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ERRATA

For the United States International Trade Commission, U.S.-Mexico-Canada Trade Agreement: Likely
Impact on the U.S. Economy and on Specific Industry Sectors, investigation no. TPA 105-003, USITC
Publication 4889, April 2019.

In the Executive Summary, on page 17, in table ES.3, import percentages have been corrected for
agriculture, manufacturing and mining, and services to 1.8, 1.3, and 5.4 percent, respectively.
In Chapter 2, on page 45, in table 2.4 the total U.S. imports from the world for agriculture,
manufacturing and mining and services have been changed to 1.8, 1.3, and 5.4 percent,
respectively.
In Chapter 3, on page 81, in table 3.6, the sum of all labor value content calculations have been
corrected; hypothetical figures were removed in the “Expenditure” column for “Total,” “Engine,
transmission, or battery assembly,” and “R&D and IT costs.” In the “LVC calculation” column, the
percent for “Engine, transmission, or battery assembly” was changed from 10 percent to 5 percent
and the percent for “R&D and IT costs” was changed from 5 percent to 10 percent.
In Chapter 4, on page 95, in table 4.1, crude petroleum is now reported and the “all other energy”
numbers have been changed accordingly. On page 109, the sentence which previously
corresponded to footnote 227 has been deleted, as has the text in the footnote. On page 110, text
has been deleted from footnote 233. In table 4.3 on page 111, the following changes have been
made:
Cotton and manmade fiber apparel — currently 80.00, change to 88.33
Wool apparel — currently 5.07, change to 5.33
Cotton and manmade fiber fabrics and made-ups — currently 65.00, change to 71.77
Cotton and manmade fiber yarn — currently 10.70, change to 11.81

o Table note c has been revised.
In chapter 5, on page 118, in table 5.1, U.S. imports of alcoholic beverages from ROW has been
corrected; on page 119, in table 5.2 has clarified that USMCA language on dairy TRQs is new in the
agreement; on page 123, the values reported for infant formula, cheese, whey products, and
yogurt have been corrected; on page 131, U.S. exports of alcoholic beverages to Canada has been
corrected; on page 134, the application of dispute settlement to SPS provisions has been corrected,;
In chapter 6, on page 148, in table 6.3, the second row on “retransmission of programming” has
been removed.
In Chapter 9, on page 250, in table 9.10, clarifying language regarding the three types of prohibited
non-commercial assistance has been added to the third row of the “USMCA provision” column;
clarifying language regarding injury to domestic industry was added to the forth row of the same
table; on page 264, in table 9.20, a new row was added regarding “additional transparency.” This is
now reported in the third row of the table.
In Appendix E, on page 315, in table E.4, total U.S. imports from the world reported for agriculture,
manufacturing and mining, and services have been corrected for each of the four columns.
In Appendix F, on pages 327-28, in table F.5, total U.S. imports from the world that are reported
for agriculture, manufacturing and mining, and services have been changed for each of the three
columns. On page 330, table F.7, the total U.S. imports from the world for agriculture,
manufacturing and mining, and services have been corrected for each of the three columns.
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Abbreviations and Acronyms

Acronym Term

AALA American Automobile Labeling Act

AAM Association for Accessible Medications

AAP Association of American Publishers

AAPC American Automotive Policy Council

AAR Association of American Railroads

ACC American Chemistry Council

ACTPN Advisory Committee for Trade Policy and Negotiations
AdvaMed Advanced Medical Technology Association

AFL-CIO American Federation of Labor and Congress of Industrial Organizations
AlISI American Iron and Steel Institute

API American Petroleum Institute

ATAC Agricultural Technical Advisory Committee

AVE ad valorem equivalent

B2C business-to-consumer

BC British Columbia

BEA Bureau of Economic Analysis

BITs bilateral investment treaties

BLS Bureau of Labor Statistics

CAR Center for Automotive Research

CARD Center for Agricultural and Rural Development

CARI Canadian Association of Recycling Industries

CBP U.S. Customs and Border Protection

CCIA Computer & Communication Industry Association

CDIC Canadian Dairy Information Centre

CEMLA Center for Latin American Monetary Studies

CES constant elasticity of substitution

CET constant elasticity of transformation

CGE computable general equilibrium

CIA Central Intelligence Agency

cooL country of origin labeling

CPS Current Population Survey (U.S. Census/Bureau of Labor Statistics)
CPTPP Comprehensive and Progressive Trans-Pacific Partnership
CRS Congressional Research Service

csl Coalition of Services Industries

CSIS Center for Strategic and International Studies

CWRS Canada Western Red Spring (wheat)

DESA Department of Economic and Social Affairs (United Nations)
DHS U.S. Department of Homeland Security

DM designated monopoly

DMT de minimis threshold

DRP Duties Relief Program (Canada)

EAA Express Association of America

EBOPS Extended Balance of Payments Services Classification
EDIS Electronic Docket Information System

EIA U.S. Energy Information Administration

EIF entry into force

EIU Economist Intelligence Unit

ENOE National Survey of Occupation and Employment (Mexico)
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Acronym Term

EPs Employment Projections program

ERS Economic Research Service (USDA)

ESA Entertainment Software Association

EU European Union

FAS foreign affiliate sales

FDI foreign direct investment

FET fair and equitable treatment

FFVA Florida Fruit & Vegetable Association

FTA free trade agreement

FTC Free Trade Commission

FTE full-time equivalent

GAF Global Affairs Canada

GATS General Agreement on Trade in Services

GDP gross domestic product

GEMPACK General Equilibrium Modeling Package

Gl geographical indication

GIPC Global Intellectual Property Center

GME Gravity Modeling Environment

GPA Agreement on Government Procurement (WTO)

GTAP Global Trade Analysis Project

GTAP-FDI Global Trade Analysis Project-Foreign Direct Investment (model)

HS Harmonized Commodity Description and Coding System (Harmonized System) (WCO)

HTS Harmonized Tariff Schedule of the United States

1A Internet Association

IACAC Inter-American Convention Against Corruption

ICT information communications technology

IDFA International Dairy Foods Association

IGPAC Intergovernmental Policy Advisory Committee

IIPA International Intellectual Property Alliance

ILO International Labour Organization

IMF International Monetary Fund

INARE National Institute of Recyclers (Mexico)

INEGI National Institute of Statistics and Geography (Mexico)

IP intellectual property

IPRs intellectual property rights

IPTV Internet Protocol television

IREP Import for Re-export Program (Canada)

ISDS investor-state dispute settlement

IT information technology

ITA International Trade Administration (USDOC)

ITAC Industry Trade Advisory Committee

ITAC1 Industry Trade Advisory Committee on Aerospace Equipment

ITAC 2 Industry Trade Advisory Committee on Automotive Equipment and Capital Goods

ITAC3 Industry Trade Advisory Committee on Chemicals, Pharmaceuticals, Health/Science
Products and Services

ITAC7 Industry Trade Advisory Committee on Steel

ITAC 8 Industry Trade Advisory Committee on the Digital Economy

ITAC 10 Industry Trade Advisory Committee on Services

ITAC 11 Industry Trade Advisory Committee on Textiles and Clothing

ITAC 12 Industry Trade Advisory Committee on Customs Matters and Trade Facilitation

ITAC 13 Industry Trade Advisory Committee on Intellectual Property Rights
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Acronym Term

ITI Information Technology Industry Council

ITIF Information Technology and Innovation Foundation
KEI Knowledge Ecology International

LAC Labor Advisory Committee on Trade Negotiations and Trade Policy
LFS Labour Force Survey

LLP low-level presence

LT light truck

LvC labor value content

MEA multilateral environmental agreement

MEMA Motor & Equipment Manufacturers Association
MFA Multi-Fibre Arrangement

MEFN status most-favored-nation status

MPAA Motion Picture Association of America

MPC milk protein concentrate

MPV multi-purpose vehicle

MRT multilateral resistance term

MST minimum standard of treatment

MT metric tons

NAAEC North American Agreement on Environmental Cooperation
NAALC North American Agreement on Labor Cooperation
NAEGA North American Export Grain Association

NAFTA North American Free Trade Agreement

NAICS North American Industry Classification System
NAPS North American Production Sharing

NC net cost

NCC National Chicken Council

NCM nonconforming measure

NEMA National Electrical Manufacturers Association
NGFA National Grain and Feed Association

NHTSA National Highway Traffic Safety Administration (USDOT)
NMPF National Milk Producers Federation

NT national treatment

NTF National Turkey Federation

OECD Organisation for Economic Co-Operation and Development
OoLS ordinary least squares

OTEXA Office of Textiles and Apparel (USDOC, ITA)

PhRMA Pharmaceutical Research and Manufacturers of America
PIIE Peterson Institute for International Economics
PNTR permanent normal trade relations

PTA preferential trade agreement

PV passenger vehicle

R&D research and development

RDP regulatory data protection

RIAA Recording Industry Association of America

RIC Remanufacturing Industries Council

ROOs rules of origin

RSI Railway Supply Institute

RVC regional value content

SCP sugar-containing product

SDN software-defined networks

SIA Semiconductor Industry Association
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Acronym Term

SIIA Software and Information Industry Association
SMA Steel Manufacturers Association

SMEs small and medium-sized enterprises

SMMEs small, medium, and micro enterprises

SMP skim milk powder

SOCMA Society of Chemical Manufacturers and Affiliates
SOE state-owned enterprise

SPS sanitary and phytosanitary

SSDS state-to-state dispute settlement

STIS Science, Technology and Industry Scoreboard

STRI Services Trade Restrictiveness Index

TBT technical barriers to trade

TEPAC Trade and Environment Policy Advisory Committee
TFC Turkey Farmers of Canada

TIPRO Texas Independent Producers and Royalty Owners Association
TPLs tariff preference levels

TPP Trans-Pacific Partnership

TRQ tariff-rate quota

TSA Transportation Security Administration (U.S. Department of Homeland Security)
TTD Transportation Trades Department (AFL-CIO)

TV transaction value

UN United Nations

UNCAC United Nations Convention Against Corruption
UNCTAD United Nations Conference on Trade and Development
UNSD United Nations Department of Economic and Social Affairs Statistics Division
USDA U.S. Department of Agriculture

USDEC U.S. Dairy Export Council

uUsDOC U.S. Department of Commerce

uUsSDOL U.S. Department of Labor

uUsDOS U.S. Department of State

uUsDOT U.S. Department of Transportation

USFIA United States Fashion Industry Association

USITC U.S. International Trade Commission

USMCA United States-Mexico-Canada Agreement

USMEF U.S. Meat Export Federation

uso universal service obligation

USTR U.S. Trade Representative

WCO World Customs Organization

WDl World Development Indicators (World Bank)

WTO World Trade Organization
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Executive Summary

As required by section 105(c) of the Bipartisan Congressional Trade
Priorities and Accountability Act of 2015, this report, prepared by the
U.S. International Trade Commission (Commission or USITC), assesses
the likely impact of the U.S.-Mexico-Canada Agreement (USMCA or the
agreement) on the U.S. economy as a whole and on specific industry
sectors. As required, this assessment includes the impact of the
agreement on the U.S. gross domestic product (GDP), exports and
imports, aggregate employment and employment opportunities, the
production, employment, and competitive position of U.S. industries
likely to be significantly affected by the agreement, and the interests of
U.S. consumers. This executive summary presents an overview of the
agreement, provides a summary of the Commission’s assessment of the
likely impact of the agreement, and reviews the empirical literature
regarding the agreement, to the extent that such literature exists.
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The Commission used a combination of detailed quantitative and qualitative industry analyses and an
economy-wide computable general equilibrium model to assess the likely impact of USMCA on the U.S.
economy and industry sectors. The model estimates that, if fully implemented and enforced, USMCA
would have a positive impact on U.S. real GDP and employment.

The elements of the agreement that would have the most significant effects on the U.S. economy are
(1) provisions that reduce policy uncertainty about digital trade and (2) certain new rules of origin
applicable to the automotive sector. Of interest to stakeholders in many sectors, particularly services
industries, are USMCA'’s new international data transfer provisions, including provisions that largely
prohibit forced localization of computing facilities and restrictions on cross-border data flows. Industry
representatives consider these provisions to be a crucial aspect of this agreement in terms of changing
certain rules of trade across industry sectors, especially given the lack of similar provisions in the North
American Free Trade Agreement (NAFTA).

Because NAFTA has already eliminated duties on most qualifying goods and significantly reduced
nontariff measures, USMCA’s emphasis is on reducing remaining nontariff measures on trade and the
U.S. economy; addressing other issues that affect trade, such as workers’ rights; harmonizing
regulations from country to country; and deterring certain potential future trade and investment
barriers.

USMCA would strengthen and add complexity to the rules of origin requirements in the automotive
sector by increasing regional value content (RVC) requirements and adding other requirements.
USMCA’s requirements are estimated to increase U.S. production of automotive parts and employment
in the sector, but also to lead to a small increase in the prices and small decrease in the consumption of
vehicles in the United States.

The agreement would establish commitments to open flows of data, which would positively impact a
wide range of industries that rely on international data transfers. USMCA would reduce the scope of
the investor-state dispute settlement (ISDS) mechanism, a change that, based on modeling results,
would reduce U.S. investment in Mexico and would lead to a small increase in U.S. domestic investment
and output in the manufacturing and mining sectors. The agreement, if enforced, would strengthen
labor standards and rights, including those related to collective bargaining in Mexico, which would
promote higher wages and better labor conditions in that country. New intellectual property rights
provisions would increase protections for U.S. firms that rely on intellectual property. These changes
are estimated to increase U.S. trade in certain industries.

The Commission’s model estimates that USMCA would raise U.S. real GDP by $68.2 billion (0.35
percent) and U.S. employment by 176,000 jobs (0.12 percent). The model estimates that USMCA would
likely have a positive impact on U.S. trade, both with USMCA partners and with the rest of the world.
U.S. exports to Canada and Mexico would increase by $19.1 billion (5.9 percent) and $14.2 billion (6.7
percent), respectively. U.S. imports from Canada and Mexico would increase by $19.1 billion (4.8
percent) and $12.4 billion (3.8 percent), respectively. The model estimates that the agreement would
likely have a positive impact on all broad industry sectors within the U.S. economy. Manufacturing
would experience the largest percentage gains in output, exports, wages, and employment, while in
absolute terms, services would experience the largest gains in output and employment.
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Overview of Assessment

Economy-wide Assessment

The U.S.-Mexico-Canada Agreement addresses the trade and investment relationship between and
among the United States, Canada, and Mexico. The three countries have been parties to the North
American Free Trade Agreement (NAFTA) since it entered into force on January 1, 1994. The new
agreement would affect barriers to trade in goods and services, revise rules that govern trade and
investment, and alter the regulatory environment for exports and imports in the region.

