPA charged that Mexico does not provide expeditious relief from piracy as
required under article 1714 of NAFTA. In addition, the group said that Mexico has not provided provisional
remedies, injunctive relief, or sufficient criminal penalties for violators, as required under Articles 1715,
1716, and 1717 respectively.'® '

According to a survey conducted by the Business Software Alliance (BSA),'® civil actions against
infringers are found to be time-consuming, costly, and ineffective in Mexico, therefore rarely initiated.'® As
to criminal investigations, one of the problems in the copyright area was the insufficiency of penalties for
violations.!”’

Stiffer penalties for violators were introduced and administrative procedures strengthened in
Mexico’s most recent copyright legislation, based on analysis of U.S. and European laws, and published on
December 24, 1996.!® The new law substantially increases protection of computer programs, textile designs,
and several other types of copyrighted material. Major outstanding questions remain as to the consistency of
the new law with Mexico’s obligations under NAFTA and the WTO Agreement on TRIPs. Particular
concerns include the lack of criminal penalties for sound-recording piracy, the absence of civil remedies, and
the possible decriminalization of end-user piracy.!® Some of these problems were addressed with passage of
technical amendments on April 29, 1997. The United States is currently working with Mexico to address its
remaining concerns. '

Canada

Canada’s membership in NAFTA was more the result of an evolution than a dramatic departure from
the trade policy of either Canada or the United States. The “revolution” took place 7 years prior to the
trilateral agreement--in 1987, when Canada and the United States successfully concluded the U.S.-Canada
Free Trade Agreement (CFTA). The pact became effective on January 1, 1989, and reflected a recognition
by Canada of the importance of trade to the overall Canadian economy, and of the significance of the United
States as the primary trading partner of Canada. The Agreement was fueled by a Canadian desire for greater
transparency and predictability in the bilateral trading relationship with the United States. It was also

193 International Trade Reporter, May 1, 1996.

1%1IPA, “IIPA Names 29 Countries Causing Over $6 Billion in Trade Losses Due to Copyright Piarcy in 1995,” Feb.
20, 1996 and accompanying report to USTR, pp. 19-26.

105 As reported by Christina Moeckel, “Harmonizing Mexico’s Intellectual Property Rights Regime with That of its
NAFTA Partners,” North American Free Trade & Investment Report, Feb. 15, 1996, pp. 14-15.

106 Christina Moeckel, “Harmonizing Mexico’s Intellectual Property Rights Regime with That of its NAFTA
Partners,” North American Free Trade & Investment Report, Feb. 15, 1996, pp. 14-15.

107 Penalties for trademark violations are much steeper than for copyright violations.

108 Rick Wills, "International Investments Slowly Leaving Mexico,” El Financiero, Jan. 13-19, 1997, p. 21.

199 United States Trade Representative, 1997 National Trade Estimate Report on Foreign Trade Barriers, p. 263.

1OUSTR official, telephone interview with U.S. International Trade Commission staff, May 14, 1997.
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bolstered by increased Canadian annoyance at what came to be called “contingency protection”Q-the effect of
U.S. measures, generally antidumping and countervailing duties, on Canadian products, and the impact that
the threat of the imposition of such measures had in inhibiting the sale of Canadian products in the United
States.

The CFTA was viewed therefore, as an explicit attempt on the part of both governments to establish
more discipline in bilateral trade, while at the same time creating institutions that would lessen the tensions
and add to the measured resolution of disputes that inevitably occurred as part of such a large commercial -
relationship. All qualifying trade between the United States and Canada will become free of duty as of
January 1, 1998. At that time, the 10-year period for the staged elimination of all tariff barriers between the
two countries, initiated by the CFTA, will have ended. Canada and the United States are already one
another’s main trading partners, and growth in trade under NAFTA has been significant.

Economy
Table 3-7 summarizes the major macroeconomic data for the Canadian economy during 1994 and

1995 and presents projections for 1996 and 1997. Economic indicators for Canada show that the Canadian
economy performed respectably during the 1994-96 period.

Table 3-7
Key Canadian economic indicators and projections

Acutal Progj
Item 1994 1995 1996 1997
Real GDP growth (percentage change) ... .. 4.1 ' 23 1.4 33
Consumer Price Index (percentage change) . . 0.2 19 15 2.0
Unemploymentrate ..................... 10.4 9.5 9.6 9.4
Current Account Balance; end-of-period
(billiondollars) ....................... -16.2 -8.2 0.0 23
Foreign Exchange Reserves; end-of-period
(milliondollars) ....................... 10,219 12,629 18,028 18,450
Foreign Debt (percentage of GDP) . . ....... 38 34 2.8 23
Avg. Annual Exchange Rate (C$ per US$) .. 1.37 1.37 1.36 1.34
!Actual.

Source: OECD, Economic Outlook, Dec., 1996; IMF, World Economic Outlook, Oct. 1996; IMF,
International Financial Statistics, March 1997; supplemented by data from Statistics Canada.

Canada’s real GDP growth closely tracks that of the United States and was faster than the OECD
average from 1993-1995, but slowed to 1.4 percent in 1996 (figures 3-2 and 3-17). Inflation has been kept
under control (figure 3-18). Unemployment--a particularly difficult problem in Canada--has decreased
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Figure 3-17
Real GDP growth, for Canada, 1980-96
Percentage ’
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Source: OECD, Economic Outlook, Dec. 1996.

Figure 3-18
Inflation rate (change in consumer prices) for Canada, 1980-96
Percentage
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Source: OECD, Econbmic Outlook, Dec. 1996.
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(figure 3-19). The level of public debt has also diminished significantly, as has the ratio of debt to GDP. The
Federal deficit decreased by C$8.9 billion through the third quarter of fiscal year 1996, an annual decline of 12.7
percent.!’! The targets of lowering the deficit to GDP ratio to 3 percent in fiscal year 1996/97and 2 percent in
fiscal year 1997/98 appear achievable.'? Most of the improvement has been due to a 4.2-percent drop in current
Government expenditures on goods and services over the period.!?

An ongoing difficult area has been the persistently high level of unemployment. Cutbacks in the public
sector, which accounts for 15 percent of Canada’s total employment, have had an adverse effect on the overall
employment level.''* However, it appears that recent management of the employment problem is producing
positive results. OECD projections for most of the macroeconomic indicators are quite favorable.!®

The Canadian dollar was stable during the 1994-96 period, closing 1996 at 1.370 (C$ per U.S.$), a
decline of 0.003 from the previous year.!’® The Canadian dollar depreciated by 5.6 percent from 1993 to 1994,
but has remained within a very narrow band since then.

Foreign Trade

A large proportion of Canada’s GDP is directly tied to export performance. A recent report on
Canadian trade policy states that “the share of exports of Canadian GDP has steadily increased from 24 percent
in 1991 to 37 percent in 1995.”"!" There have been reports of exports accounting for as much as 43 percent of
Canadian GDP."®

From 1994-96, overall Canadian exports grew by 24.6 percent and imports by 13.5 percent (table 3-8).
The higher rate of export growth caused Canada’s total trade surplus to increase to $29.0 billion in 1996, almost
triple the 1994 surplus of $9.8 billion.!”* Canada’s current account balance improved by 2.8 percent over the
same period (figure 3-20).

The United States accounted for some 75 percent of Canada’s total trade in 1996. Exports to the United
States accounted for 79 percent of Canada’s total exports in 1996, down slightly from the 83 percent they
represented in 1994. The U.S. share of Canada’s total imports rose over the 1994-96 period, reaching 68
percent in 1996. Canada’s other major trading partners, the EU and Japan, together accounted for less than 15
percent of Canada’s trade.

N1 Statistics Canada, Canadian Dimensions, Economic Indicators.

12 Canadian Embassy, Canada Quarterly, Oct. 1996, vol. 4, No. 4.

113 Statistics Canada, CANSIM matrix 6840.

N4 1bid.

115 OECD, Economic Outlook, Dec. 1996.

116 Statistics Canada, Canadian Dimensions, Economic Indicators.

17WTO, Trade Policy Review, Canada: Report by the Government, WT/TPR/G/22, Oct. 15, 1996, p. 2.
18 Wall Street Journal, “Canada Sees Exports As Path to Prosperity,” Oct. 21, 1996, p. Al.

119 Statistics Canada, Canadian International Merchandise Trade - cat. 65-001, Dec. 1995.
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Figure 3-19
Unemployment rate, for Canada, 1980-96

Percentage
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Source: OECD, Economic Outlook, Dec. 1996.

Figure 3-20
Current account balance as a percentage of GDP, Canada, 1980-96

Percentage
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Source: OECD, Economic Outlook, Dec. 1996.
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Table 3-8
Canada’s overall foreign trade and the U.S. and Mexican share

Actual ‘ Projected
Item 1994 1995 1996 1997
Exports (billion dollars) . ........ 161.3 190.2 201.0 221.0
U.S. share (percentage) ......... 83 80 79 na.
Mexico’s share (percentage) . . . . .. neg. neg. neg. n.a.
Imports (billion dollars) . ........ 1515 163.3 172.0 188.0
U.S. share (percentage) . .. ....... 66 67 68 na.
Mexico’s share (percentage) . . . . .. 2 3 | 3 n.a.
Trade balance (billion dollars) . . ..9.82 26.9 29.0 33.0

Source: Data are official Canadian trade statistics.

Trade with the United States

The positive impact of NAFTA on Canada’s imports and exports was different in degree. Overall, U.S.
exports to Canada increased 29.6 percent from 1993 to 1996. U.S. imports from Canada, which already .
exceeded U.S. exports in 1993, increased by 41.4 percent over the same period. The U.S.-Canada trade deficit
has widened in each year of the current U.S. economic expansion (figure 3-21).

U.S. exports rose by 12.8 percent during 1994 and 9.3 percent in 1995. The declining rate of growth
continued during 1996, when U.S. exports increased by 5.1 percent. The machinery and transport equipment
sector accounted for over one-half of total U.S. exports to Canada, equaling $64.8 billion in 1996 (table 3-9).
Manufactured goods classified chiefly by material made up the next largest sector equaling 13.5 percent.
Miscellaneous manufactured articles and chemicals also constituted significant portions.

U.S. imports from Canada have grown at a slightly higher rate than exports, rising by 16.6 percent in
1994, 12.5 percent in 1995, and 7.9 percent in 1996. As in the case of exports, machinery and transport
equipment is the principal category of U.S. imports from Canada, accounting for 43.1 percent of U.S. imports in
1996. “Other manufactured goods™ are the next largest category, making up 16.5 percent of U.S. imports from
Canada. Third in rank is fuel and raw materials, accounting for 10.7 percent. The three leading natural resource
imports from Canada to the United States are crude oil, coniferous wood, and natural gas.

Given the importance of trade to Canada’s economy and the crucial role of the United States as a
Canadian trading partner, the strength of the U.S. economy is a major determinant of Canadian economic
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Figure 3-21
U.S. trade with Canada: Exports, imports, and trade balance, 1989-96

Billion dollars
200
150
100
50
0 g
-50
1989 1990 1991 1992 1993 1994 1995 1996
Exports $75.0 $78.2 $78.7 $83.2 $91.9 $103.6 $113.3 $119.1
imports || $88.0 $91.2 $90.9 $98.2 $110.5 $128.8 $144.9 $156.3
Balance A\J-$13.0 -$13.0 -$12.2 -$15.0 -$18.6 -$25.1 -$31.6 -$37.2
Source: Compiled from official statistics of the U.S. Department of Commerce.
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well-being. During the recent WTO trade policy review of Canada, some countries pointed out “the cyclical
vulnerability inherent in such dependence on one destination.”* The United States shipped 21.4 percent of its
overall merchandise exports to Canada in 1996. On the other hand, Canada shipped 79.5 percent of i 1ts
merchandise exports to the United States.'”

Canadian-Mexican Trade

According to 1994 statistics, Mexico was Canada’s 13th-largest export market.!? Mexico was
Canada’s fourth-largest supplier, accounting for 2.4 percent of 1994 Canadian imports. Mexico’s exports to
Canada are about equal to exports to the United Kingdom, and are surpassed only by those of Japan and the
United States. Canada’s exports to Mexico in 1995 accounted for 0.4 percent of Canada’s total merchandise
exports, while comparable Mexican exports to Canada represented 2.5 percent of Mexican shipments to the
world.

Pre-NAFTA trade flows showed a high growth rate in the 1990-93 period, with Canadian imports from
Mexico averaging increases of 36 percent annually. Canada’s imports from Mexico rose by 51 percent from
1993 to 1996. In 1993, imports were $2.71 billion and increased almost 22 percent to $3.22 billion in 1994.!%
In 1995, Canada’s imports from Mexico increased by 17.8 percent to $3.91 billion, and in 1996, they rose 10.5
percent to over $4.3 billion (figure 3-22). Leading Canadian imports from Mexico consisted of fruits and
vegetables, electrical machinery, motor vehicles, furniture, mineral fuels, and organic
chemicals.

