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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.
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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.

1-10



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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