The Commission used an economy-wide simulation via a computable general equilibrium model to
assess the likely impact of USMCA on the U.S. economy and industry sectors. In the model, the
Commission included analyses specific to eight groups of USMCA provisions: agriculture, automobiles,
intellectual property rights (IPRs), e-commerce, labor, international data transfer, cross-border services,
and investment. Each of these analyses provides estimates of provision-specific economic impacts, as
well as modeling inputs for the economy-wide model. This methodology resulted in impact simulations
specific to certain individual provisions and an economy-wide simulation that reflected all the modeled
USMCA provisions.

The eight industry- or provision-specific components that contributed to the economy-wide model can
be divided into two categories. The first category is the set of provisions that would alter current policies
or set new standards within the three member countries, and that would therefore be expected to
modify current conditions after USMCA enters into effect. This category includes provisions that apply to
agriculture, automobiles, IPRs, e-commerce, and labor, as well as investment provisions related to the
investor-state dispute settlement (ISDS) mechanism. The second category is the set of provisions
representing commitments that would reduce policy uncertainty. These commitments would primarily
serve to deter future trade and investment barriers, thus offering firms some assurance that current
regulations and standards, which may or may not be expressly governed by current policies, will not
become more restrictive.! The provisions included in this second category are those addressing
international data transfer, cross-border services trade, and investment issues related to market access
and nonconforming measures.?

In light of the size of the U.S. economy relative to the size of the Mexican and Canadian economies, as
well as the reduction in tariff and nontariff barriers that has already taken place among the three
countries under NAFTA, the impact of the agreement on the U.S. economy is likely to be moderate. The
Commission estimates that USMCA would increase U.S. real GDP relative to a baseline scenario in which
NAFTA remains in place (table ES.1). Of the eight USMCA components included in the economy-wide
model, provisions that reduce policy uncertainty regarding cross-border data flows and data localization,

1 As explained further below (see footnote 55 in chapter 2), Commissioner Kearns notes that this report assesses
the economic impact of provisions that would provide greater certainty for market participants. It does not
attempt to assess all possible benefits or costs associated with possible changes to existing laws and regulations.
2 USMCA, like NAFTA, uses a “negative list” format for the chapters on Cross-border Trade in Services and on
Investment. A negative list means that the signatories of an agreement promise to provide full access to their
services markets unless they specifically list an exception, or nonconforming measure.
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and certain automotive rules of origin (RO0s)? have the most significant impact on the estimated
results.* The model results below are sensitive to the weight given to the impact of reducing policy
uncertainty related to cross-border data flows, as discussed in chapter 2.

Table ES.1 Economy-wide impacts of USMCA (changes relative to baseline in 2017)

Value Percent
U.S. real GDP (billion S) 68.2 0.35
Employment (1,000 full-time equivalent workers) 175.7 0.12

Source: USITC estimates.
Note: Dollar value is in 2017 prices.

The Commission also estimates that the agreement would increase U.S. employment, particularly
among workers with between 10 and 12 years of education and between 13 and 15 years of education.
In addition, workers of all levels of education are estimated to see increases in wages of about 0.27
percent on average, with the most highly educated workers experiencing the largest gains because of
the currently tight labor market conditions for such workers.

Moreover, USMCA would increase U.S. trade with both USMCA partners and the world. Under USMCA,
U.S. trade with Mexico and Canada would increase by about 5 percent (table ES.2). U.S. trade with the
rest of the world would also increase, but by less in percentage terms. As a result, U.S. trade with its
NAFTA partners would represent a larger share of total U.S. trade.

Table ES.2 Impacts of USMCA on U.S. trade (percent changes relative to baseline in 2017)

Exports Exports Imports Imports

(%) (billion $) (%) (billion $)

U.S. trade with Canada 5.9 19.1 4.8 19.1
U.S. trade with Mexico 6.7 14.2 3.8 124

Source: USITC estimates, USITC DataWeb.
Note: Exports and imports include both goods and services.

Broad Sector Assessments

The Commission estimates that USMCA would increase U.S. exports and imports for each of the three
broad industry sectors: agriculture, manufacturing, and services (table ES.3). The Commission’s model
indicates that U.S. manufacturing exports would experience the largest percentage increase from
USMCA, while services would experience the largest impact in terms of imports. Trade in agriculture
under USMCA would grow as well, but to a lesser extent than in the other industry segments. USMCA
would have a positive impact on employment in each of the sectors, with manufacturing experiencing
the greatest increase in percentage terms and services in absolute terms.

3 Rules of origin are the rules that determine whether a particular good qualifies for preferential or duty free
treatment under an agreement.

4 As explained later, Commissioner Kearns believes that labor obligations could also have a very significant effect if
fully implemented and enforced, and taking into account (1) Mexican wages being below Mexican productivity,
and (2) the possibility that the U.S. and/or Mexican economies may not be at full capacity utilization when the
USMCA is fully implemented.
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Table ES.3 Broad sector-level impacts of USMCA on U.S. employment, real wages, and trade with the
world (changes relative to baseline estimates in 2017)

Exports Imports Output Real wages Employment Employment
Industry (%) (%) (%) (%) (%) (1,000 jobs)
Agriculture 1.1 1.8 0.18 0.23 0.12 1.7
Manufacturing and mining 33 1.3 0.57 0.50 0.37 49.7
Services 1.2 5.4 0.17 0.23 0.09 124.3

Source: USITC estimates.

Overview of the Agreement

USMCA is a broad trade and investment agreement. Because NAFTA eliminated tariffs in most sectors,
USMCA largely involves rule changes that impact a number of industries. Some rule changes are industry
specific, such as the increase in tariff-rate quotas (TRQs) above levels currently established by NAFTA for
dairy, poultry, eggs, and egg-containing products.® It is estimated that this rule change would offer the
United States additional market access into Canada.

Significant rule changes with broader impacts include those liberalizing certain nontariff barriers to
investment and to trade in goods and services, as well as others harmonizing and strengthening
regulatory practices. Also significant are rules governing trade, including new or revised provisions on
ROOs, digital trade, IPRs, government procurement, customs facilitation, sanitary and phytosanitary
measures, technical barriers to trade, and labor and environmental standards, among others. Many of
the USMCA provisions reflect commitments to refrain from making current trade and investment
regulatory practices more restrictive. These provisions will likely benefit U.S. businesses by reducing
business uncertainty, potentially lowering trade costs for businesses.

Another change that USMCA would bring are its complex termination, review, and extension provisions.
Witnesses at the Commission’s public hearing disagreed on whether and to what extent the review and
termination provisions would be viewed as adding uncertainty. Given this lack of clarity and the paucity
of economic research on the likely effects of such provisions, these were not included in the
Commission’s model.

The Commission used a variety of analyses to assess the impact of the agreement. The Commission has
quantified the impact of the key provisions on respective industries, and then applied these estimates in
an economy-wide model to estimate the impact of USMCA on the U.S. economy and industry sectors, as
discussed above. The report also includes assessments based on interviews by Commission staff,
testimony and written submissions related to the Commission’s hearing and overall investigation, and
Commission staff industry expertise; these assessments include a summary of relevant industry views.

The Commission’s assessment of USMCA incorporates several modeling extensions relative to previous
USITC studies. These extensions are in response to provisions not previously included in free trade
agreements and improved modeling and data availability. The Commission’s assessment in this report
expands modeling of provisions that reduce policy uncertainty. These commitments give assurance to

5 A tariff-rate quota typically involves a two-tiered tariff on imports of a certain good, under which a country
imposes a lower rate of duty or no duty on imports that enter within the good’s quota amount and imposes a
higher rate of duty on imports that enter above that amount (i.e., after the quota is filled).
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firms that they will continue to face the same regulations going forward and alleviate concerns that any
of the member countries could formulate more restrictive policies in the future. The Commission’s
analysis in this report also expands its modeling of labor by distinguishing workers by their level of
education and including restrictions on labor mobility across industries.

Industry-specific Provisions of USMCA

Manufactured Goods and Energy Products

For the industries in the manufactured goods and energy product sectors, the Commission estimates
that USMCA would particularly impact the automotive industry. This reflects the presence of several
USMCA provisions, including those mandating increased regional value content (RVC) for vehicles and
parts, as well as the inclusion of labor value content rules governing the production of vehicles.® The
Commission expects that the provisions pertaining to other manufactured goods sectors—including
chemicals and pharmaceuticals, electronic products, energy products, and textiles and apparel—would
not have a significant economy-wide impact. However, various industry representatives support certain
USMCA provisions related to their industry sectors (as discussed in chapter 4), and have indicated that
these provisions are generally expected to have a positive impact for certain industries. Several
crosscutting provisions, such as those pertaining to international data transfers, the ISDS mechanism,
and IPRs, would also impact manufacturing and energy industries. These crosscutting provisions are
discussed in a separate section in the Executive Summary.

Automotive Products

USMCA represents a significant increase in regional content required for duty-free treatment, and
introduces a more complicated process for qualifying automotive, steel, and aluminum products for
such treatment. According to Commission estimates, these changes, excluding the impact of
crosscutting provisions (e.g., international data transfers) discussed in a separate section, would lead to
an increase in U.S. automotive parts production, partly offset by a small decline in U.S. vehicle
production. These developments are estimated to result in a net employment increase of more than
28,000 full-time equivalent (FTE) employees in the automotive sector.” At the same time, to the extent
that the new ROOs reduce the utilization of tariff preferences or lead to more costly sourcing of core

6 Regional value content requirements are commonly used in rules of origin. To meet this type of requirement, a
good must contain at least a minimum amount of material originating from one or more of the parties of the
agreement. The labor value content requirement is a unique formulation for USMCA. To meet this type of
requirement, a good must contain a minimum amount of originating material produced by workers paid at a
particular wage level or higher (in this case, $16 per hour).

7 Commission estimates of the economic effects of the new ROOs are sensitive to the assumption that certain
manufacturers would increase their production costs by shifting sourcing of core parts to the United States, even
though the non-preferential tariff rates that they would face (for many vehicle types) if they did not comply with
the new automotive ROOs would be small. Vehicles manufactured in Mexico are particularly sensitive to the
increased costs of shifting supply chains and/or increased tariffs due to the relatively low profitability of many of
the small cars produced there (Peter Valdes-Dapena, “Ford Moving All Small Car Production to Mexico,” CNN,
September 15, 2016). Also, because several factors are not included in the economic model (see appendix G), the
effects shown in the model could be amplified or mitigated. Alternative scenarios are included in appendix G.
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parts, prices of passenger vehicles and light trucks would rise slightly in the United States, resulting in a
slight decline in consumption of these vehicles in the market.

USMCA’s automotive provisions have seven major components: RVC requirements for vehicles, core
auto parts, principal auto parts, and complementary auto parts; labor value content rules for vehicles;
steel purchase requirements; and aluminum purchase requirements (figure ES.1). In addition to the
automotive steel and aluminum requirements, the USMCA ROOs contain a number of new RVCs or
content provisions for certain sectors. Those ROOs encourage greater use of North American-produced
steel, adding RVC or steel weight requirements to goods that only needed changes in tariff classification
to qualify for preferential tariff treatment under NAFTA.

Figure ES.1 Components of USMCA automotive rules of origin

Light Vehicle Rules of Origin

Regional value Steel Aluminum Labor value
content content content content
75 percent L 70 percent L 70 percent 40 percent for passenger vehicles and

45 percent for trucks

|
| | 1

Core parts Principal Complementary At least 25 percent (30 percent
parts parts . fortrucks) from high wage
materials and manufacturing
L L L costs
75 percent 70 percent 65 percent
. No more than 10 percent from
R&D and IT

No more than 5 percent credit
—— for engine, transmission, or
advanced battery assembly

Source: USITC produced based on USMCA text.
Note: “High-wage material” is defined as parts produced in a plant paying its workers an average of $16/hr or higher.
Research and Development (R&D) and Information Technology (IT) expenditures are similarly high-wage limited.

In preparing this assessment, the Commission developed an industry-specific, partial equilibrium model
to estimate changes to U.S. light vehicle and automotive parts production. The data used for this
analysis were broken out by different vehicle models. This model estimates that USMCA’s automotive
ROOs would increase employment in the U.S. automotive industry by more than 28,000 FTE employees,
as the gain of nearly 30,000 jobs in parts production would far exceed the approximately 1,500 jobs lost
in the vehicle production segment. Further, the model estimates an increase in U.S. investment of $683
million per year to meet new demand for U.S.-produced engines and transmissions. The Commission’s
model also estimates that prices for all vehicles would undergo a modest increase (ranging from 0.37
percent for pickup trucks to 1.61 percent for small cars), and that total consumption in the United States
would decline by over 140,000 vehicles. Finally, some manufacturers may decide not to offer vehicles
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that would be too expensive to bring into compliance, which would ultimately decrease consumer
choice.

Textiles and Apparel

The USMCA’s modifications to the NAFTA textile and apparel ROOs ease the requirements for duty-free
treatment for certain products, but tighten the requirements for other products. Overall, the anticipated
shifts in qualifying products are not likely to affect the aggregate volume of trade in textile and apparel.
The USMCA modifies some “fiber-forward” and “yarn-forward” tariff shift rules, meaning that finished
goods qualify for origination so long as the yarn and fabric are formed and finished in one of the partner
countries. The tariff shift rules for goods classified under chapters 61 and 62 (knit and woven apparel) of
the Harmonized Tariff Schedule of the United States (HTS) are also modified. The NAFTA requirement
that visible linings be sourced from one of the parties is eliminated, but new requirements specify that
sewing thread, narrow elastic fabrics, and pocket bag fabrics must be sourced from one of the parties.
The agreement has new rules for certain made-up goods described in HTS chapter 63, which are made
from fabric coated with plastic.

Additionally, USMCA maintains tariff preference levels for bilateral imports in all directions, with
modifications to scope of coverage and quantitative limits in some cases. USMCA would also add textile-
specific enforcement language comparable to that found in other U.S. free trade agreements; the
language provides guidance for on-site verification visits to producers in the exporting party.

Chemicals and Pharmaceuticals

USMCA’s chemicals and pharmaceuticals provisions are not expected to have a significant impact on
chemical and pharmaceutical trade, although that trade is likely to be affected by the USMCA’s
crosscutting provisions, such as those pertaining to IPRs and international data transfers (discussed in a
separate section below). For example, as with other recent trade agreements, the new process-based
ROOs add alternative methods of determining origin to the existing tariff shift and RVC provisions.® The
new ROOs are expected to ease administrative burdens on the industry, since they parallel the ROOs in
other recent U.S. agreements, but the size of the impact has not been quantified in this report.