Pre-NAFTA years show variable growth rates of Canadian exports to Mexico. The peso crisis affected
Canada’s exports to Mexico in 1995. While Canadian exports to Mexico increased 31 percent in 1994, the
increase in 1995 was only 5 percent. In 1996, it was 3.2 percent, bringing Canada’s total 1996 exports to nearly
$855 million (figure 3-22). Canada’s resulting bilateral trade deficit was $3.5 billion, or approximately 15.0
percent greater than the previous year, down from the 21.2 percent increase that took place between 1994 and
1995. The result was a nearly 40 percent increase in the bilateral trade deficit from the level at the end of 1994.

Canada’s importance as a source of FDI in Mexico increased following the inception of NAFTA.
Canada was the ninth largest investor in Mexico, accounting for 1.6 percent of the cumulative total of FDI
through 1994.'%* During the first half of 1996, NAFTA partners accounted for the greatest shares of investment
in Mexico, with Canada’s share being 21.0 percent of the total [FDI in Mexico] during the period.!?

120WTO, Trade Policy Review Body, Review of Canada, press release, TPRB 50, Nov. 19, 1996.

12 \WTO, Annual Report 1996, Vol. 2, p. 31.

122 Statistics Canada, Pocket Facts: Canada - Economic Indicators, No. 36. Mar. 15, 1996.

123 Senate of Canada, Proceedings of the Standing Commzttee on Foreign Affairs, 1st sess. 35th Parliament, 1994-
1995, No. 26, Aug. 3, 1995.

124J.S. Embassy, Mexico, Economic and Financial Report, Jan. 1997, table 63 as derived from SECOFI.

123.S. Embassy, Mexico, Foreign Investment Report, 1996-1997, table 12. Data reflect the investment situation as
of May 31, 1996. Investment worth nearly $1.3 billion flowed from Canada to Mexico during the period.
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Figure 3-22
Canada-Mexico, merchandise trade, 1995-96
Million U.S. dollars
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Balance AN -$3078.7 -$3534.5

Source: Compiled from official statistics of the U.S. Department of Commerce.
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Direct Investment Between the United States and Canada

The integration of the North American market is marked by a long-standing collaboration between
Canada and the United States--one that pre-dates both the CFTA and NAFTA. Direct investment of U.S. firms
in the Canadian economy, and of Canadian firms in the U.S. economy, has historically been substantial and has
continued to grow during the NAFTA years. The 1965 Auto Pact forged a strong alliance between auto
manufacturers and has resulted in this particular sector being well integrated thirty years later. Trade in
automotive products accounts for the largest segment of commerce in either direction between the United States
and Canada. The movement toward closer linkages was furthered by both the CFTA and the NAFTA; that is,
the bilateral tariff reductions and other liberalizing measures of NAFTA have intensified the integration of the
North American market. The most recent WTO review of Canadian trade policies concluded that “..most sectors
[in Canada] are now exposed to, and perform well in, full competition with their U.S. counterparts.’*?

As of 1995, the most recent year for which data are available, the U.S. direct investment position in
Canada, on a historical-cost basis, amounted to $81.5 billion.'?’ Approximately 67 percent of the stock of FDI
in Canada in 1995 was U.S.-owned.'® Canada accounts for 11.4 percent of the total U.S. direct investment
position abroad, and is second only to the United Kingdom as a host country for U.S. direct investment.
Manufacturing accounts for 50.7 percent of the stock of U.S. direct investment in Canada, with transportation
equipment alone making up 14.5 percent of the U.S. direct investment position. Other important components of
the U.S. direct investment position are (non-financial) services (23.1 percent), financial services, including
banking (17.4 percent), and petroleum (10.1 percent).

An idea of the importance of U.S. direct investment for Canadian capital formation can be obtained by
observing that direct investment flows from all sources accounted for 5.0 percent of Canadian gross fixed capital
formation in 1993 and 5.9 percent of Canadian gross fixed capital formation in 1994.!% The United Nations
reports gross FDI inflows into Canada of $6.0 billion in 1994 and $11.2 billion in 1995. U.S. Commerce
Department data report U.S. direct investment capital inflows into Canada of $6.3 billion in 1994 and $7.8
billion in 1995. These figures are not directly comparable, but they suggest that the United States accounts for
the vast majority of FDI inflows into Canada.'*

U.S. direct investment flows into Canada during 1994 and 1995 are large by historical standards,
accounting in nominal terms for two of the largest three years of U.S. FDI inflows into Canada. (In 1983, U.S.
direct investment capital inflows into Canada were $6.5 billion). The total U.S. direct investment capital inflow
into Canada during the first two years of NAFTA was $14.1 billion, nearly triple the $5.7 billion of inflows
during the 1992-93 period immediately preceding. The composition of U.S. direct investment capital inflows
into Canada during 1994 and 1995 continued to be weighted heavily toward manufacturing, which accounted for
60.6 percent of the total inflows. Transportation equipment alone accounted for 26.0 percent of all U.S. direct

26 WTO, Trade Policy Review Body, press release, Nov. 11, 1996, p. 2.

127 Unless otherwise specified, all data on foreign direct investment in this section are those collected by the U.S.
Department of Commerce, Bureau of Economic Analysis, International Investment Division.

1281J.8. Department of State, “Country Reports on Economic Policy and Trade Practices,” March 1997, p. 221.

125 United Nations, World Investment Report 1996: Investment, Trade, and International Policy Arrangements.
(1996) United Nations: New York and Geneva.

130 By the Canadian Government’s own reckoning, “In 1995, from an estimated $15 billion dollars in FDI, $12 billion
alone originated from the United States.” (Source: Industry Canada and Department of Foreign Affairs and International
Trade, Government of Canada. The dollar figures in the above quote refer to Canadian dollars.)
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investment capital inflows into Canada during the first two years of NAFTA. Other important components of
the 1994-95 flows included nonfinancial services (12.0 percent) and financial services, including banking (10.6
percent).

Direct investment of Canadian firms in the United States has also been significant. In 1995, the FDI
position of Canadian firms in the United States was $46.0 billion on a historical-cost basis, over half as large as
the U.S. direct investment position in Canada. The FDI position of Canadian firms in the United States
accounted for 8.2 percent of the direct investment position of all foreign firms in the United States in 1995.
Canada is the fifth largest direct investor in the United States, behind (in order) the United Kingdom, Japan, the
Netherlands, and Germany. Of the stock of Canadian FDI in the United States, 42.2 percent is in manufacturing.
Commerce Department disclosure of the composition of Canadian manufacturing FDI is incomplete, due to the

_concentration of certain large investors in some industries. Seagrams (Canada) has a minority, but not
controlling, interest in DuPont (United States); data for this firm complicates both disclosure and interpretation
of the data for Canadian FDI in the United States.” Another 11.5 percent of the stock of Canadian FDI in the
United States is in the insurance industry.

Canadian direct investment flows into the United States during the first two years of NAFTA were $4.0
billion in 1994 and $4.5 billion in 1995. These were two of the three largest such annual flows in nominal terms
(the 1987 figure was $4.3 billion). By comparison, Canadian direct investment inflows into the United States
were $1.3 billion in 1992 and $3.8 billion in 1993. Manufacturing accounted for 49.5 percent of the Canadian
FDI inflows into the United States during 1994-95, insurance for 18.9 percent, and retail trade for 11.7 percent.

Economic Policy

Given the fact that NAFTA was an evolution from the CFTA, wholesale policy changes were largely
unnecessary for purposes of implementing NAFTA in Canada. NAFTA did require some changes by Canada,
however, as did the Uruguay Round. These changes are discussed in greater detail in Chapter 2.

FTA With Chile

Foremost among the other policy changes and Canadian initiatives that took place during the NAFTA
period was the negotiation and implementation of a free-trade agreement (FTA) with Chile, the country generally
recognized as the leading candidate for additional entry into NAFTA. Canada has frequently expressed interest
in adding new countries to NAFTA and broadening the agreement. In December 1994, the Summit of the
Americas set the year 2005 as the deadline for the accomplishment of the Free-Trade Area of the Americas
(FTAA). During the Summit, the three NAFTA partners--Canada, Mexico, and the United States--announced
their intention to expand the trilateral agreement further by including Chile. Lack of fast-track authority
effectively prevented the negotiations from proceeding after their formal launch in June 1995.

Canada resumed negotiations with Chile late in 1995, when it was clear that the United States would not
be in a position to meaningfully participate; these negotiations were completed and a bilateral agreement

1311 ois E. Steckler and Guy V. G. Stephens, “Adequacy of U.S. Direct Investment Data,” in Peter Hooper and J.
David Richardson, eds., International Economic Transactions: Issues in Measurement and Empirical Research,
National Bureau of Economic Research Studies in Income and Wealth 55 (1991), Chicago and London: University of
Chicago Press.
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between the two countries was set in place in November 1996. The Canada-Chile FTA is expected to take effect
on June 2, 1997, after legislative approval in both countries. Canada has characterized the bilateral FTA as an
“interim” agreement--one that “will provide a bridge to Chile’s eventual accession to NAFTA and create
momentum for the broader FTAA initiative.”

Two-way trade between Canada and Chile in 1995 amounted to about $500 million, with Canada’s
surplus in the relationship amounting to about $380 million. Canadian products shipped to Chile include grains,
machinery, minerals, and paper. Chilean exports to Canada include fruit, copper, wine, and seafood. Canadian
potential in Chile centers around opportunities for mining, energy, and pulp and paper interests.

The agreement covers more than 80 percent of Canadian industrial exports to Chile. These exports will
be duty-free from the inception of the agreement. The 11-percent Chilean duty, levied on all imports, will be
eliminated for a broad range of Canadian industrial products. Most Chilean goods already enter Canada duty-
free, so the asymmetry in the market access features of the FTA are notable. Duties on certain horticultural,
textile, and footwear products from Chile will be lowered over a period of 6 years. Chile will also be able to
maintain some duties on edible oil, sugar, potato and wheat products for up to 18 years.

The Canada-Chile FTA tracks the NAFTA model in a number of areas--labor and environmental
cooperation, rules of origin, and safeguard protection. However, certain aspects of the Canada-Chile accord and
NAFTA differ. In the former, Chile was permitted to retain requirements on foreign investors that have been
identified as barriers by the United States. In a significant departure from NAFTA, Canada and Chile both
agreed not to apply antidumping measures against one another. This particular facet of the agreement is to be
phased-in at the same time that tariffs are being phased-out (i.e. over six years), and will only apply to those
products that have already reached a duty-free level. This step was, as a Canadian background paper noted,
“consistent with the Canadian government’s longstanding objective to reform and eventually eliminate the use of
antidumping duties within the NAFTA.” Cultural industries were exempted from the pact, as were supply-
managed agricultural commodities. Both sectors are also exempt from NAFTA , and both have been the subject
of U.S.-Canada disputes since NAFTA’s entry into force.

Other Policy Developments

Other noteworthy developments on the Canadian policy front during the 1994-96 period include: a
review of the Canadian tariff system; continued deregulation of industries--telecommunications, financial
services, and air transport--that previously had been protected; and the elimination of internal trade barriers
within Canada. The regulatory environment that governs Canadian growth and structural adjustment has also
been bolstered by the internal attempts to lower trade barriers. The Agreement on Internal Trade was signed in
July 1994, with most provisions to reduce or remove interprovincial trade barriers within Canada becoming
effective by July 1995. :

In 1994, Canada began a 3-year review of its tariff system. The purpose of the review was to simplify
the system, and to make it more responsive to the competitive pressures facing Canadian industries as a result of
freer trade. One part of the review was implemented in June 1995, when most-favored nation rate reductions on
a range of manufacturing inputs took place. A new, simplified Customs Tariff was proposed in March 1996. It
calls for additional rate reductions, as well as a reduction in the number of tariff categories and a general
simplification of the system. The new tariff is expected to be implemented in 1998.1%

132 WTO, Trade Policy Review, Canada: Report by the Government, WT/TPR/G/22, Oct. 15, 1996, p. 5.
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CHAPTER 4

EFFECTS OF NAFTA ON U.S. INDUSTRY PERFORMANCE:
TRADE, LABOR, AND PRODUCTIVITY

Introduction

This chapter analyzes the effects of NAFTA on U.S. bilateral trade flows with Canada and
Mexico and on U.S. labor markets. In addition, the effects of Canadian and Mexican import competition
on U.S. labor productivity are evaluated to indicate the potential effects of NAFTA on U.S. industry
productivity. In the results reported below, econometric analyses were conducted at a detailed industry
level as well as an aggregate level to identify the impact of NAFTA on trade and labor markets.! These
analyses attempt to control for changes in other market forces that affect each of these variables,
including the Mexican peso devaluation. The empirical analysis of U.S. industry productivity has a
different focus. That analysis identifies the effects of increased import penetration on U.S. labor
productivity to characterize industries that are most likely to exhibit changes in labor productivity as a
result of the Agreement. A summary of findings from these analyses is presented below, followed by a
more detailed description of the trade, labor market, and productivity results.

The largest consistent result for the detailed industry-level bilateral trade analysis was no
statistically discernible change in the volume of imports and exports during 1994-96 as compared with
1989-96. Of the industries that exhibited a strong statistical link between the implementation of NAFTA
and changes in trade volumes most of those industries indicated a positive change in trade over 1994-96.
Another group of industries were judged inconclusive regarding a strong consistent relationship between
changes in trade volumes and the implementation of the NAFTA. The principal result of the aggregate
analysis is a strong statistical link demonstrated for U.S.- Mexico bilateral trade.

NAFTA was identified as affecting industries that, in total, employ less than 4 percent of the non-
farm labor force. Among the industries that were affected, those with increases in hours worked
outnumbered industries with decreases, and industries with earnings reductions outnumbered industries in
which there were earnings increases. The aggregate labor market was not found to have a NAFTA-
related impact.

Labor productivity is shown to increase as a result of higher import penetration, but the results
obtained here suggest that lagged import competition, and not contemporaneous import competition,
affects labor productivity. In addition, imports must account for a relatively substantial share of
consumption—in this analysis, 15 percent—before productivity is affected by increases in import
competition. In general, the estimated effects of imports on U.S. labor productivity were relatively
modest.

The Effects of NAFTA on Trade Flows
Changes in U.S. imports and exports are evaluated at both detailed and aggregate levels to

determine if there were shifts in U.S. trade flows that can be associated with NAFTA. Approximately 85
to 90 percent of U.S. bilateral commodity trade with Canada and Mexico is included in the detailed

! The methodology that is used in the trade and labor analyses tests for statistically significant changes in these
markets that are unexplained by changes in factors theoretically associated with their behavior. Although we refer to
these shifts as NAFTA effects, they may also reflect other events that occur concurrently with NAFTA
implementation. A detailed discussion of technical challenges and issues associated with this analysis can be found
in appendix C.
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analysis by focusing on approximately 198 of the 4-digit SIC industries (45 percent) that have commodity
trade.? Monthly data spanning 5 years prior to and the 3 years after (1989-1996) implementation of the
Agreement are used to determine whether there were distinct shifts in actual trade flows that can be
attributed to NAFTA. Econometric estimations control for the changes in import prices, competing
(domestic) goods prices, purchaser incomes, and exchange rates to identify shifts in U.S. imports and
exports during the first 3 years of NAFTA that may then be attributed to the Agreement.

Industry-Level Results

Four bilateral trade flows have been analyzed for 198 4-digit SIC industries: 1) U.S. imports from
Canada; 2) U.S. exports to Canada; 3) U.S. imports from Mexico; and 4) U.S. exports to Mexico. A total
of 677 out of a possible 792 individual econometric estimations were conducted for this analysis.’> A
summary of results directly related to the questions addressed by this report are presented in this chapter.
The methodology and details of this analysis are contained in appendix C.

In general, the observed impacts in these estimates are consistent with prior expectations of
NAFTA: that specialization, intraindustry trade, and trade diversion would result from the Agreement.
Also, since the U.S.-Canada Free Trade Agreement preceded the implementation of NAFTA, the effects
of NAFTA on trade flows were not expected to be symmetric between Mexico and Canada. Much of the
trade between Canada and the United States has already been liberalized or liberalization is being phased
in over time, so NAFTA will generally affect bilateral trade flows with Mexico more than it affects trade
between Canada and the United States.

A regression analysis is used to identify statistically significant shifts in 1994, 1995 and 1996
trade flows, after controlling for changes in economic factors theoretically associated with their behavior.
In particular, each estimation contains three (binary) variables* identifying the years 1994, 1995, and
1996 to formally test whether the growth rates of imports from and exports to Canada and Mexico in the
years 1994, 1995, and 1996 are statistically different from the average rates of growth during the entire
sample period, 1989 through 1996. Table 4-1 presents a summary of the number of 4-digit SIC industries
within each ITC group for which the Commission estimated a ‘conclusive’ effect (whether an increase, a
decrease, or no impact) for all estimations performed.>® A conclusive result is defined in the trade
analysis as occurring when the three binary variables all have the same algebraic sign and all are either
statistically significant or statistically insignificant.” This consistent effect across all 3 years is the basis
for the conclusion that an association exists between the implementation of NAFTA and a change in the
volume

% The 4-digit Standard Industrial Classification (SIC) level represents greatest degree of disaggregation for
which data are widely available and provides the basis for the industries evaluated in this chapter. This level of
disaggregation is a common way of distinguishing U.S. industries for analysis.

3 Data constraints prevented estimation of the additional 115 individual estimations.

* A binary variable is a variable that takes on a value of one or zero to identify a specific period or the
occurrence of a specific event in time. In regression analyses, binary variables are used to identify shifts that are not
explained by other variables in the regression. In this analysis, the year specific binary variables take on a value of
one in each of the 12 months in the year it identifies and zero otherwise.

* The term “statistically significant” indicates that there is a relatively large probability, for example 90 or more
out of 100, that the estimated effect of the variable characterized as significant would not have occurred by chance.

¢ Results for all of the individual estimations are presented in appendix table C-1. »

7 Since the binary variables identify shifts that might be due to NAFTA and non-NAFTA events, a threshold of
three statistically significant annual changes (of the same direction) was chosen to minimize the instances of 4-2
incorrectly attributing a trade shift to NAFTA.
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Table 4-1. Impact of NAFTA on the number of i—digit SIC study sectors, by country, by ITC Group'

ITC Group

Total

study
SICs?

U.S. Imports from

U.S. Exports to

Increase®

Decrease*

impact

Increase®

Decrease®

No
impact

Canada

ITC Group 1: Grains and oilseeds

ITC Group 2: Raw cotton

ITC Group 3: Field crops

ITC Group 4: Fresh vegetables, & canned & frzn. fruits and veg.

ITC Group 5: Ornamental floriculture and nursery products

ITC Group 6: Meats and livestock

ITC Group 7: Fish and shellfish

ITC Group 8: Iron ore

ITC Group 9: Coal

ITC Group 10: Crude petroleum, nat. gas, and nat. gas liquid

ITC Group 11: Animal feeds

ITC Group 12: Bakery products

ITC Group 13: Chocolate and cocoa products

ITC Group 14: Fats and oils

ITC Group 15: Malt beverages

ITC Group 16: Bottled and canned soft drinks and carbonated waters

ITC Group 17: Miscellaneous food preparations

ITC Group 18: Textile mill products

ITC Group 19: Apparel and other finished textile products

ITC Group 20: Solid wood products

&~ 19

ITC Group 21: Furniture

ITC Group 22: Paper products

ITC Group 23: Printed matter

“n | oo

ITC Group 24: Alkalies and chlorine

ITC Group 25: Industrial inorganic chemicals

ITC Group 26: Synthetic plastics, resins, and rubber

NN

ITC Group 27: Pharmaceutical preparations

ITC Group 28: Soaps, detergents, toiletries

ITC Group 29: Paints and allied products

ITC Group 30: Industrial organic chemicals

ITC Group 31: Fertilizers, pesticides, and agricultural chemicals

ITC Group 32: Petroleum refinery products

ITC Group 33: Plastic and rubber products

ITC Group 34: Leather tanning and finishing

ITC Group 35: Women’s footwear, except athletic

ITC Group 36: Flat glass and glassware

43

43




Table 4-1. Impact of NAFTA on the number of 4-digit SIC study sectors, by country, by ITC Group'

Total U.S. Imports from U.S. Exports to
study
ITC Group SICs? Increase® | Decrease® No Increase’ | Decrease® No
impact impact

ITC Group 37: Cement 1 1 1
ITC Group 38: Vitreous china plumbing fixtures 1 1
ITC Group 39: Gypsum building products 1 1 1
ITC Group 40: Mineral wool 1 1 1
ITC Group 41: Steel products 2 1 1 1
ITC Group 42: Nonferrous metals, unwrought 4 2 1 2
ITC Group 43: Nonferrous metals, wrought 4 1 2
ITC Group 44: Fabricated metal products 10 4 2 1 5
ITC Group 45: Industrial machinery 24 3 2 13 1 1 7
ITC Group 46: Computers & computer peripheral equipment 2 '
ITC Group 47: Heavy electrical equipment 4 1 1 1 3
ITC Group 48: Household appliances 5 1 1 1 2
ITC Group 49: Electric lighting and wiring equipment 4 1 1 3
ITC Group 50: Radio and television equipment 3 1 2 1 2
ITC Group 51: Communications equipment 2 1 1
ITC Group 52: Electronic components and accessories 6 1 4
ITC Group 53: Misc. electrical machinery, equipment, and supplies 4 1 2
ITC Group 54: Motor vehicles 1 1 1
ITC Group 55: Motor vehicle parts 4 1 1 2
ITC Group 56: Aircraft and aircraft parts 3 1 1 2
ITC Group 57: Boat building and repairing 1 1 1
ITC Group 58: Railroad equipment and parts 1 1
ITC Group 59: Transportation equipment 1
ITC Group 60: Measuring, analyzing and controlling instruments 6 3 3
ITC Group 61: Medical equipment 3 2 2
ITC Group 62: Photographic equipment and supplies 1
ITC Group 63: Jewelry, precious metals 1
ITC Group 64: Games, toys, and children’s vehicles 1 1 1
ITC Group 65: Sporting goods 1 1
ITC Group 66: Miscellaneous industries, n.e.c. 1 1

Total Canada 198 13 8 94 10 8 94
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Table 4-1. Impact of NAFTA on the number of 4-digit SIC study sectors, by country, by ITC Group'

ITC Group -

Total

study
SICs?

U.S. Imports from

U.S. Exports to

Increase’

Decrease’

impact

Increase®

Decrease®

impact

Mexico

ITC Group 1: Grains and oilseeds

ITC Group 2: Raw cotton

ITC Group 3: Field crops

ITC Group 4: Fresh vegetables, & canned & frzn. fruits and veg.

ITC Group 5: Ormamental floriculture and nursery products

ITC Group 6: Meats and livestock

ITC Group 7: Fish and shellfish

ITC Group 8: Iron ore

ITC Group 9: Coal

ITC Group 10: Crude petroleum, nat. gas, and nat. gas liquid

ITC Group 11: Animal feeds

ITC Group 12: Bakery products

ITC Group 13: Chocolate and cocoa products

ITC Group 14: Fats and oils

ITC Group 15: Malt beverages

ITC Group 16: Bottled and canned soft drinks and carbonated waters

ITC Group 17: Miscellaneous food preparations

ITC Group 18: Textile mill products

ITC Group 19: Apparel and other finished textile products

ITC Group 20: Solid wood products

N jn Jw

ITC Group 21: Furniture

ITC Group 22: Paper products

ITC Group 23: Printed matter

ITC Group 24: Alkalies and chlorine

ITC Group 25: Industrial inorganic chemicals

ITC Group 26: Synthetic plastics, resins, and rubber

ITC Group 27: Pharmaceutical preparations

ITC Group 28: Soaps, detergents, toiletries

ITC Group 29: Paints and allied products

ITC Group 30: Industrial organic chemicals

ITC Group 31: Fertilizers, pesticides, and agricultural chemicals

ITC Group 32: Petroleum refinery products

ITC Group 33: Plastic and rubber products

ITC Group 34: Leather tanning and finishing

ITC Group 35: Women’s footwear, except athletic

ITC Group 36: Flat glass and glassware
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Table 4-1. Impact of NAFTA on the number of 4-digit SIC study sectors, by country, by ITC Group'
Total U.S. Imports from U.S. Exports to
study
ITC Group - SICs? Increase® | Decrease! _No Increase’ | Decrease® No
impact impact
ITC Group 37: Cement 1 1
ITC Group 38: Vitreous china plumbing fixtures 1 1 1
ITC Group 39: Gypsum building products 1 1 1
ITC Group 40: Mineral wool 1 1 1
ITC Group 41: Steel products 2 2 1
ITC Group 42: Nonferrous metals, unwrought 4 1 2 2
ITC Group 43: Nonferrous metals, wrought 4 4 2
ITC Group 44: Fabricated metal products 10 1 1 3 2
ITC Group 45: Industrial machinery ‘ 24 2 1 15 1 8
ITC Group 46: Computers & computer peripheral equipment 2 1 1
ITC Group 47: Heavy electrical equipment 4 1
ITC Group 48: Household appliances 5 1 1 1 1
ITC Group 49: Electric lighting and wiring equipment 4 1 1 1 2
ITC Group 50: Radio and television equipment 3 1 1 1
ITC Group 51: Communications equipment 2 1
ITC Group 52: Electronic components and accessories 6 3 2 1
ITC Group 53: Misc. electrical machinery, equipment, and supplies 4 1 3
ITC Group 54: Motor vehicles 1 1 1
ITC Group 55: Motor vehicle parts 4 1 2 ' 3
ITC Group 56: Aircraft and aircraft parts 3 1 2
ITC Group 57: Boat building and repairing 1
ITC Group 58: Railroad equipment and parts 1 1 1
ITC Group 59: Transportation equipment 1
ITC Group 60: Measuring, analyzing and controlling instruments 6 1 4 5
ITC Group 61: Medical equipment 3 1 1 1 1
ITC Group 62: Photographic equipment and supplies 1 1
ITC Group 63: Jewelry, precious metals 1
ITC Group 64: Games, toys, and children’s vehicles 1 1 1
ITC Group 65: Sporting goods 1 1
ITC Group 66: Miscellaneous industries, n.e.c. 1 1 1
Total Mexico 198 16 7 92 13 0 77

These identify econometric estimates in which there are either three or zero significant coefficients on the binary variables for the NAFTA years of 1994, 1995, and 1996
2 Results in each row do not sum to the total number of industries in each ITC group. Those SIC industries not reported in the table either did not have a consistent 3-year outcome, or were not
estimated due to data constraints.