Electronic Products

USMCA addresses electronic products in annexes on information communications technology (ICT) and
on medical devices, as well as in its chapter on ROOs. The impact of these provisions, excluding the
crosscutting provisions discussed in a separate section below, is expected to be small. Industry
submissions highlighted some of the benefits of the provisions of the ICT annex, but did not indicate the
value of these benefits. The exceptions agreed to in the ICT annex provisions may limit the impact of
these provisions on trade in ICT products and services between the USMCA partners. In addition,
Mexico, Canada, and the United States do not appear to have regulations that would be materially
impacted by the ICT annex provisions. Likewise, the annex on medical devices—which largely addresses

8 Tariff shift rules require that each of the non-originating materials (parts) used in the production of a good must
meet the requirements of the rule (i.e., must undergo a specified change in its classification in the tariff schedule)
unless the de minimis rule applies to the shipment (i.e., the shipment value is too low for it to be subject to the
rule).
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regulatory convergence—is expected to have a small impact because there are already substantial
points of regulatory consistency among the three trading partners.

In general, the changes to ROOs for electronic products, such as televisions, are likely to support
increased trade in these products among the parties. For example, the agreement removes the RVC
provision for static converters and reclassifies tariff shifts from the heading level to the subheading level
(allowing increased U.S. market access for such products). It also removes tariff shifts for electronic
items such as parts used for certain monitors and projectors, while reducing certain RVC rules on other
products.

Energy Products

Given the already very low most-favored-nation (MFN) tariffs for the parties, as well as the effects of
recent reforms in Mexico’s energy sector, USMCA'’s energy-related provisions are likely to have little
impact on U.S. trade and production of energy-related products. The agreement does provide much
narrower exceptions for Mexico’s energy sector, allowing Mexico only to maintain export license
requirements for certain energy products; the original NAFTA exceptions for Mexico allowed state
control for activities related to the foreign trade (including import and export licenses) of a longer list of
energy products. Under USMCA, a specific broader ROO for headings 2709 and 2710 of the international
Harmonized Commodity Description and Coding System (HS) allows up to 40 percent of the volume of
goods classified under HS 2709 and up to 25 percent for goods under HS 2710 to be non-originating.®
Also, oil and gas investments in Mexico are the subject of exceptions to USMCA’s changes in NAFTA’s
ISDS provisions. These exceptions keep the same ISDS provisions for these investments as those that
were in NAFTA.

Services

The services-related provisions in USMCA include changes to the parties’ obligations under NAFTA and
the WTO General Agreement on Trade in Services (GATS). Most notably, USMCA introduces binding
obligations on market access that build on U.S., Canadian, and Mexican GATS commitments, and makes
some potentially important changes to provisions affecting certain industries. USMCA also makes
changes to nonconforming measures that impact the parties’ national treatment obligations. However,
a large number of USMCA provisions on services trade are unlikely to have a substantial impact on trade
or output in the U.S. services sector, as many of these provisions capture obligations that are already in
place under NAFTA and GATS.

Impact on Specific Services Sectors

The Commission estimates that the USMCA services provisions would impact both cross-border trade
and foreign affiliate sales in services industries. The effective changes to market access commitments
and nonconforming measures would reduce costs for cross-border services trade. The broadcasting,
telecommunications, and courier services sectors in the United States are estimated to gain the most,
followed by the commercial banking sector in all three countries. The commitments on market access
and nonconforming measures are also estimated to increase foreign affiliate sales of certain services

9 HS headings 2709 and 2710 primarily cover crude petroleum and refined petroleum products, respectively.
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industries. Foreign affiliate sales of legal services and broadcasting services in Mexico and the United
States are estimated to gain the most.

Several USMCA sector-specific provisions are also expected to have notable impacts on specific services
industries. The Commission expects that the provisions affecting the audiovisual services industry which
ease certain broadcasting limitations would have a small positive effect. However, USMCA retaining
Canada’s cultural industries exemptions is of concern to U.S. audiovisual services providers. The USMCA
provisions on financial data in Canada are estimated to reduce operating costs for U.S. financial services
exporters. USMCA’s new and revised provisions on the supply of professional services—including those
on mutual recognition, market access, and cooperation, among others—are expected to have a positive
impact on U.S. suppliers of such services in Canada and Mexico. USMCA'’s transport-related provisions,
however, are not expected to have a substantial impact on U.S. trade and economic growth.

Interactive computer services firms are likely to benefit from intermediary liability protections provided
in USMCA’s digital trade chapter. U.S. businesses that provide telecommunications (telecom) services to
multinational corporations, governments, and other large enterprises are likely to benefit from
enhanced regulatory and interoperability provisions in the telecom chapter of the agreement.

Agricultural Goods

USMCA would have a positive impact on the U.S. agriculture sector. The combined effect of all USMCA
provisions would increase total annual U.S. agricultural and food exports by $2.2 billion (1.1 percent)
when fully implemented. A Commission simulation that considered only the effects of the agriculture
market access provisions in USMCA showed increased U.S. agriculture and food exports to the world of
$435 million. USMCA would lead to small increases in U.S. exports to Canada of dairy products, poultry
meat, eggs, and egg-containing products, as well as wheat and alcoholic beverages. At the same time, it
would lead to a small increase in U.S. imports of sugar and sugar-containing products and dairy products
from Canada.

USMCA agricultural provisions would establish new access, via higher TRQs, for U.S. exports of dairy
products, poultry meat, eggs, and egg-containing products to Canada, and for U.S. imports of sugar and
sugar-containing products and dairy products from Canada.!® Canada would be permitted to maintain a
supply management system (including TRQs) that protects its domestic producers of dairy products and
poultry and egg products. Similarly, the United States would be permitted to maintain TRQs on sugar
and sugar-containing products and on dairy products. Restrictions on trade in these products would
ease slightly under USMCA. USMCA provisions also make changes in nontariff measures that would be
expected to increase U.S. exports of wheat and alcoholic beverages to Canada. Most trade in agricultural
products between the United States, Canada, and Mexico is already duty free under NAFTA and would
continue to be duty free under USMCA.

Dairy

The Commission estimates small gains in market access for the U.S. dairy sector upon implementation of
USMCA, with small export gains contributing to limited positive impacts on dairy production and

10 A tariff-rate quota (TRQ) allows a country to import up to a set quantity of a good at a reduced duty rate.
Imports over the quota volume face a higher rate.
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employment. Specifically, modeling results estimate a $226.8 million (0.1 percent) gain in total dairy
product output, including $314.5 million (7.1 percent) of additional exports ($227.0 million to Canada
and $50.6 million to Mexico) over the baseline. Increased exports to Canada would be driven largely by
higher exports of cheese and other milk and cream products. New country-specific TRQs in Canada
would create additional opportunities for U.S. exports of milk and milk powder, cheese, butter, and
other products.

U.S. imports of dairy products are also estimated to grow, but by a smaller amount—5$227.9 million (9.0
percent). U.S. imports of Canadian dairy products would increase by $161.7 million, driven mostly by
increases in cheese imports. Canadian commitments would result in changes to Canada’s supply
management system. This would include eliminating class 6 and class 7 milk pricing; establishing
minimum pricing for nonfat solids used to manufacture milk protein concentrates, skim milk powder,
and infant formula; imposing export charges on global Canadian exports of milk protein concentrates,
skim milk powder, and infant formula that exceed set limits; and dairy market and price transparency
provisions. There are also provisions on geographical indications that would help prevent future losses
of U.S. market access for cheeses with common names such as “blue” or “Swiss.”

Poultry Meat

In addition to existing World Trade Organization (WTO) quotas, USMCA would require Canada to
establish a duty-free TRQ for live chickens and chicken meat of U.S. origin. The TRQ volume in the first
year would be 47,000 metric tons (mt). It would increase by 2,000 mt annually through the sixth year of
USMCA, then increase by 1 percent per year to 62,963 mt in year 16, remaining at that level in following
years. Model results indicate that U.S. poultry meat exports to Canada would increase by $183.5 million
(or nearly 50 percent) in year 6 of the agreement.

Assessment of Crosscutting Provisions

In addition to providing industry-specific assessments, the Commission estimated the impact of various
crosscutting (i.e., economy-wide) provisions. The Commission identified more than 20 chapters of the
agreement that included such provisions, including chapters on competitiveness, small and medium-
sized enterprises, and trade remedies. The Commission provided quantitative assessments of the
crosscutting provisions on international data transfers, e-commerce, investment, labor, and intellectual
property rights (IPRs).

International Data Transfers and E-commerce

If enacted, USMCA would be the first U.S. free trade agreement to include a chapter on digital trade,
although prior agreements such as the United States-Korea Free Trade Agreement have included e-
commerce chapters with narrower scopes. USMCA’s provisions that reduce policy uncertainty regarding
international data transfers and data localization are estimated to have a significant, positive impact on
industries that rely on cross-border data flows. The provisions related to international data transfers are
crosscutting in nature and apply broadly to U.S. firms across the economy. These provisions apply to
traditional data-intensive internet firms as well as to broader services, manufacturing, and agricultural
industries that rely on data and information flows in their business models, supply chains, and
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international trade. Recent economic research as well as industry stakeholders have noted the
importance of data transfer for all sectors of the economy because it facilitates the automation and
monitoring of industrial production and agriculture, the operation of supply chains, and access to global
marketplaces, among other uses.

Many of USMCA'’s digital trade provisions represent commitments to existing free cross-border flows of
information. These provisions deter future barriers to international data transfers. Certain industry
representatives have stated that the agreement’s digital trade provisions are likely to promote trade,
improve protection for source code and algorithms, and foster innovation. The digital trade provisions
are expected to become even more valuable in the future as industries become more data-intensive.!

Many U.S. industries are expected to benefit from increases in the de minimis thresholds in Mexico and
Canada that would simplify and hasten customs clearance procedures for many moderate-value
packages while lowering the costs of expedited deliveries.!? Quantitative analysis estimates that higher
thresholds would increase the value of U.S. e-commerce exports by $332 million to Canada and by $91
million to Mexico.® U.S. express delivery firms are likely to benefit from increases in the de minimis
thresholds. E-commerce firms are likely to benefit from lower customs processing costs, which would
stimulate the growth of U.S. e-commerce exports to Canada and Mexico.

Investment

Compared to NAFTA provisions, the investment chapter of USMCA more clearly defines what constitutes
an investment under the agreement, providing a basis for investment protections and enforcement for
the United States, Canada, and Mexico. Investment provisions also clarify existing NAFTA language
regarding MFN treatment, national treatment, and minimum standards of treatment. One of the more
significant provisions in the USMCA investment chapter concerns revisions to the dispute settlement
process.

Investor-State Dispute Settlement

For the United States and Canada, the USMCA carries over the ISDS mechanism included in NAFTA—but
only temporarily. Under USMCA, I1SDS would be phased out between the United States and Canada after
three years. Upon expiration, the ISDS process would be handled by local courts in Canada and the
United States.

For the United States and Mexico, the USMCA would retain ISDS regulations only under certain well-
defined circumstances. For example, firms in five sectors only (oil and natural gas, power generation,
telecommunications, transportation services, and some infrastructure) who are a party to a covered
government contract would be able to file claims directly using the ISDS mechanism. They would be
allowed to raise any claims for breach of obligations in the investment chapter (Chapter 14) of USMCA,
including indirect expropriation and minimum standard of treatment. On the other hand, although U.S.
investors in areas outside of the five sectors could avail themselves of international arbitration courts,

11 Such an increase is not incorporated into the quantitative analysis of this report.

12 De minimis thresholds establish a monetary value for qualified goods beneath which cross-border shipments can
be exempted from taxes, duties, and simple customs procedures.

13 Here, e-commerce refers to low-value merchandise purchases made through online platforms.
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they would be required to first exhaust Mexican domestic remedies to resolve their disputes, or to
spend at least 30 months attempting to do so. Moreover, they could raise claims only about direct
expropriation, national treatment, and most-favored nation treatment when using ISDS.

According to the Commission’s quantitative analysis, U.S. investment in Mexico and the activity of its
foreign affiliates there, except for in the five sectors listed above, is expected to be reduced as the result
of the changes in ISDS provisions. The Commission’s quantitative analysis also shows that the reduction
in the scope of ISDS would have a small positive effect on the U.S. economy. In particular, U.S. domestic
manufacturing and mining output is estimated to increase due to greater amount of capital available in
the United States for investing in such industries because of reduced investment in Mexico.

Labor

The USMCA labor provisions are expected to promote higher wages and improved labor conditions in
member markets if these provisions are enforced. The Commission’s quantitative analysis of the
collective bargaining commitments in Mexico estimates that these provisions would increase Mexican
union wages by 17.2 percent, assuming that these provisions are enforced. This estimated wage
increase is then applied in the economy-wide model, together with the effects of other provisions, to
estimate the effects on the U.S. economy. The Commission estimates that the impact of the collective
bargaining provisions related to Mexico would have a moderate effect on the U.S. economy.

The USMCA labor chapter represents a significant departure from NAFTA, which does not include a
labor chapter but instead addresses labor rights in a side agreement. USMCA labor provisions are
subject to the same dispute settlement mechanism as other provisions in the agreement. The USMCA
labor chapter requires the parties to adopt and enforce the labor rights defined by the International
Labour Organization. USMCA seeks to protect migrant workers and addresses issues of violence against
workers and of imports produced by forced labor. USMCA also includes a nonderogation provision that
prohibits the elimination or weakening of existing labor regulations in a way that impacts intra-party
trade or investment.

Another key provision of the labor chapter specifically applies obligations to Mexico. An annex to the
labor chapter, addressing worker representation in collective bargaining, commits Mexico to recognize
the right for workers to use collective bargaining. There are also notable labor provisions in other
USMCA chapters, including in the chapter on automotive rules of origin. These automotive-related labor
provisions are included in the modeling of the automotive sector.

Intellectual Property Rights

The Commission assesses that full implementation and enforcement of the IPR chapter’s provisions
would benefit U.S. industries that rely on IPR protections. The agreement would strengthen protections
in major IPR categories such as trade secrets, regulatory data protection, patents, trademarks,
copyrights, and civil, criminal, and administrative enforcement.

The Commission’s quantitative assessment of the effects of the IPR chapter identifies the statistical
relationships between trade in certain IPR-intensive sectors and increased IPR protections under the
agreement, and incorporates the results into an economy-wide model as ad valorem trade cost
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equivalents. Of the IPR-intensive sectors considered for analysis, two—scientific and analytical
instruments and medical devices—exhibit a statistically significant positive relationship between trade
flows and IPR protections. The lack of significant findings for other sectors is consistent with written
submissions and testimony before the Commission to the effect that in some industries, such as
biopharmaceuticals, estimated gains to originator (first-to-market) firms from stronger IPR protections
are offset by losses to follow-on or generic firms.
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Chapter 1
Introduction

Purpose

The U.S. International Trade Commission (Commission or USITC) prepared this report to assess the likely
impact of the U.S.-Mexico-Canada Agreement (USMCA or the agreement) on the U.S. economy, specific
industry sectors, and the interests of U.S. consumers, pursuant to section 105(c) of the Bipartisan
Congressional Trade Priorities and Accountability Act of 2015.14 The statute requires the Commission to
assess the likely impact of USMCA on the U.S. economy as a whole and on specific industry sectors,
including its impact on the U.S. gross domestic product (GDP); exports and imports; aggregate
employment and employment opportunities; the production, employment, and competitive position of
industries likely to be significantly affected by the agreement; and the interests of U.S. consumers.