3 SICs included in this column: Canada—2252, 2816, 3053, 3221, 3321, 3511, 3554, 3564, 3625, 3635, 3648, 3671, and 3721; Mexico—2086, 2341, 2493, 2771, 3053, 3081, 3089, 3429, 3564, 3599,
3635, 3644, 3651, 3714, 3825, and 3841.

4 SICs included in this column: Canada-2879, 3275, 3585, 3593, 3631, 3652, 3669, and 3944; Mexico—2721, 2834, 3341, 3441, 3566, 3633, and 3661.

3 SICs included in this column: Canada—2869, 3211, 3275, 3452, 3493, 3532, 3613, 3635, 3663, and 3691; Mexico—2252, 2281, 2411, 2672, 2771, 2821, 2865, 3535, 3643, 3671, 3676, 3679, and
3841.

¢ SICs included in this column: Canada~2051, 2066, 3011, 3053, 3089, 3339, 3494, and 3519.

Source: U.S. International Trade Commission.
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of U.S. imports and exports.® Table 4-1 organizes the results for the 4-digit SIC industries using the ITC
groupings analyzed in chapters 5 and 6.

First consider those industries with a conclusive statistical link between the volume of U.S.
imports and exports and the NAFTA years. For U.S.-Canada trade, 21 U.S. importing industries (13
increasing and 8 decreasing) and 18 U.S. exporting industries (10 increasing and 8 decreasing) show an
impact of NAFTA on trade in 1994-96. Similarly, for U.S.-Mexico trade, 23 U.S. importing industries
(16 increasing and 7 decreasing) and 13 U.S. exporting industries (13 increasing and 0 decreasing) show
an impact of the Agreement on real trade volumes in 1994-96. In every case, those industries showing
increases in trade growth outnumber those exhibiting decreases in growth. None of the analyzed
industries exhibited a conclusive relationship between NAFTA and lower U.S. exports to Mexico. In
addition, the number of industries that showed significant increases in imports and exports are greater for
bilateral trade with Mexico than for trade with Canada.

The largest group of industries with conclusive results are those that indicate there is no impact
on the growth of bilateral trade between the United States and its NAFTA partners. Specifically, 94
industries with imports from Canada and 92 industries with imports from Mexico exhibited no statistical
link between the real volume of imports and the first 3 NAFTA years. Similarly, 94 industries with
exports to Canada and 77 industries with exports to Mexico exhibited no statistical link between the
growth of imports and the first 3 NAFTA years. For each of the 4 bilateral flows, approximately 40 to 48
percent of the industries analyzed exhibited no statistically discernible change during 1994-96, as
compared with the entire sample period. These results are spread across the entire range of industries
evaluated.

The effects of the U.S.-Canada Free Trade Agreement preceding NAFTA are also consistent with
the estimates presented above. The sequential timing of the two agreements suggests that increases in
trade should be largest with Mexico and instances of trade diversion will generally shift U.S.-Canada
trade toward bilateral flows with Mexico. This expected pattern is exhibited here by the greater number
of conclusive negative import (8) and export (8) changes in U.S.-Canada trade than the number of
negative import (7) and export (0) changes in U.S.-Mexico trade. However, because in many industries
NAFTA extends the degree of trade liberalization between the United States and Canada beyond the
provisions agreed to in the U.S.-Canadian Free Trade Agreement, trade diversion should not be expected
in every industry.

Results from the Commission analysis are also consistent with increases in specialization and
intraindustry trade. Specialization appeared to be most common, as evidenced by a change in only one
direction or a combination of simultaneous increases and decreases in either imports or exports for a
given industrial grouping. There were 22 ITC groups in which U.S.-Canada bilateral trade had at least
one 4-digit industry with a significant change in imports or exports. U.S. bilateral trade with Mexico was
affected in 21 ITC sectors. One-way shifts in trade flows were present in approximately 70 percent of
these groupings. Indications of intraindustry trade were most prevalent in the industrial products sectors
and other groups expected to generate this pattern of trade, such as those characterized by product
differentiation and production with a high degree of manufactured components. For example, in the case
of Canada, the glass, industrial machinery, heavy equipment, household appliances, and radio and
television equipment sectors demonstrated two-way increases in trade. Two-way increases in trade with
Mexico occurred in the apparel, plastics and rubber, industrial machinery, electric lighting and wiring
equipment, radio and television equipment, and medical equipment sectors.

¥ In many instances, the results in each row do not sum to the total number of industries in each ITC group,, -
SIC industries not reported in the table either did not have a consistent 3-year outcome, or were not estimated.
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Table 4-2 and 4-3 attempt to identify the relative size of the affected industries highlighted in
table 4-1 by presenting the 1996 share (or percent) of NAFTA partner trade covered by those industries.
Table4-2 puts into perspective the industries for which conclusive changes were identified. For example,

ITC group 33, plastic and rubber products, showed that three of seven industries had a significant positive
change in U.S. imports from Mexico (table 4-1). These industries represent 0.57 percent of total U.S.
commodity imports from Mexico. In contrast, one of three industries in ITC sector 50, radio and
television equipment, had a significant positive change in imports, but that industry represented 6.25
percent of total commodity imports from Mexico. Overall, the results indicate that NAFTA affected a
larger share of Mexico’s bilateral trade with the United States during 1994-96 than Canada’s.
Specifically, U.S. imports from Mexico increased in industries that represent about 14.5 percent of total
bilateral commodity trade, and U.S. exports to Mexico increased in industries that represent about 8.7
percent of such trade. Alternatively, U.S. trade with Canada that was conclusively affected by NAFTA
represents 5 percent or less of total U.S.-Canada bilateral commodity trade flows.

Table 4-3 presents calculations similar to those in table 4-2 for those industries that showed no
statistical change in U.S. imports or exports during any of the NAFTA years. Once again, the 1996 share
(or percent) of bilateral trade for those industries is reported. These results suggest that the amount of
bilateral commodity trade unaffected by NAFTA during 1994-96 is quite significant. It ranges from
approximately 35 to 55 percent of total bilateral trade flows, with the largest amount of unaffected trade
consisting of imports from Canada.

Under the analysis described above, industries in which there were statistically significant shifts
in trade flows in only 1 or 2 years are judged to be inconclusive with regard to a NAFTA effect.’ A lower
degree of confidence exists in defining a conclusive link between NAFTA and a single or two year shift
in trade, but a close evaluation of these results yields a notable pattern. Among the many combinations of
one and two year changes that are possible (e.g. increases in 1994 and 1995, increases in 1994 and 1996,
etc.) in the bilateral trade flows estimated here, the results are generally quite similar.’® Within each of
the many combinations, there are usually only a small number of industries represented.

One notable exception exists to this general pattern. For the estimations representing U.S.
exports to Mexico, a striking result emerged. Of the 78 industries that show a statistically significant
change in only one or two years, 36 have a single positive statistically significant coefficient identifying a
change in 1994 and statistically insignificant coefficients for the variables identifying changes in 1995
and 1996. These 36 industries accounted for approximately 15.3 percent of total commodity bilateral
trade between the United States and Mexico in 1996. This result indicates that a considerable number of
industries may have experienced a jump in exports to Mexico immediately after NAFTA implementation,
but this significant change abruptly ended in 1995 and had not yet resumed in 1996. The Mexican peso
devaluation may have had an impact on these industries.

As indicated above, the criteria used to determine a statistical link between trade flow changes
and NAFTA is the presence of a statically significant coefficient identifying a change in trade growth in
each of the NAFTA years. The choice of criteria involves a tradeoff between a confidence in linking a
yearly binary variable to an event that occurs in that year and the probability of erroneously linking
NAFTA to unexplained changes in trade. To the extent that the estimated trade models do not fully
control for exchange rate changes, requiring three statistically significant binary variables identifying

® This group of industries represents the second largest set of bilateral estimates, behind those with no NAFTA
effect. ~ 4-8
19 A tabulation of results based on the different possible combinations is reported in table C-3 in appendix C.
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Table 4-2. 1996 share of total bilateral commodity trade in analyzed industries having conclusive shifts in trade growth, by country, by ITC Group

ITC Group

Canada

Mexico

U.S. Imports from

U.S. Exports to

U.S. Imports from

U.S. Exports to

Increase'

Decrease? | Increase®

Decrease*

Increase®

Decrease® | Increase’

Decrease

ITC Group 1: Grains and oilseeds

ITC Group 2: Raw cotton

ITC Group 3: Field crops

ITC Group 4: Fresh vegetables, & canned & frzn. fruits and veg.

ITC Group 5: Ormamental floriculture and nursery products

ITC Group 6: Meats and livestock

ITC Group 7: Fish and shelifish

ITC Group 8: Iron ore

ITC Group 9: Coal

ITC Group 10: Crude petroleum, nat. gas, and nat. gas liquid

ITC Group 11: Animal feeds

ITC Group 12: Bakery products

0.17%

ITC Group 13: Chocolate and cocoa products

0.16%

ITC Group 14: Fats and oils

ITC Group 15: Malt beverages

ITC Group 16: Bottled and canned soft drinks and carbonated

0.07%

ITC Group 17: Miscellaneous food preparations

ITC Group 18: Textile mill products

0.02%

0.13%

ITC Group 19: Apparel and other finished textile products

0.19%

ITC Group 20: Solid wood products

0.04%

0.01%

ITC Group 21: Furniture

ITC Group 22: Paper products

0.36%

ITC Group 23: Printed matter

0.03%

0.02%

0.04%

ITC Group 24: Alkalies and chlorine

ITC Group 25: Industrial inorganic chemicals

0.10%

ITC Group 26: Synthetic plastics, resins, and rubber

2.34%

ITC Group 27: Pharmaceutical preparations

0.02%

ITC Group 28: Soaps, detergents, toiletries

ITC Group 29: Paints and allied products

ITC Group 30: Industrial organic chemicals

1.12%

0.73%

ITC Group 31: Fertilizers, pesticides, and agricultural chemicals

0.05%

ITC Group 32: Petroleum refinery products

ITC Group 33: Plastic and rubber products

0.12%

1.67%

0.57%

ITC Group 34: Leather tanning and finishing

ITC Group 35: Women’s footwear, except athletic

ITC Group 36: Flat glass and glassware

0.06%

0.26%

49




Table 4-2. 1996 share of total bilateral commodity trade in analyzed industries having conclusive shifts in trade growth, by country, by ITC Group

Canada Mexico-

- U.S. Imports from U.S. Exports to U.S. Imports from U.S. Exports to

ITC Group Increase’ | Decrease? | Increase® | Decrease' | Increase® | Decrease® | Increase’ | Decrease

ITC Group 37: Cement

ITC Group 38: Vitreous china plumbing fixtures

ITC Group 39: Gypsum building products 0.06% 0.01%

ITC Group 40: Mineral wool ' 0.49%

ITC Group 41: Steel products 0.07%

ITC Group 42: Nonferrous metals, unwrought 0.40% 0.13%

ITC Group 43: Nonferrous metals, wrought

ITC Group 44: Fabricated metal products 0.77% 0.40% 0.02%

ITC Group 45: Industrial machinery 0.34% 0.22% 0.17% 1.82% 0.45% 0.04% 0.16%

ITC Group 46: Computers & computer peripheral equipment

ITC Group 47: Heavy electrical equipment 0.19% 0.09%

ITC Group 48: Household appliances 0.07% 0.07% 0.09% 0.17% 0.04%

ITC Group 49: Electric lighting and wiring equipment 0.06% 0.51% 0.65%

ITC Group 50: Radio and television equipment 0.03% 0.58% 6.25% 1.79%

ITC Group 51: Communications equipment 0.07% 0.75%

ITC Group 52: Electronic components and accessories 2.14%

ITC Group 53: Misc. electrical machinery, equipment, and supplies 0.16%

ITC Group 54: Motor vehicles

ITC Group 55: Motor vehicle parts 0.20% 529%

ITC Group 56: Aircraft and aircraft parts 0.89%

ITC Group 57: Boat building and repairing

ITC Group 58: Railroad equipment and parts

ITC Group 59: Transportation equipment

ITC Group 60: Measuring, analyzing and controlling instruments 0.16%

ITC Group 61: Medical equipment 0.41% 0.32%

ITC Group 62: Photographic equipment and supplies

ITC Group 63: Jewelry, precious metals

ITC Group 64: Games, toys, and children’s vehicles 0.09%

ITC Group 65: Sporting goods

ITC Group 66: Miscellaneous industries, n.e.c.

Total 1.95% 0.72% 3.01% 4.99% 14.54% 1.02% 8.67% 0.00%

SICs included in this column: 2252, 2816, 3053, 3221, 3321, 3511, 3554, 3564, 3625, 3635, 3648, 3671, and 3721.

2 SICs included in this column: 2879, 3275, 3585, 3593, 3631, 3652, 3669, and 3944. .

3 SICs included in this column: 2869, 3211, 3275, 3452, 3493, 3532, 3613, 3635, 3663, and 3691.

4 SICs included in this column: 2051, 2066, 3011, 3053, 3089, 3339, 3494, and 3519.

% SICs included in this column: 2086, 2341, 2493, 2771, 3053, 3081, 3089, 3429, 3564, 3599, 3635, 3644, 3651, 3714, 3825, and 3841.
¢ SICs included in this column: 2721, 2834, 3341, 3441, 3566, 3633, and 3661.

7 SICs included in this column: 2252, 2281, 2411, 2672, 2771, 2821, 2865, 3535, 3643, 3671, 3676, 3679, and 3841

Source: U.S. International Trade Commission.
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Table 4-3. 1996 share of total bilateral commodity trade in analyzed industries having no statistically significant shifts in trade growth, by country, by

ITC Group
Canada Mexico )

ITC Group U.S. Imports from' | U.S.Exportsto* | U.S. Imports from® U.S. Exports to*
ITC Group 1: Grains and oilseeds 0.48% 0.06% 2.95%
ITC Group 2: Raw cotton 0.49%
ITC Group 3: Field crops 0.09% 0.12% 0.04% 0.04%
ITC Group 4: Fresh vegetables, & canned & frzn. fruits and veg. 0.19% 0.82% 227%
ITC Group 5: Ornamental floriculture and nursery products
ITC Group 6: Meats and livestock 0.72% 0.46% 0.04%
ITC Group 7: Fish and shellfish
ITC Group 8: Iron ore
ITC Group 9: Coal
ITC Group 10: Crude petroleum, nat. gas, and nat. gas liquid 8.38% 0.06%
ITC Group 11: Animal feeds 0.10% 0.08% 0.08%
ITC Group 12: Bakery products 0.19% 0.02%
ITC Group 13: Chocolate and cocoa products 0.17% 0.08%
ITC Group 14: Fats and oils 0.05% 0.05% 0.26%
ITC Group 15: Malt beverages 0.13% 0.42%
ITC Group 16: Bottled and canned soft drinks and carbonated waters 0.05%
ITC Group 17: Miscellaneous food preparations 0.06%
ITC Group 18: Textile mill products 0.50% 0.62% 0.40% 0.81%
ITC Group 19: Apparel and other finished textile products 0.33% 0. 16% 1.82% 1.72%
ITC Group 20: Solid wood products 4.43% 0.17% 0.35% 0.08%
ITC Group 21: Furniture 1.63% 1.08% 1.86% 0.85%
ITC Group 22: Paper products 0.59% 0.88% 0.08% 1.29%
ITC Group 23: Printed matter 0.28% 0.59% 0.18% 0.30%
ITC Group 24: Alkalies and chlorine
ITC Group 25: Industrial inorganic chemicals 0.92% 0.13% 0.15%
ITC Group 26: Synthetic plastics, resins, and rubber 1.34% 1.91% 0.05% 0.19%
ITC Group 27: Pharmaceutical preparations 0.21% 0.09%
ITC Group 28: Soaps, detergents, toiletries 0.29% 0.43% 0.15%
ITC Group 29: Paints and allied products 0.12% 0.38% 0.01%
ITC Group 30: Industrial organic chemicals 0.44% 0.28%
ITC Group 31: Fertilizers, pesticides, and agricultural chemicals 0.22% 0.58% 0.14% 0.15%
ITC Group 32: Petroleum refinery products 0.64%
ITC Group 33: Plastic and rubber products 1.57% 0.03% 3.02%
ITC Group 34: Leather tanning and finishing 0.02% 0.08%
ITC Group 35: Women’s footwear, except athletic 0.03%
ITC Group 36: Flat glass and glassware 0.24% 0.64% 0.14%
ITC Group 37: Cement 0.16% 0.03% 0.01%
ITC Group 38: Vitreous china plumbing fixtures 0.02% 0.15% 4-11
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Table 4;3. 1996 share of total bilateral commodity trade in analyzed industries having no statistically significant shifts in trade growth, by country, by
ITC Group
Canada Mexico )

ITC Group U.S. Imports from' U.S. Exports to’ | U.S. Imports from® U.S. Exports to*
ITC Group 39: Gypsum building products 0.01%
ITC Group 40: Mineral wool 0.06% 0.08% 0.01% 0.03%
ITC Group 41: Steel products 1.57% 1.40% 1.44% B 0.11%
ITC Group 42: Nonferrous metals, unwrought 1.96% 0.16% 0.77% 0.33%
ITC Group 43: Nonferrous metals, wrought 0.08% 0.76% 1.28% 2.36%
ITC Group 44: Fabricated metal products 0.86% 1.34% 121% 0.13%
ITC Group 45: Industrial machinery - 2.06% 2.54% 2.19% 2.68%
ITC Group 46: Computers & computer peripheral equipment 0.98% 2.97%
ITC Group 47: Heavy electrical equipment 0.06% 0.84% 0.23%
ITC Group 48: Household appliances 0.27% 0.39% 0.08%
ITC Group 49: Electric lighting and wiring equipment 0.07% 0.98% 0.22% 1.40%
ITC Group 50: Radio and television equipment 0.47% 0.93% 0.30%
ITC Group Si: Communications equipment 0.07%
ITC Group 52: Electronic components and accessories 0.05% 1.14% 1.86% 041%
ITC Group 53: Misc. electrical machinery, equipment, and supplies 0.65% 0.40% 0.81%
ITC Group 54: Motor vehicles 21.44% 9.21% 15.48% 223%
ITC Group 55: Motor vehicle parts 0.02% 1.25% 4.66% 8.68%
ITC Group 56: Aircraft and aircraft parts 0.63% 1.26% 0.05% 0.24%
ITC Group 57: Boat building and repairing 0.39% 0.11%
ITC Group 58: Railroad equipment and parts 0.27% 0.06% 0.06%
ITC Group 59: Transportation equipment
ITC Group 60: Measuring, analyzing and controlling instruments 0.40% 1.04% 1.58% 121%
ITC Group 61: Medical equipment 0.05% 0.39% 0.45% 0.12%
ITC Group 62: Photographic equipment and supplies 0.47%
ITC Group 63: Jewelry, precious metals
ITC Group 64: Gﬁmes, toys, and children’s vehicles 0.25% © 0.60% 0.14%
ITC Group 65: Sporting goods 0.28% 0.36%
ITC Group 66: Miscellaneous industries, n.e.c. 0.19% 0.08% 0.09%

Total 53.99% 34.98% 43.88% 36.80%

SICs included in this column: 0111, 0115, 0119, 0139, 0161, 1311, 1321, 2011, 2037, 2048, 2051, 2066, 2079, 2082, 2221, 2257, 2281, 2295, 2321, 2322, 2325, 2331, 2335, 2341, 2369, 2421,
2431, 2439, 2499, 2599, 2653, 2672, 2673, 2676, 2678, 2752, 2771, 2782, 2819, 2821, 2822, 2824, 2834, 2841, 2844, 2851, 2869, 2873, 3011, 3069, 3082, 3089, 3111, 3144, 3211, 3229, 3231,
3241, 3296, 3312, 3339, 3341, 3354, 3441, 3443, 3494, 3499, 3519, 3523, 3535, 3537, 3541, 3542, 3555, 3559, 3561, 3562, 3566, 3569, 3599, 3612, 3641, 3651, 3663, 3678, 3691, 3711, 3724,
3732, 3812, 3823, 3824, 3841, and 3845.

2SICs included in this column: 0111, 0116, 0119, 0139, 0161, 0211, 0213, 2011, 2037, 2048, 2076, 2086, 2273, 2281, 2311, 2321, 2322, 2331, 2337, 2342, 2431, 2435, 2599, 2611, 2653, 2657,
2672, 2676, 2678, 2721, 2771, 2782, 2816, 2821, 2824, 2844, 2851, 2865, 2873, 2879, 2911, 3082, 3241, 3261, 3296, 3312, 3334, 3341, 3353, 3354, 3429, 3441, 3442, 3443, 3499, 3511, 3542,
3544, 3555, 3564, 3585, 3593, 3612, 3621, 3625, 3631, 3633, 3641, 3643, 3644, 3651, 3652, 3669, 3671, 3672, 3675, 3676, 3679, 3694, 3695, 3711, 3715, 3721, 3724, 3732, 3743, 3823, 3824,
3827, 3841, 3845, 3944, 3949, and 3999.

3 SICs included in this column: 0115, 0139, 0161, 1321, 2011, 2033, 2037, 2048, 2082, 2099, 2221, 2257, 2281, 2295, 2322, 2325, 2342, 2431, 2435, 2499, 2599, 2653, 2657, 2672, 2673, 2678,
2752, 2782, 2822, 2824, 2841, 2844, 2851, 2873, 2879, 3111, 3211, 3221, 3229, 3231, 3261, 3275, 3296, 3312, 3321, 3331, 3339, 3351, 3353, 3354, 3357, 3443, 3494, 3499, 3511, 3519, 3531,
3535, 3537, 3541, 3544, 3546, 3554, 3555, 3559, 3561, 3569, 3577, 3585, 3593, 3613, 3631, 3641, 3671, 3672, 3674, 3676, 3691, 3694, 3699, 3711, 3724, 3743, 3822, 3823, 3824, 3827, 3842,
3861, 3944, 3949, and 3999,

4 SICs included in this column: 0111, 0116, 0119, 0131, 0161, 2048, 2051, 2066, 2076, 2079, 2221, 2295, 2311, 2325, 2337, 2341, 2369, 2431, 2493, 2599, 2621, 2657, 2673, 2676, 2721, 2752,
2816, 2822, 2824, 2834, 2879, 3011, 3089, 3144, 3231, 3241, 3261, 3275, 3296, 3321, 3334, 3339, 3353, 3357, 3442, 3493, 3511, 3519, 3532, 3537, 3541, 3554, 3562, 3571, 3585, 3633, 3644,
3648, 3652, 3678, 3694, 3695, 3699, 3711, 3714, 3715, 3721, 3724, 3743, 3812, 3822, 3823, 3825, 3827, 3845, 3944, and 3999

Source: U.S. International Trade Commission.
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1994-96 could understate the export effects relative to the import effects associated with the Agreement."
Relaxing the criteria used to statistically link yearly trade flow changes to NAFTA (i.e., looking at
statistically significant shifts in trade flows in only 1 or 2 of the NAFTA years) generally reinforces the
results reported above. Moreover, relaxing the selection criteria increases the number of industries in
which there were increases in U.S. exports to Mexico relative to the number of industries in which there
are increases in U.S. imports from Mexico.?