The statute also requires the Commission, in preparing its assessment, to review available economic
assessments regarding the agreement, including literature regarding any substantially equivalent
proposed agreement, and provide in the assessment a description of the analyses used and conclusions
drawn in such literature. The statute further requires the Commission to discuss areas of consensus and
divergence between the various analyses and conclusions, including those of the Commission, regarding
the agreement.®®

Scope of Analysis

The United States already has a free trade agreement (FTA) with Mexico and Canada, known as the
North American Free Trade Agreement (NAFTA). NAFTA entered into force on January 1, 1994, and
eliminated tariffs for most goods traded between the three parties. While USMCA does not add any new
parties to the agreement, it does modify certain rules of trade between the existing parties. This report
assesses the economy-wide impacts of USMCA as well as its sectoral impacts.

Industry sectors were selected for analysis in this report based on multiple factors, including industry
and Commission views on the extent of the sector’s trade rule changes under USMCA as compared to
NAFTA. Other factors include the potential magnitude of the agreement’s sectoral impact on production
and trade, and the presence of nontariff barriers that may affect trade. The Commission analyzed over
20 sectors for this report. Agricultural sectors include dairy, poultry meat, and grains. Manufacturing
sectors include automotive, steel, and aluminum; textiles and apparel; electronics; energy; and other
manufacturing. Services sectors include travel and transportation, professional services, financial and

14 The full text of the USMCA is available here: https://ustr.gov/trade-agreements/free-trade-agreements/united-
states-mexico-canada-agreement/agreement-between. On August 31, the Commission received a letter from the
U.S. Trade Representative (USTR) requesting that the Commission provide a report assessing the likely impact of
the USMCA agreement on the U.S. economy, specific industry sectors, and the interests of U.S. consumers under
section 105(c) of the Bipartisan Congressional Trade Priorities and Accountability Act of 2015 (19 U.S.C. 4204(c)).
See appendix A for the request letter from the USTR.

15 Reviews of relevant literature are presented in chapters 2, 3, and 5.
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insurance services, and telecommunications services. The report also analyzes USMCA’s impacts on e-
commerce and digital trade industry sectors.

The selection of trade issues for modeling in this report was based on the potential impact of relevant
USMCA provisions and commitments and on the number of industries that they affect. Trade issues
include requirements involving rules of origin, national treatment, small and medium-sized enterprise
protections, data localization, de minimis thresholds (DMTs), sanitary and phytosanitary standards,
intellectual property, and labor, among others.

USMCA Agreement Overview

USMCA is a broad agreement that covers trade in goods and services, rules of origin, customs
facilitation, SPS measures, technical barriers to trade, foreign investment, intellectual property,
government procurement, competition policy, and labor and environmental standards, among other
areas. The agreement consists of 34 chapters, 4 annexes, and 14 side letters that address bilateral trade
issues between the United States, Mexico, and Canada. Table 1.1 lists all chapters of the agreement.®

USMCA includes several chapters on topics that were not addressed separately—or at all—when NAFTA
was negotiated, such as digital trade, anticorruption, good regulatory practices, and small and medium-
sized enterprises. Other subject areas that were included in NAFTA, and have been included again in
USMCA, in many cases appear in significantly revised form. The chapter on market access for goods
(including provisions on poultry and dairy tariff-rate quotas) and the chapter on labor (with provisions
on labor rights and enforcement mechanisms) are examples of USMCA chapters that include significant
changes relative to NAFTA.

16 USTR, USMCA full text.
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Table 1.1 USMCA chapters and their coverage in the Commission report

USMCA chapter

Relevant USITC report chapter

0 Preamble
1 Initial Provisions and General Definitions
2 National Treatment and Market Access for Goods
3 Agriculture
4 Rules of Origin
5 Origin Procedures
6 Textiles and Apparel
7 Customs Administration and Trade Facilitation
8 Recognition of Mexican Ownership of Hydrocarbons
9 Sanitary and Phytosanitary Measures
10 Trade Remedies
11 Technical Barriers to Trade
12 Sectoral Annexes
13 Government Procurement
14 Investment
15 Cross-Border Trade in Services
16 Temporary Entry
17 Financial Services
18 Telecommunications
19 Digital Trade
20 Intellectual Property
21 Competition Policy
22 State-Owned Enterprises
23 Labor
24 Environment
25 Small and Medium-Sized Enterprises
26 Competitiveness
27 Anticorruption
28 Good Regulatory Practices
29 Publication and Administration
30 Administrative and Institutional Provisions
31 Dispute Settlement
32 Exceptions and General Provisions
33 Macroeconomic Policies and Exchange Rate Matters
34 Final Provisions

Chapter 9
Chapter 5
Chapter 9
Chapter 9
Chapter 4
Chapter 9
Chapter 4
Chapter 5
Chapter 9
Chapter 9
Chapter 4
Chapter 9
Chapter 8
Chapter 6
Chapter 9
Chapter 6
Chapter 7
Chapter 7
Chapter 8
Chapter 9
Chapter 9
Chapter 8
Chapter 9
Chapter 9
Chapter 9
Chapter 9
Chapter 9
Chapter 9
Chapter 9
Chapter 9
Chapter 9
Chapter 9
Chapter 9

Note: Bolded chapters were not present in NAFTA.

Analytical Approach

The Commission used several approaches to estimate the aggregate and sectoral impacts of the diverse
provisions of USMCA, including employing industry- and provision-specific modeling techniques. First,
the Commission conducted analyses specific to eight industries or provisions: agriculture, automobiles,
intellectual property rights (IPRs), e-commerce, labor, international data transfer, cross-border services,
and investment. These analyses were then integrated into an economy-wide computable general
equilibrium (CGE) model. The model provided estimates on the combined impact of the agreement on
the U.S. economy, including key economic indicators such as GDP, trade, employment, and wages
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(broken down by the workers’ level of education), as well as on broad sectors of the economy.” The
CGE model is based on the Global Trade Analysis Project (GTAP) model, which the Commission modified
for this report to reflect the unique characteristics of the new provisions.

The Commission expanded on the modeling analysis done in previous USITC reports by modeling
additional quantitative impacts of USMCA provisions. Approaches include estimating the impact of
provisions that reduce policy uncertainty for trade and investment. For example, the model estimates
impacts driven by provisions that commit USMCA parties not to restrict cross-border data flows; such
commitments tend to reduce regulatory uncertainty and lessen trade costs. Additional modeling
extensions include modeling USMCA impacts for different groups of labor as well as for restrictions in
the ability of workers to switch between industries.

In addition to the quantitative impacts derived from the economy-wide model and the Commission’s
industry- or provision-specific assessments, this report provides analysis comparing USMCA provisions
and their potential impact with current practices and standards. This analysis relies upon interviews with
industry representatives, testimony from Commission’s public hearing of November 15-16, 2018, and
briefs related to the hearing, as well as written submissions from interested parties. The qualitative
analysis further reflects analysis of trade and production data and reviews of media, academic, and
consulting reports.

Organization of the Report

The rest of this chapter gives an economic overview of the USMCA region. Chapter 2 describes the
Commission’s quantitative methodology and reports estimates of the likely impacts of USMCA on the
U.S. economy as a whole and on broad sectors of the economy, taking into account trade and
investment liberalization under the agreement. The report presents relevant literature and analyses of
substantially similar agreements in the chapters for the sectors that it covers (see chapters 2, 3, and 5).
Chapters 3, 4, 5, 6, and 7 present industry-specific quantitative and qualitative assessments for the
automotive, other manufacturing and natural resources and energy products, agricultural products,
services, digital trade and e-commerce respectively. Chapters 8 and 9 present analyses of economy-wide
effects of USMCA’s crosscutting measures, using quantitative and qualitative means to assess their
impact.

USMCA Regional Economic Overview

Gross Domestic Product

The United States, Canada, and Mexico had a collective GDP totaling $22 trillion in 2017, or 28 percent
of total global GDP; most of the USMCA parties’ GDP was accounted for by the United States (figure
1.1.).28 Services contributed the largest portion of GDP for each of the USMCA countries (figure 1.2),

17 Modeling results for each of these subjects can be found in the following chapters of this report: Agriculture
(chapter 5), Automobiles (chapter 3), E-commerce (chapter 7), and Labor (chapter 8). The economy-wide modeling
results are presented in chapter 2.

18 CIA, World Factbook (accessed February 21, 2019).
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with the United States having the largest portion of its GDP attributable to services. Mexico had the
most agriculture- and manufacturing-intensive economy of the three countries in 2017. The sectoral
breakdown of Canada’s GDP was similar to that of the United States and Mexico.

Figure 1.1 Shares of world GDP for USMCA signatory countries, 2017

United States
24%

Canada
2%

Mexico
2%

Rest of the world
72%

Source: CIA, GDP (Official Exchange Rate), World Factbook (accessed February 21, 2019).
Note: Based on 2017 estimates.

Figure 1.2 Shares of USMCA countries’ GDP, by sector, 2017
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Source: CIA, GDP—Composition, by Sector of Origin, World Factbook (accessed February 21, 2019).
Note: Based on 2017 estimates. Agriculture includes farming, fishing, and forestry. Manufacturing includes mining, energy production, and

construction. Services includes government activities, communications, transportation, finance, and other non-manufacturing economic
activities.

United States International Trade Commission | 31



U.S.-Mexico-Canada Trade Agreement

Trade in Goods and Services

Each of the USMCA countries had an overall trade deficit for goods and services in 2017 (figure 1.3). The
United States had a trade surplus in services totaling $231 billion and a trade deficit in goods of $862
billion.?® Both Canada and Mexico experienced trade deficits, but to a lesser extent than the United
States. Trade deficits in goods and services for the United States, Canada, and Mexico totaled

$631 billion, $32 billion, and $20 billion, respectively.

Figure 1.3 Share of total trade of goods and services exports and imports, by partner, 2017

&Deficit  Surplus >

Canada
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B Services Exports W Goods Exports Goods Imports  H Services Imports

Source: United Nations (UN), Department of Economic and Social Affairs (DESA), Statistics Division, 2017 International Trade Statistics
Yearbook, vol. |, 92, 226, 358.

Trade in Goods

In 2017, the USMCA parties accounted for 14 percent of global exports of goods and 19 percent of
global imports of goods. Canada and Mexico were the two largest export markets for the United States
that year, receiving 34 percent of total U.S. exports; they were also two of the top three import sources,
supplying 26 percent of total U.S. imports (figure 1.4). The United States exported $282 billion in goods
to Canada and $243 billion to Mexico in 2017. By comparison, the United States exported $130 billion in
goods to China, its third-largest export market. The United States received $314 billion worth of
imported goods from Canada in 2017 and $299 billion worth from Mexico. These amounts rank second

19 UN, DESA, Statistics Division, 2017 International Trade Statistics 2017 Yearbook, vol. |, 92, 226, 358.
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and third, respectively, after imports of Chinese goods, which totaled $505 billion in the same period.?°
The automotive sector was the largest source of U.S. exports to Canada, whereas the machinery sector
was the largest source of U.S. exports to Mexico.

In terms of U.S. imports, the largest source of goods from Canada was the natural resources sector, and
the largest source of goods from Mexico was the automotive sector.?! Most U.S. imports from Canada
and Mexico were duty free in 2017. The percentage of U.S. imports from Canada subject to duties was
16 percent; from Mexico, only 5 percent. By comparison, the percentage of U.S. imports from the world
subject to duties was 30 percent.?

Figure 1.4 Trade shares of the selected countries in U.S. trade in goods, 2017

U.S. exports U.S. imports
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world
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13%
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16%
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Source: USITC DataWeb/USDOC (U.S. total exports and general imports; accessed February 12, 2019).

Trade in Services

In 2017, the USMCA parties accounted for 17 percent of global exports of services and 13 percent of
global imports of services, with the United States being responsible for a majority of trade.?* Canada was
the second-largest importer ($58 billion) of U.S. service exports, and Mexico was the seventh-largest
(33 billion); the two countries accounted for a combined 11 percent of total U.S. services exports. By
comparison, the United States exported $58 billion in services to China, its third-largest export market.
In terms of total U.S. imports of services, in 2017 Canada ranked 4th at $33 billion, and Mexico ranked
7th at $25 billion. China ranked 12th that year, highlighting the fact that China supplies far less in

20 USITC DataWeb/USDOC (U.S. total exports and general imports; accessed February 12, 2019).

21 USITC DataWeb/USDOC (U.S. total exports and general imports, aggregated at the HTS-2 level; accessed
February 12, 2019).

22 Dutiable imports from Canada and Mexico are likely goods for which, under NAFTA, the origin requirement could
not be satisfied or for which importers did not complete appropriate customs paperwork. USITC DataWeb/USDOC
(U.S. imports for consumption and dutiable values; accessed February 28, 2019).

23 World Bank, WDI, Service Exports, https://data.worldbank.org/indicator/BX.GSR.NFSV.CD (accessed February 25,
2019); World Bank, WDI, Service Imports, https://data.worldbank.org/indicator/BM.GSR.NFSV.CD (accessed
February 25, 2019).
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services than in goods to the United States. In total, the USMCA partners accounted for 11 percent of
U.S. imports of services.

Travel services dominated services trade among the parties: they made up both the largest share of U.S.
services exports to Canada and Mexico, and the largest share of U.S. services imports from those
countries.?* In 2017, travel accounted for nearly a third of services exports from the United States to
Canada and for over half of all U.S. services exports to Mexico. Similarly, over a quarter of U.S. services
imports from Canada involved travel services, as did over two-thirds of those from Mexico.®

Figure 1.5 Trade shares of selected countries in U.S. trade in services

U.S. exports U.S. imports
Canada ) Canada Mexico
7% Mexico % 59%
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Source: USDOC, Bureau of Economic Analysis (BEA), “Table 2.3: U.S. Trade in Services, by Country or Affiliation and by Type of Service,” October
19, 2018.

2 Travel services include travel for educational purposes, personal purposes (other than for health reasons), and
business purposes (other than by border, seasonal, or short-term workers). USDOC, BEA, “Table 2.3: U.S. Trade in
Services, by Country or Affiliation and by Type of Service.”

25USDOC, BEA, “Table 2.3: U.S. Trade in Services, by Country or Affiliation and by Type of Service.”
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Chapter 2
Economy-wide and Broad Sectoral
Effects of Quantified Provisions

Introduction

As noted in chapter 1, the Bipartisan Congressional Trade Priorities and Accountability Act of 2015
requires the Commission to assess USMCA’s impact on the U.S. economy and on specific industry
sectors. The Commission’s assessment was required to encompass the agreement’s impact on U.S. real
gross domestic product (GDP), exports and imports, employment and employment opportunities, and
the production and employment of broad industry sectors. In response, the Commission applied a multi-
element framework to estimate the impact of the many diverse provisions of USMCA.

USMCA is unlike many previous trade agreements for which the primary impacts were assessed by
analyzing the reduction or removal of tariffs and easily quantified nontariff measures like quotas.
Because these changes were by and large already accomplished under NAFTA, the analysis of USMCA’s
effects had to focus more intensively on provisions applicable to nontariff issues, such as those related
to international data transfers, rules of origin, labor regulations, tariff-rate quota (TRQ) allocations,
investment regulations, and intellectual property rights. The Commission’s approach used a combination
of industry- and provision-specific modeling techniques, together with an economy-wide computable
general equilibrium model, to estimate the impact of USMCA. Provisions were selected for modeling
based on the expected magnitude of their economy-wide impact, data availability, and analytical
feasibility.

The results of the industry- and provision-specific analyses were then jointly integrated into an
economy-wide model that provided estimates on the combined impact of the agreement on the U.S.
economy, including key economic indicators such as GDP, trade, and employment. The economy-wide
model estimates that USMCA would likely increase GDP by about 0.35 percent ($68.2 billion),
employment by about 0.12 percent (176,000 full-time equivalent jobs), and exports to Canada and
Mexico by about 5.9 and 6.7 percent ($19.1 billion and $14.2 billion), respectively.?®

The next section of this chapter describes the coverage of the quantitative analysis of this report. It lists
the provisions included in the modeling, and also explains the limitations of the coverage. The third
section of this chapter summarizes the extensions to the Commission’s modeling developed for this
report. The fourth section describes the estimated effects of USMCA on the U.S. economy overall, broad
economic sectors, and workers with different levels of education. The fifth section presents the
analytical framework for the economy-wide analysis. It also analyzes the impact of the provisions that
reduce certain policy uncertainty in international data transfers, cross-border services, and investment,

26 Employment estimates throughout this chapter reflect full-time equivalent (FTE) jobs. In the model, workers may
enter or exit the labor force but are never considered unemployed, they are outside of the labor force.
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and considers the impact of alternative assumptions about labor mobility. The last section of this
chapter reviews the related literature.

Modeling Coverage

The remaining chapters in the report provide further analysis of both the provisions that were modeled
as a part of the economy-wide model and those that were not, with the aim of providing a
comprehensive analysis of the impact of USMCA on the U.S. economy and industry sectors. Some
provisions were not modeled because they were expected to have a small economy-wide impact or
because of data or analytical limitations.

In this report, the Commission has included analyses specific to eight groups of USMCA provisions:
agriculture, automobiles, intellectual property rights (IPRs), e-commerce, labor, international data
transfer, cross-border services, and investment. As depicted in figure 2.1, each of these analyses
provides estimates of provision-specific economic impacts and modeling inputs for the economy-wide
model. This methodology resulted in impact estimations specific to each individual provision and at a
more aggregate, economy-wide level that reflected all the modeled USMCA provisions. The economy-
wide impact of all of these provisions is presented in this chapter. The provision-specific impacts are
presented in other chapters in this report as well as the appendixes.?’

27 The provision-specific components are described in the following chapters of this report: agriculture (chapter 5),
automobiles (chapter 3 and appendix G), IPRs (chapter 8 and appendix H), e-commerce (chapter 7 and appendix 1),
labor (chapter 8 and appendix F), international data transfer (chapter 7 and appendix H), cross-border services
(chapter 6 and appendix H), and investment (chapter 8 and appendix J).
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Figure 2.1 The economy-wide analytical framework
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Each of the eight provision-specific components addresses a different aspect of USMCA. The agricultural
component analyzes the impact of alterations in several U.S. and Canadian TRQs on agriculture
products. The automotive component assesses the impact of changes to rules of origin within
automotive supply chains. The IPR component analyzes the effects of stronger IPR protections on trade
in IPR-intensive manufacturing industries. The e-commerce component estimates the effects of raising
de minimis thresholds on e-commerce shipments. The labor component examines the impact of
collective bargaining legislation on wages in Mexico. The international data transfer component assesses
the impact of commitments to maintain the free flow of data between members. The cross-border
services component estimates the impact of commitments to maintaining current market access
conditions in many services industries. Finally, the investment component assesses the impact of
changes to the investor-state dispute settlement mechanism and the impact of commitments to
maintaining current foreign equity requirements for foreign direct investment (FDI) and foreign affiliate
sales in several services sectors.

Table 2.1 shows the coverage of USMCA provisions in the economy-wide assessment and its eight
provision-specific components. Despite the coverage provided by the modeling, there remain some
limitations in the scope of the assessment. Importantly, the modeling of each group of provisions was
not exhaustive. As far as possible, the modeling sought to quantify the provisions that were expected to
have the most impact, but data and analytical limitations precluded the modeling of many provisions of
the agreement, such as those affecting government procurement, regulatory cooperation, many labor
standards, and sanitary and phytosanitary (SPS) measures. Similarly, many aspects of regulatory
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uncertainty were not modeled. As a result of these limitations and others discussed throughout the
report, certain impacts of the agreement may be overestimated or underestimated.

In addition, USMCA provides for several sunset mechanisms by which the agreement can be reviewed
every 6 years and terminated after 16 years. As these provisions are new to USMCA, there is little
historical evidence suggesting their likely impact. In testimony to the Commission, interested parties
have expressed mixed opinions on the provisions. Some have indicated that the provisions provide a
beneficial means by which to address issues with the agreement that become apparent over time.?®
Others have expressed concerns that these provisions introduce uncertainty that could discourage long-
term investment.?® Chapter 9 in this report provides additional information on USMCA’s sunset and
review provisions.

28 USITC, hearing transcript, November 15, 2018, 13 (testimony of Representative Sander Levin, 9th District,
Michigan); USITC, hearing transcript, November 15, 2018, 326—27 (testimony of Jeffrey Bergstrand, University of
Notre Dame); USITC, hearing transcript, November 15, 2018, 328-29 (testimony of Ben Beachy, Sierra Club; and
USITC, hearing transcript, November 15, 2018, 41-42 (testimony of Celeste Drake, American Federation of Labor.
2% USITC, hearing transcript, November 15, 2018, 62—63 (testimony of William Hanvey, Auto Care Association);
USITC, hearing transcript, November 15, 2018, 111 (testimony of John Bozzella, Global Automakers and Here for
America); USITC, hearing transcript, November 16, 2018, 409 (testimony of Rick Helfenbein, American Apparel and
Footwear Association); and USITC, hearing transcript, November 15, 2018, 87 (testimony of William Hanvey, Auto
Care Association).
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Table 2.1 USMCA provisions included in the economy-wide quantitative assessment

Economy-wide

Model component USMCA provision Description Chapter coverage model sectors

Agriculture Annexes 2-B-US-2-1 Alterations to several Chapter 5 Dairy, poultry,
through 2-B-US-2-10, Canadian and U.S. TRQs eggs, and sugar
2-B-Canada-2-2 and the introduction of
through 2-B-Canada  an export tax on certain
2-18, and 3-A-7 Canadian dairy products.
through 3-A-9

Automotive Annex to chapter 4 Alterations to certain Chapter 3 and Motor vehicles

motor vehicle rules of appendix G and parts
origin

IPR Chapter 20, key Broad coverage of IPR Chapter 8 and Medical
provisions? issues appendix H devices

E-commerce Article 7.8 Increases in de minimis Chapter 7 and Retail services

thresholds for express appendix |
shipments®
Labor Annex 23-A Improvements to Chapter 8 and All sectors
collective bargaining appendix F
legislation in Mexico
International data Articles 19.11 and Prohibition of cross- Chapter 7 and All sectors
transfer 19.12 border data flow appendix H
restrictions

Cross-border services Articles 15.5 and 17.5; Effective changes to Chapter 6, Select services
and annexes 17-A, I,  market access appendix H, and sectors
and I commitments and appendix J

nonconforming
measures*

Investment Article 15.5; annexes  Effective changes to Chapter 6, chapter All sectors in
14-C, 14-D, 14-E, I, 1l, market access 8, and appendixJ Mexico except
and Il1. commitments and specific

nonconforming exclusions®

measures, and changes to
the investor-state dispute
settlement (ISDS) system

Source: USITC estimates.

2 Based on an analysis of the IPR chapter conducted by Pugatch Consilium (Setting a New Standard, 2019) for the U.S. Chamber of Commerce.
b The ISDS changes excluded several specific sectors: oil and natural gas, telecommunications, power generation, transportation services, and
certain types of transportation infrastructure.

¢ De minimis thresholds establish a monetary value for qualified goods beneath which cross-border shipments can be exempted from taxes,
duties, and simple customs procedures.

4 USMCA, like NAFTA, uses a “negative list” format for the chapters on Cross-border Trade in Services and on Investment. A negative list means
that the signatories promise to provide full access to their services and investment markets unless they specifically list an exception, known as
a nonconforming measure (NCM). These NCMs appear in three separate annexes to the agreement: the first lists existing measures that do not
conform to a party's obligations under the agreement, the second specifies activities and sectors that a party could subject to new or more
stringent limitations in the future, and the third lists NCMs relating to financial services.

Extensions to the Commission’s Modeling

The Commission’s quantitative analysis of USMCA extends the quantitative analysis done in previous
Commission reports in several ways. Some of these extensions are in response to provisions not
previously included in free trade agreements, such as the labor unionization provision in Mexico, the
changes to the automotive rules of origin, and the changes to de minimis levels. Other extensions
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represent improvements to modeling approaches that were already used in previous studies. For
example, newly available data permitted new methods to be used for modeling international data
transfer, IPRs, and investment provisions.

The Commission’s quantitative analysis in this report expands its previous modeling of provisions
intended to reduce policy uncertainty for trade and investment. Many of the provisions in USMCA
represent commitments to maintaining current regulatory conditions, rather than policies that increase
or decrease restrictions. These commitments reassure firms that they will continue to face the same
regulations going forward and alleviate concerns that any of the USMCA member countries could
formulate more restrictive policies in the future. Past economic literature has consistently found that
these types of reductions in trade policy uncertainty are trade facilitating in ways that can be as
significant as reductions in actual restrictions.3° In USMCA, the provisions for international data transfer,
cross-border services, and some aspects of investment all represent commitments that reduce trade
policy uncertainty. The Commission’s Trans-Pacific Partnership study previously quantified the impact of
provisions that discourage future trade barriers in services trade.3! This USMCA study expands upon that
work by using econometric analysis to address a broader range of provisions that deter the imposition of
future obstacles to trade and investment.

The Commission’s quantitative analysis in this report also expands the modeling of labor. These
additions include two new types of labor considerations. The first is that the Commission’s economy-
wide model includes five different groups of U.S. workers, based on their levels of education, which
allowed the quantitative analysis to examine the impact that USMCA would have different types of
workers. The second is that the Commission’s economy-wide model incorporates a restricted ability of
workers to switch between industries.3? In this way the model better reflects the fact that many workers
may have industry-specific skills that are not perfectly transferrable to other industries.

30 Handley and Lim3o, “Trade and Investment under Policy Uncertainty,” 2015; Handley and Lim3o, “Policy
Uncertainty, Trade and Welfare,” 2017; Ciuriak and Lysenko, “Technical Paper for: Better In than Out?” 2016.

31 USITC, Trans-Pacific Partnership Agreement, 2016.

32 This assumption reflects the best available evidence from recent economic literature. For example, Herz
(“Specific Human Capital and Wait Unemployment,” forthcoming), Lee and Wolpin (“Intersectoral Labor Mobility,”
2006), Rogerson (“Sectoral Shocks, Human Capital, and Displaced Workers,” January 2005), Neal (“Industry-Specific
Human Capital,” 1995), and many others have shown that there are high costs to labor mobility that can prevent
workers from freely moving across industries. Additionally, during the Commission’s public hearing on USMCA,
automotive industry representatives, trade union representatives, and members of Congress, testified to the
importance of taking into account imperfect labor mobility when modeling the effects of the agreement. See, for
example, USITC, hearing transcript, November 15, 2018, 28 (Representative Bill Pascrell, Jr.); 76, 120-21 (Ann
Wilson, Motor & Equipment Manufacturers Association); 89 (John Bozzella, Association of Global
Automakers/Here For America).
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Estimated Economy-wide Impact of the
USMCA

This section describes the estimated effects of USMCA on the U.S. economy. It first presents the
aggregate effects of the agreement on the economy overall as well as on broad economic sectors. It
then describes the disaggregated impact of the agreement on workers with different levels of education.

The estimates presented in this section incorporate the impacts of all provisions that were quantified in
this report, as explained above. Labor is assumed to have limited ability to move across industries. Later
sections in this chapter show the separate impact of the provisions that change current policies, as
opposed to provisions that deter future barriers. There is also an analysis of how different assumptions
about labor mobility impact the economy-wide results presented later in the chapter.

The economy-wide model estimates the U.S. economy’s complete adjustment to the full
implementation of USMCA, which is assumed to be year 6 after USMCA enters into force. Therefore, the
estimates show the impact of the modeled provisions after the economy has responded to the changes
in USMCA. The estimates show the incremental effects of USMCA relative to a baseline that reflects the
U.S. economy in 2017 and assumes that no other changes to the economy unfold.3? The model is long
term and does not estimate effects during a transition.

Aggregate Effects of USMCA

The economy-wide model estimates that many aspects of the U.S. economy would likely grow under
USMCA. Estimates indicate that U.S. real GDP would grow by 0.35 percent ($68.2 billion) and
employment would grow by 0.12 percent (about 176,000 jobs). Exports to Canada and Mexico would
increase by about 5.9 and 6.7 percent ($19.1 billion and $14.2 billion), respectively.

Of the eight USMCA components included in the economy-wide model, provisions that reduce policy
uncertainty about international data flows, cross-border services, and investment, as well as certain
automotive rules of origin, have the most significant impact on the estimated results. The individual
effects of these provisions are estimated to be stronger than those of the other components, although
the impacts differ depending on the provision. The international data transfer provisions impact all
industries in the economy because of the ubiquitous nature of data flows in the modern economy,
which amplifies their effect in the model. The automotive rules of origin in USMCA represent a
substantial revision of the automotive rules of origin in NAFTA.