Aggregate Bilateral Trade Flows

This section analyzes the effects of NAFTA on aggregate bilateral trade flows between the United
States and its two NAFTA trading partners. After controlling for changes in market forces that are
primarily affected by economic business cycles and macroeconomic policy, the results of this analysis
indicate a strong statistical link between the increase in bilateral trade between the United States and
Mexico and the implementation of NAFTA. On the other hand, the results also indicate that aggregate
bilateral trade between the United States and Canada showed no consistent statistically significant
changes during NAFTAs first 3 years.

The methodology used to empirically analyze U.S. trade flows here is nearly identical to the
approach used to estimate industry-level effects.”® The analysis of aggregate trade flows estimate the
growth of U.S. bilateral imports and exports with Canada and Mexico using monthly aggregate U.S.-
Canada and U.S.-Mexico trade data.!* With the exception of a drop in U.S. exports to Mexico following
the sharp devaluation of the peso, these bilateral trade flows generally increased year to year. Estimates
in this section compare the growth of U.S. imports and exports during the NAFTA years, relative to their
growth over the entire sample period of 1989-96.%

As described earlier, the use of year-specific binary variables to capture the trade effects during
the period 1994-96 yields information that would not be available if only a single binary variable for the
entire NAFTA period had been used. This is most evident in the case of aggregate bilateral imports and
exports between the United States and Mexico. The results show a sharp difference in trade growth
before and after the peso crisis. This difference also illustrates the important interconnection between
U.S. imports from Mexico and U.S. exports to Mexico.

1 To the extent that the binary variables in the U.S-Mexico specifications also account for some of effects of the
sharp peso devaluation in late 1994, this standard may result in a larger number of industries with an increase in U.S.
imports from Mexico and a smaller number of industries with an increase in U.S. exports to Mexico, because a peso
devaluation increases U.S. imports and reduces U.S. exports.

12 The different possible combinations of yearly effects that are found in the disaggregated results are tabulated
in appendix C.

13 The only difference is that for the aggregate U.S. import demand estimation, exchange rates are explicitly
included in the specification because monthly bilateral import price variables are not available. See appendix C.

' The trade and macroeconomic variables are more fully described in appendix C. U.S. aggregate bilateral
trade flows (monthly) were obtained from various issues of the Direction of Trade Statistics published by the
International Monetary Fund.

15 Data were obtained for the period 1973-1996, however, the estimated effects of NAFTA that are reported in
this section are derived from data covering the period January 1989 to November 1996. This choice was based on
statistical tests that indicate a strong break in underlying behavioral properties of the data during 1988-89. More
formally, cusum square and Chow tests were conducted on the specified model and generally found the estimated
relationships over these two periods to be sufficiently different at the 95 percent confidence level to warrant separate
estimations. Only the results from the 1989-96 estimations are discussed here. The parameter estimates and 4_; 5
diagnostic statistics are contained in appendix C.
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The results indicate, after controlling for changes in income, prices, and exchange rates, that the
volume of U.S. imports from Mexico increased by 1.0 percent in 1994 as a result of NAFTA. In addition,
U.S. imports from Mexico are estimated to be 5.7 and 6.4 percent higher in 1995 and 1996, respectively.
Similarly, the results indicate that the volume of U.S. exports to Mexico increased by 1.3 percent in 1994
as a result of NAFTA, and increased by 3.8 and 3.2 percent in 1995 and 1996, respectively.’® Two
important points emerge from these estimates. First, in 1994, the only year in which NAFTA was in
place and the peso devaluation does not confound the estimates, the increased volume of exports from the
United States to Mexico outpaced the increased volume of U.S. imports from Mexico. Second, during
1995 and 1996, the estimated simultaneous increase in import and export volumes demonstrates the high
degree of integration between U.S. and Mexican bilateral trade flows.!”

The Effects of NAFTA on the U.S. Labor Market

The effects of NAFTA on the U.S. labor market are investigated by examining the impact of
NAFTA on employment and earnings in manufacturing industries, which account for about 20 percent of
the non-farm labor force. Industry level effects are based on an analysis of 120 4-digit SIC categories that
were selected using the criteria described in chapter 1 and for which monthly data existed during the
period 1989-1996. Because labor effects can occur through changes in employment or earnings, these
variables are examined separately. Changes in the labor market are evaluated by controlling for changes
in market conditions that generally affect employment and earnings to separate the effects of NAFTA
from changes due to typical business cycle shifts.

The principal finding reported in this section is that relatively few U.S. industries show evidence
of having been affected (either positively or negatively) by NAFTA in the Agreement’s first three years.
These industries represent less than 4 percent of the non-farm labor force or less than 17 percent of the
manufacturing labor force. Moreover, within these industries, not all workers are necessarily affected.
Evidence suggests that the effects on these industries are for the most part small, and that there is no
statistically significant effect of NAFTA on the U.S. manufacturing labor force as a whole. Agricultural
products and the labor force that produces them are not insulated from either beneficial or detrimental
effects of NAFTA, but Bureau of Labor Statistics (BLS) does not collect data on agricultural sectors in
the same way as other labor force segments. Consequently, the techniques applied here to manufacturing
labor could not be used for agricultural labor. Similarly, because trade flows for services industries are
generally not tracked on a monthly basis, an examination of the labor force in services industries was also
excluded from this analysis. However, the qualitative analyses in chapter 6 discuss, to the extent that data
are available, the effects of NAFTA on employment in selected agricultural and services industries.

The techniques used in the labor analysis are generally similar to those used in the previous
section, but there are some important differences. The linkage between trade policy and labor market

1¢ Note that the latter periods are also associated with the peso devaluation. To the extent that the analytical
technique used does not fully compensate for the effects of the devaluation on bilateral trade, these results may
overstate the effects of NAFTA on U.S. imports from Mexico. However, the results are consistent with the research
of David Gould of the Federal Reserve Bank of Dallas. He states in his written submission to the Commission dated
May 6, 1997, “... NAFTA has had a statistically significant and important positive effect on trade flows between the
United States and Mexico since NAFTA's implementation in January 1994. ... Both exports and imports between the
U.S. and Mexico are at least 20% higher in 1997 than they would have been had NAFTA not been ratified. Trade
between the United States and Canada, however, has not been significantly affected by NAFTA," p. 1.

17 Indeed, according to Sidney Weintraub, a “very high import component” is contained in Mexico’s exports.
He estimates that the import component is roughly 40 to 45 percent. He also notes that about 75 to 80 percent of
those imports come from the United States. This relationship is supported by the estimates that suggest strong

increases in import growth from Mexico during 1995-96 was accompanied by large, but smaller, increases in U.S. 4_14

export growth. See the comments by Sidney Weintraub, Public Hearing Transcript, p. 85.
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effects is less direct than the link between the trade agreement and a single bilateral trade flow. Trade
policy changes most directly affect the quantities and prices of traded goods, which then affect the labor
force that produces those goods. As a result, the labor market findings are less conclusive than the
findings reported with respect to trade flows.

There are also differences in the approach used to identify and separate NAFTA effects from
those due to the peso devaluation. The impact of trade flow changes on labor is tied to changes in the
levels of both imports and exports. Employment and earnings estimates include the effects of imports
directly by controlling for shifts in those variables that are due to changes in the price of imports, but
effects of exports on labor markets are not treated explicitly. Therefore, a variable identifying the period
following the sharp peso devaluation is included to help isolate export effects, insofar as such effects are
attributable not only to exchange rate changes but also to the related recession in the Mexican economy.

Studies of NAFTA and Employment

Since the beginning of negotiations for NAFTA, labor market issues have been prominent. A
relatively large body of literature has been produced on projected effects of NAFTA, including effects on
wages and employment. More recently a number of studies have attempted to retrospectively assess
NAFTA’s effects. Most such studies agree that the effects of NAFTA on the U.S. economy are minimal
in the aggregate; at current levels of near-full employment, small changes in trade will not appreciably
affect the total number of jobs, but will only shift jobs between sectors. Where effects are isolated below
an aggregate level, most studies rely on anecdotal data or the results of economic simulation models. A
selection of these studies will be reviewed briefly below.

A study by Sidney Weintraub'® discusses the labor market effects of NAFTA as an issue that is of
minor significance in the overall evaluation of the Agreement, particularly given the current low level of
unemployment in the United States and the rapid rate of job creation. The implication is that the
Agreement has had no real, discernable effect on aggregate jobs in the economy, certainly not in a
negative direction. Weintraub further points out, however, that sectoral dislocations of labor may occur,
as well as reductions in earnings in some industries. No empirical work on the magnitude of such
changes is offered.

The Congressional Research Service (CRS) reports that “estimates of NAFTA-related job gains
and losses are small related to total U.S. employment ... An estimated 231,000 ret jobs were created from
new exports to Mexico and Canada during 1994 and 1995."" The estimates are derived from Commerce
Department estimates of jobs related to trade,” and the job loss data provided by the Labor Department
Trade Adjustment Assistance (TAA) program. The CRS study points out that the measures of gains and
losses are generally rather crude, and are derived from different methodologies. The study also notes that
in an economy at full employment, jobs are neither created nor destroyed, but only moved from sector to
sector. In any case, the study does not provide a sectoral breakout of jobs “gained” or “lost.”

18 S. Weintraub, NAFTA at Three: A Progress Report (Washington, DC: The Center for Strategic &
International Studies, 1997)

Y M.J. Bolle, NAFTA: Estimated U.S. Job “Gains” and “Losses” by State (Washington, DC: U.S. Library of
Congress, Congressional Research Service, Sept. 1996) p. 1.

? The Commerce Department uses an input-output model to derive the number of jobs added to the economy
when industrial output increases. The estimate of all jobs supported by exports is used to derive the average number
of jobs supported by a given dollar amount of exports. See Bolle, p. CRS-5.
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A recent study by Hinojosa and others? finds that « ... the overall positive or negative
employment impacts of U.S.-Mexico trade have not been significantly affected by the liberalization of
tariffs due to NAFTA,; ... the overall net U.S. employment impacts since NAFTA implementation (1994-
1996) have also been slightly positive, even taking into account the large impact of the peso crisis of
1995; [and] ... the most important negative impact on employment has been the decline in U.S. exports
due to the Mexican peso crisis, not the liberalization of tariffs due to NAFTA.”? These conclusions are
based on a partial equilibrium simulation model, deriving employment effects from small changes in trade
flows inferred from the model. Support for the conclusions is drawn from data provided by the U.S.
Department of Labor’s NAFTA TAA program.

Results and Interpretation

The model used to estimate the effects of NAFTA on employment and earnings is described in
appendix C. It makes use of two kinds of variables, in a statistical regression form, to detect these effects.
The first variable is the price of imports from Mexico, and is used to measure the sensitivity of hours
worked and of hourly earnings to a change in the price of an industry’s competing imports from Mexico.
These price changes may or may not be due to NAFTA tariff reductions; with data available at this time,
it is not possible to identify, on a month-by-month basis, what tariff reductions are due to NAFTA, what
reductions are due to the tariff concessions associated with the World Trade Organization and its
agreements, what NAFTA reductions simply replace GSP benefits formerly received by Mexican imports,
or how much of any tariff reduction is in fact passed through to the purchaser as a price reduction.

The second variable is a NAFTA binary variable. It is used to isolate any effects associated with
NAFTA and the period since NAFTA was implemented, other than those captured by import prices. A
more detailed discussion of its interpretation, in conjunction with a variable that is connected to the period
of the peso devaluation, is provided in appendix C. For the purposes of this analysis, a significant
coefficient for the NAFTA binary variable for any particular industry is interpreted as an indication that
the NAFTA years, 1994 through 1996, are observably and distinctly different from the previous years for
that industry, and that this difference can be identified as being either positive or negative in its effects on
the hours worked and the average hourly earnings of the production workers in the industry. A certain
caution is required in designating these effects, as being due to NAFTA; again, issues of interpretation are
more fully discussed in appendix C.

Table 4-4 provides a summary of the extent of significant findings for the binary variables in the
regression estimates. The table shows those sectors for which results indicate a significant effect
captured by the binary variables specified above. In the first column, the ITC industry groups® in which
industries were found to have significant coefficients for the binary variables are listed. Information is
provided on the number of sectors for which the NAFTA coefficient was significantly different from zero
at the 5 percent level, and indicates how often these coefficients were positive, and how often negative.
As mentioned, labor data are not generally available for agricultural industries, so the first sector group in

2l R. Hinojosa Ojeda, C. Dowds, R. McCleery, S. Robinson, D. Runsten, C. Wolff, and G. Wolff, North
American Integration Three Years Afier NAFTA: A Framework of Tracking, Modeling and Internet Accessing the
National and Regional Labor Market Impacts (Los Angeles: North American Integration and Development Center at
UCLA, 1997)

Z R. Hinojosa et al., North American Integration, p. 12.