Tables 2.2 and 2.3 present the aggregate effects of the agreement on GDP, output, employment, and
wages for the U.S. economy as a whole and for its three broad sectors: agriculture, manufacturing and
mining, and services. The economic growth shown in the table would primarily be driven by several

33 The baseline also incorporated recent trade policies that were in place as of the signing of USMCA on November
30, 2018, such as U.S. Section 232 steel and aluminum tariffs, additional Section 301 tariffs on imports from China,
and additional tariffs imposed by China, European Union, Canada, and Mexico in response to these U.S. tariffs. The
agreement for the Comprehensive and Progressive Trans-Pacific Partnership (CPTPP), which went into force for
Canada and Mexico on December 30, 2018, was not included in the baseline database; the United States is not a
party to this agreement.
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factors, including economic efficiency gains, increases in U.S. employment, and growth in investment in
the United States, which would expand the productive capacity of the U.S. economy. The growth in
employment reflects additional workers entering the labor force because of an estimated 0.27 percent
increase in real wages. Real output is estimated to increase in each of the economy’s broad sectors:
output in agriculture is estimated to grow by 0.18 percent, in manufacturing and mining by 0.57 percent,
and in services by 0.17 percent. The higher growth in manufacturing and mining, relative to the other
two sectors, would be largely due to the changes in the automotive rules of origin, which would increase
U.S. production of auto parts.

Table 2.2 Economy-wide effects of USMCA (percent changes relative to the baseline)
Manufacturing

Economy-wide Agriculture and mining Services
U.S. real GDP 0.35
U.S. real output 0.18 0.57 0.17
U.S. employment 0.12 0.12 0.37 0.09
U.S. wages 0.27 0.23 0.50 0.23

Source: USITC estimates.

Table 2.3 Economy-wide effects of USMCA (changes in values relative to the baseline)

Manufacturing

Economy-wide Agriculture and mining Services
U.S. real GDP (billions of
dollars) 68.2
U.S. employment (1,000 full-
time equivalent jobs) 175.7 1.7 49.7 124.3

Source: USITC estimates.

USMCA is estimated to have similarly positive impacts on U.S. trade within the USMCA region as well as
with the rest of the world. Tables 2.4 and 2.5 present the model estimates for U.S. imports and exports.
U.S. exports to the world, including Canada and Mexico, would increase by about 2.4 percent

(558.2 billion). Within the USMCA region, U.S. exports to Canada are estimated to increase by about
5.9 percent ($19.1 billion), and exports to Mexico by about 6.7 percent ($14.2 billion). This growth is
driven by various USMCA provisions that would stimulate trade as well as economic growth in Mexico
and Canada, resulting in higher incomes and greater demand for U.S. goods in those countries. U.S.
imports from the world are estimated to increase by about 2.0 percent ($58.2 billion).3* Within the
USMCA region, imports from Canada would increase by about 4.8 percent ($19.1 billion) and imports
from Mexico by 3.8 percent ($12.4 billion). The estimated growth in U.S. imports is driven by various
USMCA provisions that would stimulate trade and an increase in income in the United States, which
would spur additional demand for goods and services from abroad. These increases in total imports and

34 As discussed later in this chapter, in the model, the change in the value of total exports to the world is held equal
to the change in the value of total imports from the world. Hence, in value terms, the trade balance does not
change.

44 | www.usitc.gov



Economy-wide and Broad Sectoral Effects of Quantified Provisions

exports are estimated to rise within the region and elsewhere for each of the three broad sectors as
well.®®

Table 2.4 Effects of USMCA on trade in three broad sectors (percent changes relative to the baseline)

The world Canada Mexico

Total U.S. exports to 2.4 5.9 6.7
Agriculture 1.1 3.7 2.0
Manufacturing and mining 3.3 5.7 7.2
Services 1.2 8.3 4.5
Total U.S. imports from 2.0 4.8 3.8
Agriculture 1.8 3.4 0.8
Manufacturing and mining 1.3 4.9 4.0
Services 5.4 55 6.7

Source: USITC estimates.

Table 2.5 Effects of USMCA on trade in three broad sectors (changes in billions of dollars relative to the
baseline)

The world Canada Mexico

U.S. exports to 58.2° 19.1 14.2
Agriculture 2.2 0.9 0.4
Manufacturing and mining 47.1 15.1 134
Services 8.9 3.0 0.4
U.S. imports from 58.2° 19.1 124
Agriculture 2.7 1.0 0.2
Manufacturing and mining 30.1 16.6 11.6
Services 253 15 0.6

Source: USITC estimates.
a As discussed later in this chapter, in the model the change in the value of total exports to the world is held equal to the change in the value of
total imports from the world. Hence, in value terms, the trade balance does not change.

Effects of USMCA on Different Types of U.S.
Workers

The estimated impacts of USMCA on workers are generally positive, but vary in magnitude depending on
their level of education. Differences across labor types are based on several factors. The first factor is
that the labor composition of each industry is different, meaning that each industry tends to employ a
different share of each type of worker. As a result, when demand for a certain industry’s output
increases, the labor demand for some types of workers grows more than others. The second factor is
that each worker type responds differently in terms of a worker’s decision to enter or exit the labor
market in response to wage changes. In general, more highly educated workers are less responsive to

35 Note that these estimates reflect the total impact on broad sectors. It is not necessarily the case that every
individual industry within these broad sectors would experience similar gains. For example, the automotive model
presented in chapter 3 estimated a positive impact on employment in parts manufacturing but a negative impact
on employment in vehicle production manufacturing.
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changes in wages because their jobs are more specialized and they are less likely to enter or exit the job
market. By comparison, less educated workers respond to wage changes more readily, reflecting the less
stable labor market these workers face compared to more-educated workers.3®

As shown in table 2.2, the average U.S. wage across workers of all types is estimated to increase 0.27
percent, reflecting about $150 per worker and year.3” As shown in figure 2.2, workers of all education
levels would experience increases in wages. However, wages would increase by a higher percentage for
workers with a graduate degree (0.30 percent) than for workers with 0-9 years of education (0.23
percent) or 13—15 years of education (0.25 percent). This is primarily because highly educated workers
are less responsive to wage changes and, therefore, require a higher increase in wages to induce them
to enter the labor market and satisfy new labor demand.

Across sectors, the largest wage increases are estimated to be in the manufacturing and mining sector,
due primarily to the automotive rules of origin changes. The other sectors would see smaller wage
changes, with services showing a smaller increase than agriculture.

Figure 2.2 Effects of USMCA on U.S. wages by level of education: percent changes relative to the
baseline

0.70
0.60 0.57
0.53
0.49
0.50
0.43
= 0.40
QU
e 0.31 0.30
0.20. . 0.22 22
0.20 0.17
0.10
0.00
09 years 10-12years 13-15vyears BA/BS or equivalent  Graduate degree
Level of education
W Agriculture  ® Manufacturing and mining M Services U.S. wages

Source: USITC estimates.

36 This instability includes variable and nonstandard work hours, involuntary part-time employment, lower
benefits, and weaker job protections. The differences in the responsiveness of workers to changes in wages are
based on the work of Fiorito and Zanella, “Anatomy of the Aggregate Labor Supply Elasticity,” 2012, and Keane and
Wasi, “Labour Supply,” 2016.

37 This rate is calculated using January 2017 data on the total annual U.S. wage bill from the Federal Reserve Bank
of St. Louis, https://fred.stlouisfed.org/series/A576RC1 (accessed February 11, 2019).
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The impact of USMCA on employment across labor types would be consistent with the impact on wages,
in that all groups would experience employment growth—but the growth would not be the same across
groups. Employment across all worker types would increase by 0.12 percent, representing about
176,000 jobs. Figures 2.3 and 2.4 depict the estimated changes (in terms of numbers of workers and
percentages, respectively) in employment by education level and broken down by broad sector.3®
Employment would grow the most for workers with 10-12 years of education (0.15 percent or about
75,000 jobs) and 13-15 years of education (0.14 percent or about 63,000 jobs). Together, these two
groups of workers represent nearly 78 percent of the estimated total employment gains. The reasons
they would capture such a large share of the growth are that (1) they are the two largest groups in the
economy, representing about 63 percent of the workforce in the model baseline, and (2) they are
relatively well represented in the sectors experiencing the greatest growth.

Employment would increase less at both ends of the educational spectrum, for somewhat different
reasons. Workers with 0-9 years of education would see smaller growth in the number of jobs they hold
(about 13,000 jobs) because they make up a small share of the workforce. However, they would
experience a higher rate of employment growth (0.20 percent) than the other groups, due to their high
responsiveness to wage changes. Workers with bachelor’s and graduate degrees would experience the
smallest employment growth, in terms of both jobs and percentages, for two reasons: their
responsiveness to wage changes is lower than average, and they make up relatively small shares of the
labor force. Employment of workers with bachelor’s degrees would grow by about 19,000 jobs

(0.06 percent), and employment of workers with graduate degrees would grow by about 6,000 jobs
(0.04 percent).

38 A full table of estimates can be found in table E.5 in appendix E.
39 A full breakdown of worker shares by type can be found in table E.1 of appendix E.
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Figure 2.3 Effects of USMCA on U.S. employment by level of education: changes in values relative to the
baseline
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Figure 2.4 Effects of USMCA on U.S. employment by level of education: percent changes relative to the
baseline
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The changes in employment would differ greatly across sectors as well. Of the 176,000 jobs estimated to
be gained in total, about 124,000 jobs would be in services sectors (70.7 percent of all jobs gained),
nearly 50,000 in manufacturing (28.2 percent of total gains), and about 2,000 in food and agriculture
(1.1 percent of total gains). As discussed before, these differences reflect both differences in baseline
employment in each sector and differing effects of the USMCA provisions addressed by the model. The
large growth in services employment would be due in part to the effects of USMCA provisions (such as
provisions that reduce policy uncertainty regarding international data transfers), but much more to the
fact that services is the largest sector in the U.S. economy.*® By contrast, the estimated changes in
manufacturing employment are primarily due to USMCA’s automotive provisions.*

40 The U.S. Bureau of Labor Statistics reports that as of the end of 2016, 89.8 percent of the U.S. labor force was
employed in the services sectors, 8.8 percent in manufacturing, and 1.4 percent in food and agricultural
production. U.S. Bureau of Labor Statistics, Employment Projections program, table 2.1 (accessed February 13,
2019).

41 Auto parts manufacturing is the sector primarily affected by this growth.
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Analytical Framework for the Economy-wide
Analysis

The analytical framework used to quantify the economy-wide effects of USMCA includes eight industry-
or provision-specific “components.” Each component analyzed the effects of a collection of related
USMCA provisions within a limited number of industries. These components also translated the nuanced
provisions of the agreement into inputs to the economy-wide model. The economy-wide model
incorporated the individual provision-specific inputs into an assessment of the economy-wide effects of
the agreement. The economy-wide model provided estimates of the likely impact of the combined
effects of all modeled provisions of USMCA, listed in table 2.1, on macroeconomic indicators (such as
GDP and employment) and on broad sectors of the economy.

The eight industry- or provision-specific components that contributed to the economy-wide model can
be divided into two categories, based on their effects. The first category is the set of provisions that alter
current policies or set new standards within the three member countries, resulting in expected changes
to current conditions after USMCA enters into effect. The provisions included in this first category are
those that apply to agriculture, automobiles, IPRs, e-commerce, labor, and the investment provisions
related to the investor-state dispute settlement (ISDS) mechanism. The second category is the set of
provisions that represent commitments to maintain current conditions. These commitments primarily
serve to deter future trade and investment barriers, thus providing firms some assurance that current
regulations and standards, which may or may not be expressly governed by current policies, will not
become more restrictive. The provisions included in this second category are those addressing
international data transfer, cross-border services trade, and investment issues related to market access
and nonconforming measures.*?

Provisions Altering Current Policies or Standards

The agriculture provisions included in the quantitative assessment are those that alter tariff-rate quotas
affecting market access for several products in Canada and the United States (contained in Annexes 2-B-
US-2-1 through 2-B-US-2-10, 2-B-Canada-2-2 to 2-B-Canada-2-18, and 3-A-7 through 3-A-9 of the
agreement). In Canada, U.S. exporters would be granted additional market access for U.S. dairy, poultry,
eggs, and egg-containing products. In the United States, Canadian exporters would be granted additional
access for dairy and sugar. Additionally, Canadian exporters of certain dairy products would face an
export tax for volumes of products above a specific threshold. These quota alterations and export taxes
are incorporated into the economy-wide model in corresponding agriculture sectors. Additional details
can be found in chapter 5.

42 USMCA, like NAFTA, uses a “negative list” format for the chapters on Cross-border Trade in Services and on
Investment. A negative list means that the signatories promise to provide full access to their services and
investment markets unless they specifically list an exception, or nonconforming measure (NCM). These NCMs
appear in three separate annexes to the agreement: the first lists existing measures that do not conform to a
party's obligations under the agreement, the second specifies activities and sectors that a party could subject to
new or more stringent limitations in the future, and the third lists NCMs relating to financial services.
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The automotive provisions included in the modeling analysis are those addressing rules of origin for
certain core vehicle parts (contained in the Annex to Chapter 4 of the agreement).*® The effects of the
changes in these rules of origin are estimated using an industry-specific model described in chapter 3
and appendix G of this report. The model simulates changes in vehicle prices and sales, trade in vehicles
and parts, and U.S. employment in the automotive industry. Aggregate effects on vehicle trade and
vehicle production costs from the automotive rules of origin model are used as targets to calibrate
changes to the cost of domestic and imported parts and vehicles in the economy-wide model.

The IPR provisions included in the modeling analysis reflect general increases in IPR protections in each
of the three member countries. In the United States, these new provisions would provide only modest
increases in IPR protection. However, in Mexico and Canada, the increases are more extensive. The
modeling of these changes to IPR protections used a structural gravity model, international trade data
on six IPR-intensive manufacturing sectors, and the U.S. Chamber of Commerce’s International
Intellectual Property Index to estimate the effects of the USMCA IPR provisions on trade in IPR-intensive
products.®*

Unlike other components, which analyzed specific articles in the agreement, the IPR analysis considered
key commitments made in the IPR chapter of the agreement (Chapter 20), as measured by the Chamber
of Commerce’s index and an analysis of USMCA using the index’s framework.* The analysis examined
the relationship between IPR protections and trade globally, and estimated a trade cost reduction that
would have the same effect on trade as the change in IPR protection. These corresponding cost
reductions were incorporated into the U.S. economy-wide model for the affected industries. Of the
sectors in the economy-wide model, only the medical device sector was estimated to experience
significant impacts from the IPR provisions. More details can be found in this report in chapter 8 and
appendix H.

The e-commerce provisions included in the modeling analysis are those that would increase the de
minimis thresholds (DMTs) for express shipments between USMCA member countries (article 7.8 in the
agreement).*® Higher de minimis thresholds would reduce the costs of U.S. e-commerce firms’ shipping
to Canada and Mexico, making U.S. firms more competitive in these two markets.*” Hence, U.S. exports
of low-value express shipments to Canada and Mexico are expected to increase under USMCA. As
described in chapter 7 and appendix |, a partial equilibrium framework was used to analyze these effects

% The core parts included in the model were engines and transmissions. These were the only two core parts for
which the detailed data needed for modeling were available.

4 Data limitations precluded the estimation of likely impacts on IPR-intensive services sectors, such as computer
software, banking, research and development, or audiovisual services.

4 The estimated levels of IPR protection in the United States, Canada, and Mexico, if USMCA were to go into
effect, were scored using the Intellectual Property index by Pugatch Consilium, Setting a New Standard, 2019, 19.
46 Express shipments that cross international borders are subject to DMTs. Items that fall below a country’s DMT
are exempt from customs duties and taxes and also benefit from simplified clearance procedures at customs
checkpoints.

47 E-commerce refers to only low-value merchandise purchases under $2,500 made through online platforms. It
does not cover all low-value shipments, which would also be affected by changes in the de minimis threshold but
were not included in the modeling analysis.
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on express shipments of U.S. e-commerce firms. The increases in cross-border trade estimated by the
framework were then incorporated into the economy-wide model.

The labor provisions included in the modeling analysis largely focus on strengthening and expanding the
obligations established under the North American Agreement on Labor Cooperation (NAALC), a
supplement to NAFTA.* Principal among these are the improvements in collective bargaining legislation
in Mexico. The analysis estimated the effect of the increased unionization of Mexican workers expected
as a result of this legislation. The estimated wage increase for Mexican workers was then incorporated
into the economy-wide model. Additional details can be found in chapter 8 and appendix F.

Some of the investment provisions included in the modeling analysis relate to the reduced scope of the
ISDS mechanism (contained in annexes 14-C, 14-D, and 14-E of the agreement). These changes were
modeled using a three-step approach. First, an econometric estimate from the economic literature was
used to quantify the impact of ISDS on investment.*® This estimate suggested that the removal of ISDS
could result in a 4.8 percent reduction in FDI stocks within affected industries in Mexico.>® However, this
estimate (which is discussed in greater detail in chapter 8) is derived from a study of the impact of
bilateral investment treaties in general on FDI, which include provisions other than ISDS. Therefore this
estimate should be considered an upper bound impact of the reduced scope of the ISDS mechanism
under USMCA. Second, this reduction in FDI was modeled using the GTAP-FDI model, which is a tool that
is able to translate estimated changes in investment behavior into economic impacts, such as changes in
capital expenditure and productivity. Finally, these economic impacts were incorporated into the
economy-wide model. Additional details can be found in chapter 8 and appendix J.

Provisions That Reduce Policy Uncertainty for
International Data Transfer, Cross-border Services,
and Investment

Many of the provisions in USMCA represent commitments to maintaining current regulatory conditions.
In many of these cases, firms have operated under regulatory conditions in which there are no specific
policies in place ensuring that regulations do not change in the future. For example, the United States,
Canada, and Mexico have yet to establish many types of regulations potentially governing international
data transfers.>! Up to now, firms have largely been able to transfer data freely between the countries.

48 The labor provisions are contained in annex 23-A of USMCA.

49 Egger and Merlo, “The Impact of Bilateral Investment Treaties,” 2007, 2.

50 Economic research finds that ISDS mechanisms between developed countries have little impact on foreign
investment, implying that the ISDS changes in USMCA would likely have little impact on investment between
Canada and the United States. Oldenski, “What Do the Data Say?” 2015; Poulsen, Bonnitcha, and Yackee, “Costs
and Benefits,” 2013.

51 Note that the baseline for the economic models in this report does not take into account the various market
liberalization and binding commitments that Mexico and Canada have undertaken as signatories of the
Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP), which entered into force on
December 30, 2018. As a result, the baseline does not factor in the related reduction of trade policy uncertainty
resulting from CPTPP, including data localization and data transfer commitments made by Mexico and Canada in
that agreement.
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However, no current policies protect this free flow of data from future policies that might restrict it. The
commitments in USMCA address this regulatory uncertainty by providing assurance to firms that current
conditions will be maintained into the future.*?

Recent international trade research has consistently found that the reduction of trade policy uncertainty
influences trade patterns. This research finds that the reduction in uncertainty has effects comparable
to the impacts of the policies themselves. For example, Handley and Limao (“Trade and Investment
under Policy Uncertainty,” 2015) found that after Portugal’s accession to the European Community, a
substantial portion of the growth in Portuguese exports was due to reductions in trade policy
uncertainty rather than reductions in applied tariffs.>® This area of research finds that firms operating
under trade policy uncertainty behave as if they are expecting conditions to change with a certain
probability. This expectation affects their economic activities because they must act with caution toward
that risk. The reduction of trade policy uncertainty alleviates this expectation, allowing firms to act with
the assurance that the rules will not change.

USMCA provisions that may reduce trade policy uncertainty are found throughout USMCA. Of these,
three groups of provisions were modeled as components in the economy-wide framework: international
data transfer, cross-border services, and investment commitments. These USMCA provisions were
addressed in the economy-wide modeling in a way that is informed by trade literature. For each of the
provisions, an effect was estimated that reflects the potential impact of USMCA members altering
current conditions. For example, in the case of the data transfer provisions, a cost associated with the
introduction of data flow restrictions was estimated based on Organisation for Economic Cooperation
and Development (OECD) services trade data and the OECD Services Trade Restrictiveness Index (STRI).>*
The STRI reflects nontariff measures that affect services trade—including data transfer regulations. This
cost estimate was then weighted to reflect that USMCA does not remove data flow restrictions but
rather removes some uncertainty surrounding these restrictions.>® The implications of assigning this
weight are discussed later in this section.

52 During the Commission’s hearing (United States-Mexico-Canada Agreement: Likely Impact on the U.S. Economy
and on Specific Industry Sectors), Professor Jeffrey Bergstrand of the University of Notre Dame noted the
importance of commitments that reduce uncertainty in USMCA. USITC, hearing transcript, November 15, 2018,
272, 326.

53 Other work has made similar findings for different countries and industries. Rodrik (“Policy Uncertainty and
Private Investment in Developing Countries,” 1991) discussed the negative relationship between policy
uncertainty, imports, and investment—particularly in developing countries. Handley and Limao (“Policy
Uncertainty, Trade and Welfare,” 2017) found that reductions in uncertainty surrounding applied U.S. tariffs had a
significant impact on trade with China after its WTO accession. Ciuriak and Lysenko (“Technical Paper for: Better In
than Out?” 2016) found that these relationships are present for services as well.

54 OECD, EBOPS database (accessed September 28, 2018); OECD, STRI Policy Simulator (accessed September 28,
2018).

55 Commissioner Kearns notes that regulations and other measures can be socially and economically beneficial. In
many respects, the USMCA explicitly recognizes these social and economic benefits and, in some cases, requires
the parties to adopt and maintain such measures (see, e.g., Article 19.8, Personal Information Protection). As
required by the Bipartisan Congressional Trade Priorities and Accountability Act of 2015, this report assesses the
economic impacts of the USMCA. As noted above, the Commission’s cost estimate focuses on the fact that USMCA
“removes some uncertainty” with respect to possible changes to laws and regulations. The report does not
attempt to assess all possible benefits or costs associated with possible changes to existing laws and regulations
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The international data transfer provisions included in the modeling analysis are those that commit the
member parties to maintaining open data flows across borders (Articles 19.11 and 19.12 in the
agreement).>® The modeling of the data transfer provisions used a structural gravity model, in
conjunction with the STRI, to estimate the potential trade costs associated with data flow restrictions.®’
The STRI provides extensive information on a wide range of measures affecting services trade, including
data flow restrictions, and was used to quantify the relationship between trade restrictions and trade
costs.%®

Recent research, the testimony of many witnesses at the Commission’s hearing, and numerous written
submissions have highlighted the importance of cross-border data transfers not only for services
industries but also for manufacturing and agriculture. Firms of all sizes in all sectors of the economy rely
on data transfers to do things like monitor and automate production and agriculture activities, maintain
supply chains, and access global markets.* In order to extend the analysis of the impact of data
localization provisions to goods sectors, the share of software investment by goods sectors was
compared to the software investment by the information technology (IT) services sector (a segment of
computer services). This comparative digital intensity was translated into a “relative ad valorem
equivalent” (relative AVE) such that a goods sector that invests half as much in software as computer
services is assigned an AVE equal to half that of computer services. The corresponding estimated costs
for affected sectors were then incorporated into the economy-wide model. Further details can be found
in chapter 7 and appendix H.

The cross-border services provisions included in the modeling analysis reflect two types of
commitments. First, taking the provisions of the General Agreement on Trade in Services (GATS) as a
baseline, certain USMCA provisions represent effective changes to market access commitments. Second,
taking NAFTA as a baseline, other USMCA provisions represent effective changes to nonconforming
measures.®® Again, these alterations typically reflect commitments to the current regulatory conditions

where such changes are not required under USMCA,; instead, the report simply attempts to quantify the economic
benefits associated with providing greater certainty for market participants.

56 In most industries, the free flow of data is permitted. However, data flow restrictions currently found in the
banking and insurance industries in Canada would be eliminated under USMCA. In these two sectors, the modeling
does not treat the provisions as reducing policy uncertainty. Rather, they are treated as altering policies in place,
akin to earlier modeling components such as IPRs or agriculture.

57 Structural gravity models are commonly used models in international trade research and analysis. Gravity
models take into account determinants of the pattern of international trade, including the level of aggregate
expenditures and prices in each of the countries, how close the countries are to each other geographically,
whether they share a common language, and whether they belong to a preferential trade agreement (USITC,
Economic Impact of Trade Agreements, 2016). This work follows modern advances in gravity modeling techniques,
which have extensively improved their empirical and theoretical rigor in recent years (Head and Mayer, “Gravity
Equation,” 2014). For additional information on gravity modeling, see Piermartini and Yotov, “Estimating Trade
Policy Effects with Structural Gravity,” 2016.

58 OECD, Services Trade Restrictiveness Index (accessed September 28, 2018).

59 USITC, Global Digital Trade 1, 2017, 39-41; OECD, Trade and Cross-border Data Flows, 2018, 33-38; OECD,
Digital Opportunities for Trade in Agriculture and Food Sectors, 2019, 10-13; USITC, hearing transcript, November
15, 2018, 585, 599, 602-3, 615, 665.

80 The market access commitments correspond to Article 17.5 and Annex 17-A for financial services and Article
15.5 and Appendix II-A for all other services in the agreement. The nonconforming measure commitments
correspond to Annexes |, I, or lIl.
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in each industry and reduce uncertainty about future policy changes. These commitments were
modeled in the same way as the data transfer provisions described above. More details can be found in
chapter 6, appendix H, and appendix J of this report.

Similarly, some investment provisions included in the modeling analysis represent effective changes to
market access commitments relative to GATS provisions and to nonconforming measures relative to
NAFTA. Both of these changes would impact foreign affiliate sales.®! The changes reduce uncertainty
about future policy changes, with the largest effects stemming from commitments to maintaining
current foreign equity requirements in the member countries.

The Commission modeled these commitments using a three-step procedure. The first step was to
estimate the likely impact of foreign equity restrictions on foreign affiliate sales.®? Using the OECD STRI,
estimated changes in foreign affiliate sales were calculated based on the specific commitments
contained in USMCA. The second step used the GTAP-FDI model to translate the estimated changes in
foreign affiliate sales into estimated changes in output and repatriated earnings in each country.®
Finally, the third step incorporated the output from the GTAP-FDI model into the economy-wide
simulation. Additional details can be found in chapter 8 and appendix J.

As explained above, USMCA provisions that reduce policy uncertainty for international data transfer,
cross-border services, and investment are addressed in economy-wide modeling by first estimating the
potential impact of the trade and investment barriers that are being deterred and then weighting this
impact to reflect that USMCA does not remove these barriers but rather would deter their imposition in
the future.

Because the estimated economy-wide results are sensitive to this weighting, several possible weights
were considered that reflect high, moderate, and nonexistent benefits from provisions that reduce
policy uncertainty for international data transfer, cross-border services, and investment. The high-
benefit case ascribes a weight of 0.5 to the reduction of uncertainty, a weight that is informed by much
of the literature discussed above.® The moderate case assumes a weight of 0.25, which is more
conservative than the findings in the literature. The economy-wide model estimates throughout the
report reflect this moderate case, unless specified otherwise. Finally, the unweighted case reflects a
weight of zero, which provided estimates that assume that reducing trade policy uncertainty has no

61 The market access commitments correspond Article 15.5 and Appendix II-A, while the nonconforming measures
correspond to Annexes |, II, or lIl.

62 Table 6.5 in chapter 6 presents the estimates from this first step.

63 The GTAP-FDI model is a computable general equilibrium (CGE) model that incorporates FDI stocks and foreign
affiliate sales data. It is a comparative static, multiregional, and multisector model that differentiates between
domestic and foreign firms on both the demand side and the supply side.

64 In particular, Handley and Lim3o (“Policy Uncertainty, Trade and Welfare,” 2017) found that the reduction of
uncertainty about tariff preferences has an impact that is about 50 percent of the effect of the tariffs themselves.
Ciuriak and Lysenko (“Technical Paper for: Better In than Out?” 2016) found a comparable value and implemented
its modeling within a CGE model in similar ways to the USITC assessment of USMCA. For example, these findings
suggest that if a data flow restriction is estimated to increase trade costs by 10 percent, commitments not to
introduce a data flow measure would have an effect equivalent to a 5 percent (0.5 x 10 percent) reduction in costs.
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impact. In other words, this case excludes the impact of USMCA provisions that would reduce policy
uncertainty for international data transfer, cross-border services, and investment.

Importantly, while the effects of policy uncertainty are well established in many specific settings, its
exact impact with respect to the commitments in USMCA is not certain.® Thus, the economy-wide
analysis in this report uses a more conservative weight than the findings in the literature.

To help understand the impact of assigning different weights, the estimated impact of USMCA with
different weights is presented in tables 2.6, 2.7, and 2.8. The results show the significant impact of the
USMCA provisions that reduce policy uncertainty for international data transfer, cross-border services,
and investment. The “Moderate” column in table 2.6 reproduces the economy-wide results from table
2.2, based on the conservative assumptions described above. The “High” column shows those results
when the effects of those provisions are given a stronger weighting consistent with findings in much of
the literature. The “None” column shows the economy-wide results when the effects of the provisions
that reduce policy uncertainty for international data transfer, cross-border services, and investment are
excluded.