3 Analysis was conducted at the level of 4-digit SIC industries, but for conciseness these results are summarized 4_1 ¢
in terms of the 68 ITC sector groups described in chapter 1 and listed in chapter 6.
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Table 4-4. Number of 4-digit SIC study sectors, by ITC Group that have a significant 3-year NAFTA
coefficient at the S percent significance level, for hours or hourly earnings equations

No. of 4-

ITC Group digit SICs | +H -H +E -E
First order auto-regressive procedure,
with instrumental variables
ITC Group 6--Meats and livestock 1 1
ITC Group 18—Textile mill products 6 1
ITC Group 19-—-Apparel and other finished textile products 10 1
ITC Group 22--Paper products 4 1
ITC Group 25-Industrial inorganic chemicals 2 1
ITC Group 28-Soaps, detergents, and toiletries 2 2
ITC Group 33— Plastic and rubber products 4 2 1
ITC Group 34--Leather tanning and finishing 1 1
ITC Group 36--Flat glass and glassware 4 1
ITC Group 38--Vitreous china plumbing fixtures 1 1
ITC Group 41--Steel products 2 1
ITC Group 43—-Nonferrous metals, wrought 3 1
ITC Group 44--Fabricated metal products 7 1 1 1
ITC Group 45-Industrial machinery 16 1 1 1
ITC Group 47—-Heavy electrical equipment 2 2
ITC Group 49-Electrical lighting and wiring equipment 3 1 1
ITC Group 52—-Electronic components and accessories. 4 1 1
ITC Group 60—-Measuring, analyzing, and control instruments 3 1
ITC Group 64—-Games, toys, and children’s vehicles, except
dolls and bicycles 1 1

Total 8 4 6 11

Source: Compiled by the staff of the U.S. International Trade Commission.
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which significant results were found is ITC Group 6, Meats and Livestock.”* The table also shows that in
this sector, a single 4-digit SIC was analyzed, as reported in column 2. For that SIC, the coefficient on

the NAFTA variable was significant and negative in the “earnings” equation; this is the meaning of the
“1" in the “-E” column. In Group 18, 6 four-digit SICs were analyzed; among them, there was only one
significant NAFTA coefficient, a negative one in an “earnings” equation meaning NAFTA had a negative
effect on earnings in that sector.

If NAFTA has effects on the domestic market (and labor market), some of these effects will be
felt indirectly through effects on domestic prices and aggregate consumption. The simple analysis
pursued here is not capable of fully separating these indirect effects from the direct effects. These effects
will be felt directly through changes in the price of U.S. imports from Mexico and through any residual
effect that may be captured by the binary variables. As with most of the other analysis in this report, the
problem of interpreting the coefficient of the NAFTA binary variable is of concern here. A significant
coefficient indicates that, during the NAFTA years 1994-1996, the trend in earnings (or hours worked)
for an industry was higher (or lower) than can be accounted for by import or domestic product prices, real
incomes, overall wages and unemployment, and any separate effect captured by the PESO variable for
1995 and 1996.% It does not say that the Agreement itself caused hours or earnings to rise (or fall); other
events uniquely tied to these years, perhaps affecting industries in specific ways, also would cause the
NAFTA variable to be significant. Nor does it imply that earnings (or hours) actually did rise or fall in
the NAFTA years; a negative coefficient on earnings may mean that earnings rose by less than they
otherwise would have. Finally, this coefficient does not capture all of any NAFTA effect that may exist.
In particular, the price of imports from Mexico or Canada can be expected to hold at least part of the
effect of any tariff changes due to NAFTA (as well as price changes due to any other market conditions).

One result evident from the table is the relative sparseness of significant effects. The model
specification has earnings and hours equations for 120 industries; about 20 of these industries
demonstrated significant “NAFTA” effects as defined by the 5 percent significance criterion for inclusion
in these tables. There is wide variation in magnitude of the coefficients, ranging from a fraction of a
percentage change in hours or earnings attributed to NAFTA to over 15 percent. Hours worked were
most often found to be positively related to NAFTA, while earnings were more often found to be
negatively related, among those SIC industries with significant effects.

To give an indication of the magnitude of the small number of workers affected by the
Agreement, one can add up the size of the total labor force that works in industries found to have been
affected, in one way or another, by NAFTA. As of March 1995 (from the BLS benchmark employment
survey for that month?), for all industries found to have one or more significant NAFTA effects in any
estimated equation, fewer than 4 million workers were employed in these industries. The total number of
workers in those industries represent 3.4 percent of the total non-farm labor force of 115.3 million
workers, and 17 percent of the total manufacturing labor force (of 23.8 million workers). Note that these
are counts of the total number of workers in “NAFTA-affected industries,” not counts of “NAFTA-
affected workers.” While dislocations have occurred, the econometric estimates indicate that in any
industry, changes in total hours worked or average hourly earnings would be very small and, as estimated,
affect only a small percentage of the workforce.

% Note, the 4-digit industry evaluated is category 2011- Meat products and meat packing, for which
manufacturing labor data is available.

% The PESO variable is a binary variable that identifies the years 1995 and 1996. It is included in the regression
to identify the period after the substantial Mexican peso devaluation.

% U.S. Department of Labor, Bureau of Labor Statistics, Manual on Series Available and Estimating Methods, 4.8
BLS Current Employment Statistics Program, March 1995 (Washington, DC: U.S. Department of Labor, 1996)
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Price Effects

Besides any NAFTA effect captured by the binary variables, the other principal channel for
NAFTA to affect the labor force is likely to be through the price of imported goods. Revenga (p. 257)
found that “changes in import prices have had a significant effect on both employment and wages.” Her
study reports a range of import price elasticities for employment of 0.24 to 0.39, and for wages of 0.06 to
0.09. These results were estimated across a selection of U.S. industries, looking at the effects of all
import prices (not just from a single country), using data from the years 1977-1987. They imply that, for
example, a 1-percent decrease in the price of all imported goods will result in a decrease in employment
in manufacturing industries of from 0.24 to 0.39 percent, and a decrease in wages of 0.06 to 0.09 percent.

The Commission study had a tighter focus. In particular, it examined the effects of the prices of
U.S. imports from Mexico rather than imports from all countries, to evaluate the impact on individual
industries. Table 4-5 presents the magnitudes of estimates for these elasticities” where they were found
to be significant at the 5 percent level in the autoregression model with instrumental variables. As one
might expect, results were in general smaller than those of Revenga, and varied rather widely from

industry to industry.

A positive sign in this table indicates that an increase in the price of U.S. imports from Mexico is
associated with an increase in hours worked or earnings, and conversely that a decrease in import prices is
associated with a decrease in hours and earnings. In principle, the algebraic signs of the coefficients can
be either positive or negative, as discussed above. In any event, significant coefficients are again sparse
and varied.

These coefficients, it must be emphasized, are not direct NAFTA effects. They are estimates of
import price elasticities, and as such indicate the sensitivity of an industry’s labor market to changes in
the price of U.S. imports from Mexico. They state that (choosing the industry with the largest estimated
hours worked elasticity as an example) that if NAFTA reduces duties collected in SIC 2082, Malt
beverages, by 1 percent, and if those tariff savings were fully passed through to the U.S. market, total
weekly hours worked in that industry will increase by 0.94 percent. There are 35.5 thousand workers in
that industry as of March 1995, so if this increase is met by increasing employment rather than adding
overtime, there would be an increase of 314 full-time-equivalent workers.

Finally, it should be noted that for the past 3 years, the U.S. economy has been operating at or
near what has historically been regarded as full employment. Therefore, while NAFTA will have caused
painful dislocations to some workers in the labor force, these are small relative to total job creation over
the same period, and relative to dislocations associated with other factors such as technological change.

Effects of NAFTA on the Aggregate Labor Force

The United States labor force has been at virtually full employment for almost the entire duration
of NAFTA.2 Therefore, the real effects of NAFTA on the labor force are to be found at the sectoral
level, where cases of job dislocation and employment creation may be found rather than at the aggregate
level. '

77 These coefficients, as estimated, are “price elasticities.” They measure the proportional responsiveness of
hours worked (or hourly earnings) to a proportional change in the import price, i.e., a value of 0.1 means thata 1
percent increase in the price of Mexican imports implies a 0.1 percent change in the hours worked (or earnings).| g

2 Weintraub, NAFTA at Three; CRS, NAFTA: Estimated U.S. Job “Gains” and “Losses”.
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Table 4-5. Elasticities of earnings and hours with respect to price of imports from Mexico
ITC
Group SIC Earnings Hours
15 2082--Malt beverages -0.94
17 2099--Food preparations, nec 0.06
19 2331-Women’s, misses’, and juniors’ blouses and shirts 0.12
22 2621-Paper mills 0.10
2653~Corrugated and solid fiber boxes -0.02
2676--Sanitary paper products 0.03
33 3069—Fabricated rubber products, nec -0.06
36 3229—-Pressed and blown glass and glassware, nec 0.01
43 3353—-Aluminum sheet, plate, and foil 0.12
45 3561—Pumps and pumping equipment -0.02
47 3613—-Switchgear and switchboard apparatus 0.08
48 3632—-Household refrigerators and freezers -0.06
49 3641--Electric lamp bulbs and tubes -0.09
3644—-Noncurrent carrying wiring devices 0.04
50 3651-Household audio and video equipment 0.28
52 3676--Electronic resistors ©0.04
55 3714—-Motor vehicle parts and accessories 0.05
66 3999--Miscellaneous industries, nec 0.03

Source: Compiled by the staff of the U.S. International Trade Commission
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Where an attempt has been made to estimate the overall effect of trade on employment,? very small
effects have been found, even for across-the-board changes in all import prices. Therefore one would not
expect to find strong effects of NAFTA on the U.S. labor force.®® -

This investigation did not find a significant aggregate effect of NAFTA, or of other variables
relating to trade with Mexico or Canada, on the domestic labor force. The investigative procedure
paralleled the approach used for the sectoral analysis of labor market effects. Dependent variables were
the hourly wage rate and the total hours worked per week in all manufacturing industries. Independent
variables included real income and measures of trade flows. Civilian unemployment and the aggregate
wage rate were excluded, since these are the dependent variables. Measures of trade include total import
flows from and to Mexico, Canada, and the rest of the world. A “price of imports” is not well defined for
aggregate trade, so the indices of real exchange rates were used, as well as measures of the total imports
from, and exports to, Mexico and Canada. Finally, the two binary variables described above were used,
NAFTA and PESO.®! In no specification was a coefficient on the dollar-peso exchange rate index, import
or export trade flow, or NAFTA variable significantly different from zero. This was true in the analyses
of both the hourly earnings and the hours worked in the manufacturing labor force.

The Effects of Trade on Labor Productivity

U.S. labor productivity is examined across 455 4-digit SIC manufacturing industries.”> At the
time the econometric analysis was conducted, most of the data used to construct measures of labor
productivity, as well as data for most of the explanatory variables, were only available on an annual basis
through 1994.* In addition, empirical work indicates that changes in import competition affect
productivity after a delay.>* Therefore, the unavailability of high-frequency data over time did not allow a
direct econometric estimate of the actual effects of the NAFTA on U.S. labor productivity. Instead, the
analysis focused on the general effects of increased import competition from Mexico and Canada on U.S.
labor productivity. Therefore, the estimates obtained in this analysis do not measure the actual effects of
NAFTA on U.S. labor productivity, but rather, provide an indication of the direction and magnitude of its
potential effects. In addition, the analysis identifies sectors that are most likely to experience productivity
increases due to NAFTA.

The productivity effects of the growth in industry output, R&D intensity, the level of industry
concentration, and the change in imports were estimated for four separate cases. The basic model is
described in appendix C and focuses primarily on the changes in labor productivity associated with

» Revenga, “Exporting Jobs?”

% In a letter accompanying his written submission to the Commission for this study, David Gould, senior
economist at the Federal Reserve Bank of Dallas, stated that “Since trade with Mexico represents less than 10
percent of our total trade, I find it hard to believe that it would have had any effect on aggregate employment levels.”
Letter, David M. Gould to Donna R. Koehnke, Secretary, U.S. International Trade Commission, May 6, 1997.

3! The basic equation was estimated with the maximum likelihood first-order autoregressive model, as well as an
error correction model as described in appendix C, since the hypothesis of cointegration among variables could not
be rejected.

32 An empirical model is used in which four variables determine productivity changes in an industry: the growth
in industry output, research and development intensity, the degree of market concentration, and the change in
imports. The model is based on previous economic studies and is discussed further in appendix C.

3 Following the literature in this area, only labor productivity is evaluated. The effect of trade on total
productivity, or capital productivity may not be the same as that observed for labor.

* This finding in the literature also implies that import changes induced by NAFTA in 1994 might not affget,
productivity until later years.
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changes in imports lagged one year.® A second proposition is examined in which a minimum threshold
of imports must exist before lagged import competition affects productivity.*® The final two analyses
involve an examination of the effects of total import competition in sectors where Canadian and Mexican
imports were increasing.’’ The specific results are presented in table C-3 in appendix C. This analysis
focused on the change in labor productivity that occurred across sectors between 1993 and 1994 which
reflects the average change that occurred in productivity for the overall manufacturing sector.

In the basic estimation, the estimated effects of output growth and market concentration on labor
productivity were positive and statistically significant.’® The estimated effects of import changes and
R&D intensity were not found to be statistically important in affecting labor productivity.*® As suggested
by the literature examining labor productivity, an alternative hypothesis is that changes in import
competition are not likely to have an impact on productivity until they reach a “critical mass” or threshold
level in an individual sector. Domestic firms are less likely to respond to changes in import competition
if the degree of competition is relatively small. Only at the point where the market share of imports
begins to affect domestic producers, do firms begin to react.

The results for this alternative hypothesis suggest that changes in productivity are positively
related to changes in total import shares and that some threshold level of total imports must be present—in
this case, a 15-percent share—before a sector responds to import competition with increases in
productivity. Results of this analysis indicate that a 1-percent increase in the share of imports in
industries with relatively high import penetration are associated with a 0.16-percent increase in labor
productivity. Of the 455 4-digit SIC manufacturing industries examined, 141 of these have imports with
at least a 15-percent share of U.S. consumption. On average, the market share of imports in these
industries increased by 3.1 percent between 1992 and 1993. Therefore, during this period, as a result of
increased import competition, labor productivity for these 141 sectors increased approximately 0.5
percent on average.*

35 This is case 1 as reflected by equation C-4. The analyses also examined the effects of contemporaneous
changes in import competition. Similar to earlier studies described in appendix C, the analysis in this report found
that the effects of import competition did not occur contemporaneously, but appeared with a one-period lag.

3 Case 2 in appendix C.

37 These are cases 3 and 4 in appendix C.

3% Even though high market concentration in a sector is associated with an imperfectly competitive industry
structure, this condition does not imply generally that the market is not competitive. An important factor affecting
competition in those markets is the degree of openness to international competition. Import competition tends to
result in highly competitive markets, even in sectors where domestic firms are highly concentrated. MacDonald
examined the interaction between market concentration and changes in import competition. As noted in the
overview, he found that labor productivity in highly concentrated markets showed the largest gains as a result of
import competition.

% The insignificant results for R&D intensity might be partially explained by the fact that the data for R&D are
more highly aggregated (2- and 3-digit SIC level) than the data for labor productivity (4-digit) and, therefore,
deficient for purposes of measuring R&D variance at the appropriate 4-digit SIC level. Other studies have obtained
similar results with respect to R&D intensity.

“ The rationale for the hypothesis examined in this analysis was that, as markets become open to competition
from imports, domestic firms are induced to increase their competitiveness by adopting more efficient production
methods. The efficiency or productivity gains induced by import competition can be derived from modernization in
plant and equipment, the enhancement of processing methods, or workforce reductions. The source of the observed
productivity gains was not specifically identified in this analysis; however, in all likelihood, the gains can be
attributed to a combination of these factors. As discussed in appendix C, for the 141 sectors, the correlation between
productivity changes and employment changes was observed to be negative. This would tend to suggestthatthe  4_5»
gains in productivity found during this period were, on average, accompanied by reductions in the workforce.
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While these results provide support for the hypothesis that there is a positive association between
import competition and U.S. labor productivity, a similar statement cannot be made about import
competition from U.S. NAFTA trading partners (Canada and Mexico) or, more specifically, imports from
Mexico. The effects estimated for the second analysis apply to the total level of imports in each of the
sectors and not to imports from a single country source. Even though imports from a single country might
increase, total import penetration in an industry would not change if trade diversion, rather than trade
creation, occurred. Changes in total imports give a more accurate indication of changes in import
competition. Therefore, estimates from the second analysis cannot be applied on an individual basis to
Mexican or Canadian imports without considering the relative change in total imports.

This analysis also examines the effects of import competition from Canada and Mexico relative to
total import competition. This effect was measured by focusing on those sectors where the overall
threshold level of imports was relatively substantial (15 percent) and where both total imports and NAFTA
imports simultaneously increased.* As in the analysis of all sectors, the effects of import changes are both
positive and statistically significant only for industries with a relatively substantial import market share. In
the case of industries with relatively high import shares and simultaneous increases in total and NAFTA
(Canadian and Mexican) imports, 73 sectors meet this criteria with a total market share of imports
increasing on average by 7.3 percent. The estimated effect suggests that, for these 73 sectors, labor
productivity on average increased by 1.2 percent during this period as a result of increased import
competition.

The final analysis focuses on the effects of imports on labor productivity for the case in which
there was a simultaneous increase in both total and Mexican imports. This combination occurred in 67
industries. For these sectors, the total share of imports increased on average by 6.9 percent. The estimated
effect of changes in import market share on labor productivity, for these 67 sectors was an average increase
in labor productivity of 1.4 percent.** Results of this analysis can also be used to identify specific sectors
that might experience productivity gains as a result of NAFTA. Rather than listing all of the sectors that
are likely to be affected by increased import penetration due to NAFTA, a subset was selected consisting
of the 17 leading 4-digit SIC sectors where U.S. imports from Mexico accounted for at least 10 percent of
total U.S. imports and there were increases in both the total and Mexican import market share (table 4-6)."
Over one-half of these 17 sectors fall within the electronic and electrical equipment and components
sector.*

! Numerous simulation analyses prior to the NAFTA estimated that, in general, U.S. imports from Mexico
would increase as a result of the Agreement. For a summary of these estimates, see USITC, Potential Impact on the
U.S. Economy and Selected Industries of the North American Free-Trade Agreement, USITC publication 2596,
Washington, DC, Jan. 1993.

“2 The import-competition effect estimated for case 4 suggests that, on average, a 0.2-percent increase in labor
productivity could potentially result with every 1-percent increase in the market share of total imports.

“ On average, total imports in these 17 sectors increased by 7 percent, between 1992 and 1993. Applying the
estimated effect from case 4 to the subset, productivity for these 18 sectors increased by 1.5 percent during this
period as a result of increased import competition.

“ Many of these sectors include industries where a substantial share of the imports from Mexico are asgf_&i?ted
with production-sharing operations in Mexico.
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Table 4-6
Leading 4-digit SIC manufacturing sectors that might experience gains in labor productivity as a result of
NAFTA

(Percentage)
Imports from Total import
Mexico as a share of U.S.
4-digit share of total consumption
SIC No. __ Industry U.S. imports in 1992
2399 Fabricated textiles products, n.e.c. 68.5 25.3
3677 Electronic coils, transformers and other inductors 37.3 344
3672 Printed circuit boards 29.9 223
3643 Current-carrying wiring devices 29.4 229
3644 Non-current carrying wiring devices 279 15.8
3691 Storage batteries 24.0 16.6
3631 Household cooking equipment 16.9 25.7
3955 Carbon paper and inked ribbon 15.8 21.0
3493 Steel springs, except wire 14.2 413
3669 Communications equipment, n.e.c. 14.1 15.4
3253 Ceramic wall and floor tile 134 36.4
3131 Boot and shoe cut stock and findings 12.7 53.7
3823 Industrial instruments for measurement, display and
and control of process variables 12.7 15.7
3625 Relays and industrial controls 12.3 15.4
3494 Electrical equipment for internal combustion engines  11.6 513
3671 Electron tubes 10.9 22.8
3648 Lighting equipment, n.e.c. ‘ 103 372

Source: Constructed by USITC staff from Bureau of Census statistics.

424
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CHAPTER 5
INDUSTRY ANALYSIS

This chapter describes the selection of industries for analysis,’' their grouping into 68 sectors, and the
qualitative analytical approach used to determine the effect of NAFTA on these industries. This analysis
builds on the expertise of the Commission. Staff has conducted more than 25 studies analyzing implications
of the liberalization by Mexico and Canada of trade and investment measures.> A summary of the major
findings and the individual sector analyses are presented in chapter 6.

Industry Selection

The Commission examined the effect of NAFTA on those industries “in which U.S. exports to
Mexico or Canada or imports into the United States from Mexico or Canada have increased significantly,” as
set forth in the request letter for the study by the United States Trade Representative (appendix A).3
Industries were defined according to the U.S. Bureau of the Census Standard Industrial Classification (SIC)
4-digit industry number groupings. This industry classification system facilitated the collection and
compilation of the necessary shipment, trade, employment, and other data required to conduct the analysis
specified by USTR. Although the request letter does not define “increased significantly,” the Commission
selected a threshold of a $50-million increase from 1993 to 1996 in any one of the trade flows with our
NAFTA partners (i.e., U.S. exports to Canada, U.S. exports to Mexico, U.S. imports from Canada, or U.S.
imports from Mexico). The $50 million threshold was used because this level would capture a high
percentage of total trade with NAFTA partners. A decline in imports or exports did not trigger consideration
within the scope of this investigation.* Based on this threshold, the Commission examined a total of 271 4-
digit SIC industries® of which 198 4-digit SIC industries were further analyzed using quantitative models.®

! A Iist of industries selected for analysis appears at the end of this chapter.

2 These reports include examination of Mexico’s economic reforms, conditions of competition with NAFTA partners,
rules-of-origin issues related to various industries, and major trading partners’ commitments under the GATS. In
addition, the Commission has issued a series of reports examining the composition of U.S.-Mexico trade overall, and
with maquiladora operations.

3 Section 512 of the North American Free Trade Agreement Implementation Act (Public Law 103-182, approved
Dec. 8, 1993) requires that the Administration provide a similar analysis in its report to the Congress due July 7, 1997.

* Nine 4-digit SIC industries had declines in exports of $50 million or more from 1993 to 1996: SIC 0912, Finfish;
2023, Milk and Cream, Condensed; 2111, Cigarettes; 2899, Chemical Preparations, Not Elsewhere Classified; 3356,
Extruded Nonferrous Metal Products; 3412, Metal Shipping Barrels; 3465, Automotive Stampings; 3647, Motor
Vehicle Lighting Equipment; and a grouping entitled in the Census concordance, 9200, Used or Second-Hand
Merchandise. ‘

5 Using the $50 million threshold, 204 industries were initially selected. Because of the numerous 4-digit SIC textile
and apparel industries that met the threshold and the commonality of analysis for these 4-digit industries, textile and
apparel products were examined at a more aggregated 2-digit level; as a result, 35 additional 4-digit SIC’s were added
to the analysis. Further, the U.S. Bureau of the Census has in instances grouped one or more 4-digit SIC industries
under one 4-digit SIC industry title in its concordance between SIC industries and merchandise trade classifications.
This appears where U.S. trade data classifications do not match the production activities or output of 4-digit SIC
industries. As a result of the Census classification, 32 additional 4-digit SIC industries are included for analysis. Also,
Commission staff reassigned certain merchandise trade classifications within the Census SIC/trade concordance when
Census assignments conflicted with classifications described in the Census Standard Industrial Classification Manual,
1987.

¢ Chapter 4 quantitatively analyzes 198 4-digit SIC industries.
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Collectively, these industries accounted for a range of 86 percent to 94 percent of the value of
imports from or exports to a particular NAFTA partner (table 5-1). Overall, a greater percentage of U.S.
imports were covered (90 percent to 94 percent) as a result of this threshold than of U.S. exports (86 percent
to 91 percent). Overall, approximately the same percentage of U.S. exports to Canada and Mexico, and
similarly almost the same percentage of U.S. imports from Canada and Mexico, are covered by the
Commission's analyses.

To facilitate analysis and to provide a manageable report, SIC industries were generally grouped into
sectors where the 4-digit industries appeared to be related. Certain industries did not lend themselves to
grouping and were analyzed separately. For example, the 4-digit SIC women's footwear industry was
covered separately because other 4-digit footwear industries did not meet the threshold’ and women's
footwear could not readily be aggregated with any similar industries. Sector analyses relied primarily on U.S.
trade data from the U.S. Bureau of the Census and labor data from the U.S. Bureau of Labor Statistics.

In addition to commodity trade, a summary of the effects of NAFTA on U.S. trade in services with
NAFTA partners is presented at the end of chapter 6. Data on services industries are available only through
1995, the second year of NAFTA implementati<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>