Table 2.6 Impact of modeled provisions that reduce policy uncertainty on the economy-wide effects of
USMCA (percent changes relative to the baseline)

Impact of provisions reducing policy uncertainty None Moderate High
U.S. real GDP -0.12 0.35 1.21
U.S. real output
Agriculture -0.22 0.18 0.88
Manufacturing and mining 0.37 0.57 0.88
Services -0.13 0.17 0.71
U.S. employment -0.04 0.12 0.40
Agriculture -0.15 0.12 0.58
Manufacturing and mining 0.28 0.37 0.51
Services -0.07 0.09 0.38
U.S. wages -0.06 0.27 0.86
Agriculture -0.18 0.23 0.94
Manufacturing and mining 0.25 0.50 0.94
Services -0.10 0.23 0.84

Source: USITC estimates.

Note: Columns reflect different simulation specifications as follows:

None: Does not incorporate the impact of provisions that reduce policy uncertainty for international data transfer, cross-border services, and
market access and nonconforming measures in investment.

Moderate: Reproduces the results of this study as previously shown in table 2.2.

High: Gives additional weight to provisions that reduce policy uncertainty for international data transfer, cross-border services, and market
access and nonconforming measures in investment, as suggested by some economic research.

85 While much of the literature ascribes a weight of 50 percent to the reduction of uncertainty, the literature does
not specifically address the appropriate weights for nontariff measures (including data transfer provisions) related
to goods trade. Additionally, some USMCA commitments may concern domestic policies that are considered
longstanding or stable.
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Table 2.7 Impact of modeled provisions that reduce policy uncertainty on the economy-wide effects of
USMCA (changes in values relative to the baseline)

Impact of provisions reducing policy uncertainty None Moderate High
U.S. real GDP (billion $) -22.6 68.2 235.0
U.S. employment (1,000 full-time equivalent jobs) -53.9 175.7 588.9
Agriculture -2.3 1.7 8.6
Manufacturing and mining 36.9 49.7 68.6
Services -88.5 124.3 511.7

Source: USITC estimates.

Note: Columns reflect different simulation specifications as follows:

None: Does not incorporate the impact of provisions that reduce policy uncertainty for international data transfer, cross-border services, and
market access and nonconforming measures in investment.

Moderate: Reproduces the results of this study as previously shown in table 2.2.

High: Gives additional weight to provisions that reduce policy uncertainty for international data transfer, cross-border services, and market
access and nonconforming measures in investment, as suggested by some economic research.

Table 2.8 Impact of modeled provisions that reduce policy uncertainty on the economy-wide effects of
USMCA (percent changes relative to the baseline)

Impact of provisions reducing policy uncertainty None Moderate High
Total U.S. exports to the world -0.5 2.4 7.7
Total U.S. imports from the world -0.4 2.0 6.4
Total U.S. exports to Canada 1.6 5.9 13.9
Total U.S. imports from Canada 1.0 4.8 11.8
Total U.S. exports to Mexico 1.2 6.7 15.0
Total U.S. imports from Mexico -0.6 3.8 10.4

Source: USITC estimates.

Note: Columns reflect different simulation specifications as follows:

None: Does not incorporate the impact of provisions that reduce policy uncertainty for international data transfer, cross-border services, and
market access and nonconforming measures in investment.

Moderate: Reproduces the results of this study as previously shown in table 2.2.

High: Gives additional weight to provisions that reduce policy uncertainty for international data transfer, cross-border services, and market
access and nonconforming measures in investment, as suggested by some economic research.

The remaining provisions—the ones that alter current policies or standards—are those that concern
agriculture, automotive rules of origin, IPRs, e-commerce, labor, and the ISDS portion of investment.
These provisions collectively are estimated to have a negative impact on many aspects of the U.S.
economy when included in the model alone. The automotive rules of origin, which represent greater
restrictions on trade, are the primary component influencing these results. While the auto provisions
are estimated to increase employment in the automotive sector, they are also estimated to raise the
price of foreign auto parts, causing a greater number of parts to be produced in the United States, and
to raise the costs of producing motor vehicles overall. The increase in U.S. auto parts production would
draw resources away from other manufacturing sectors and the rest of the U.S. economy, driving up
production costs for other sectors.®® The combined effects of these changes would be to (1) reduce U.S.
exports due to higher production costs; (2) to reduce real income, because consumer price increases

56 Commissioner Kearns notes that, as described above, the model appears to suggest that the trade
restrictiveness of a ROO is inversely related to its positive impact on the U.S. economy. Carried to its logical
conclusion, this would appear to suggest that the best ROO is a very weak or nonexistent ROO. In turn, this would
result in other countries, which do not incur any obligations to import U.S. products, obtaining unilateral, duty-free
access to the U.S. market. If, on the other hand, we were to compute an ROO that optimizes regional content while
recognizing that there may be slack in the economy, we may estimate a gain to the overall economy from the
automotive ROO.
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would exceed changes in capital and labor income; and (3) to reduce wages and employment in the
overall economy.

On the other hand, the USMCA provisions that reduce policy uncertainty for international data transfer,
cross-border services, and investment are estimated to more than offset many of the negative
economy-wide effects of USMCA’s changes in the automotive rules of origin. The data transfer
provisions represent liberalizations for all sectors, while the cross-border services and investment
provisions apply to multiple services sectors. The “High” columns of tables 2.6, 2.7, and 2.8 show the
economy-wide impacts of USMCA if the provisions that reduce policy uncertainty for international data
transfer, cross-border services, and investment are given the weight that is suggested by the economic
literature. In this case, the estimated impact of USMCA is much stronger than in the “Moderate”
columns.

In addition to differences in economy-wide results, there are also differences in sector-specific results
across the three columns in tables 2.6 and 2.7. In particular, gains in the services sector are closely tied
to the provisions that deter future trade barriers, because the services provisions modeled were almost
entirely characterized as deterring future barriers. By comparison, the manufacturing estimates were
less sensitive to this assumption because the automotive provisions, which had a large impact on
manufacturing, represent changes in current policies.®’

However, as noted above, the Commission’s baseline does not take into account the various market
liberalizations and binding commitments that Mexico and Canada have undertaken as signatories of the
CPTPP, including commitments applying to data localization and data transfer. Since these are key
policies that drive Commission model results in estimates that provide higher weights to the value of
policy uncertainty, it is unclear whether estimates with higher weights for policy uncertainty would
apply to the current (post-CPTPP signing) policy context. Further, goods AVEs for policy uncertainty are
extrapolated from services AVEs at the broad sector level, and the model results may be sensitive to the
assumptions used in calculating these goods AVEs.

Economy-wide Model

The economy-wide model, as mentioned above, combines the provision-specific analysis completed in
each of the eight individual components into a single model. This model provides estimates of the joint
impact of the many USMCA provisions on the U.S. economy.

The economy-wide model is based on a computable general equilibrium (CGE) model developed and
maintained by the Global Trade Analysis Project (GTAP).% The GTAP model is a global model regularly
used by the Commission and other researchers to simulate the effects of trade policy on the U.S.
economy and the economies of many other countries. The model is built upon standard economic
relationships such as interlinked industries, input-output production processes, and product
substitutability between foreign and domestic sources. These relationships are supported by an
extensive dataset containing information on international trade, production, and consumption in many
sectors, as well as on the economic characteristics of numerous countries. Because of the extensive

7 Comparisons of the broad sector estimates under different assumptions can be found in appendix E.
%8 The GTAP model is documented in Hertel, Global Trade Analysis: Modeling and Applications, 1997, and in Corong
et al., “The Standard GTAP Model, Version 7,” 2017.
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interlinkages between countries and industries, the model represents a powerful means by which to
analyze the economy-wide impact of multiple compounding policy changes.

The Commission modified the standard GTAP model in several ways to better suit the needs of its
economy-wide analysis of USMCA. First, the underlying data were updated to create a baseline for the
model that reflected the U.S. economy in 2017.%° The baseline also incorporated recent trade policies
that were in place as of the signing of USMCA. The current policies that were incorporated in the
database are the United States’ Section 232 steel and aluminum tariffs; the additional tariffs imposed on
U.S. products by China, the European Union, Canada, and Mexico in response to the U.S. Section 232
steel and aluminum tariffs; the United States’ additional Section 301 tariffs on imports from China
starting on September 24, 2018; and additional tariffs on U.S. products by China in response to the U.S.
Section 301 tariffs.”” However, the agreement for the Comprehensive and Progressive Trans-Pacific
Partnership (CPTPP), which went into force for Canada and Mexico on December 30, 2018, was not
incorporated into the baseline database because it went into force after the signing of USMCA.

Second, many of the standard sectors in the GTAP model were subdivided into subsectors to improve
the granularity of the model with respect to key industries affected by USMCA. This step increased the
total number of sectors in the model from 57 to 103.

The Commission further modified the GTAP model by adopting a structure in which the substitutability
between domestic and imported goods for a particular sector is equal to the substitutability between
different import sources. This approach is common in recent models of trade, such as the Eaton and
Kortum model (“Technology, Geography, and Trade,” 2002), and supported by recent work by Feenstra
et al. (“In Search of the Armington Elasticity,” 2018). The latter study suggests that for between two-
thirds and three-quarters of sample goods, there is no significant difference between the estimates of
the upper-level elasticity of substitution (substitution between imports and domestic goods) and lower-
level elasticities of substitution (substitution between imports from different sources). That is, the
substitution between domestic and foreign products is not significantly different than the substitution
between alternative foreign products.

The economy-wide model used a version of the GTAP model that fixes countries’ total trade balances
(i.e., holds them constant in dollar value terms). Economic research has indicated that changes in trade
balances are highly dependent on dynamic macroeconomic factors such as savings and investment
decisions.” CGE models that are typically used to analyze trade policy, including the economy-wide
model used in this report, are static and do not feature many of the dynamic macroeconomic features

5 The original data are from GTAP 10 (beta version). The earlier (GTAP 9) database is documented in Aguiar,
Narayanan, and McDougall, “An Overview,” 2016. The baseline used to analyze USMCA also assumed that NAFTA
was in place, so that the impacts from USMCA were estimated as changes from conditions under NAFTA.

70 The tariff changes, aggregated to GTAP sectors, were obtained from Li, CARD Trade War Tariffs Database,
(accessed November 15, 2018). The bilateral tariff increases by the United States and China scheduled for January
1, 2019, were not imposed because of ongoing negotiations and have not been included in the database.

71 See Kim and Shikher, “Can Protectionism Improve Trade Balance?” 2017, 3-5, and Obstfeld, “Does the Current
Account Still Matter?” 2012. The Commission is not precluding the possibility that trade policies can affect trade
balances by affecting savings and investment decisions. The factors included in the Commission's economy-wide
model account for only a small portion of the determinants of global trade balances, implying that it is not a tool
that is well suited for analyzing trade balances.
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needed to accurately assess trade balances. Because of this, the economy-wide model holds the dollar
value of aggregate trade balances constant, though bilateral balances are free to adjust.”?

Modeling of Labor

Some modifications were made to improve the treatment of labor in the United States within the
economy-wide model. U.S. workers were split into five types based on their educational attainment.”®
The choice to focus on the education of workers rather than their occupation was based on the often
large differences in educational attainment and earnings within an occupation in an industry.”® Further,
industries themselves also differ in terms of the educational composition of their workforce.” Splitting
workers by educational attainment made it possible to estimate the impact of USMCA on workers of
similar education levels employed in different industries and on industries requiring workers with
diverse levels of education to produce output. Drawing on the 2017 Current Population Survey (CPS)
dataset collected by the U.S. Census Bureau, the labor portion of production in the economy-wide
model was split into five groupings in each industry. The groupings were workers with 0-9 years of
education, 10-12 years of education, 13—15 years of education, a bachelor’s or equivalent degree, and a
graduate or professional degree.”®

The economy-wide model allows for changes in the number of workers in the United States. Workers
can drop out of the labor force if wages decrease, and nonworking adults can join the labor force if
wages increase. Further, each worker type responds differently to wage changes. Workers with lower
levels of education are modeled as being relatively responsive to wage changes when deciding whether
to switch their labor force participation status. Workers with higher levels of education switch between
nonparticipation and participation in the labor force only if wages change by a relatively large
percentage.”’ This change in participation rate is not a change in unemployment; the market is assumed
to be at full employment.

Within the model, workers are permitted to move between industries, but face some frictions in doing
so. Since the assumption of restricted labor mobility across industries is new to the Commission’s
modeling, the impact of this assumption on the results was investigated. Tables 2.9, 2.10 and 2.11 show

72 Additional details on the economy-wide model can be found in appendix E.

73 Economic literature has long noted the positive correlation between education and earned income. (See, for
example, Willis, “Wage Determinants,” 1986; Mincer, Schooling, Experience, and Earnings, 1974.) The economy-
wide model estimates the largest percentage gains in terms of wage and employment growth for the groups of
workers with relatively little education (10-12 and 13—-15 years of education). When combined with the economic
literature on education and income, this implies that lower-income workers would likely experience the greatest
percentage gains.

74 For a discussion of these differences in the United States, see Torpey, “Same Occupation, Different Pay: How
Wages Vary,” May 2015.

7> Appendix E presents selected summary statistics for intensity of education use across industries in the United
States.

78 For more details about the Current Population Survey (CPS) and to access data from it, see
https://www.census.gov/programs-surveys/cps.html.

77 The elasticity of labor supply is discussed in appendix E.

60 | www.usitc.gov


https://www.bls.gov/careeroutlook/2015/article/wage-differences.htm
https://www.bls.gov/careeroutlook/2015/article/wage-differences.htm
https://www.census.gov/programs-surveys/cps.html

Economy-wide and Broad Sectoral Effects of Quantified Provisions

the results from the economy-wide model assuming (1) free labor mobility and (2) somewhat restricted
labor mobility. The second column of numbers reproduces results from table 2.2.

The results show that the labor mobility assumption has a small effect on the estimated impact of
USMCA on the overall economy, although sector-specific impacts are more substantial. Free labor
mobility results in a slightly higher estimated GDP change than when labor mobility is somewhat
restricted. This is because the U.S. economy would more completely adjust to the changes in USMCA
given free labor mobility, as workers could more easily switch between jobs. Because the economy
adjusts more extensively when labor mobility is free, this simulation can also be viewed as an estimate
of the impact of USMCA that reflects a longer time horizon, in which displaced workers are able to
develop new skills that are better suited to different industries.”®

Table 2.9 Economy-wide effects of USMCA (percent changes relative to the baseline)

Somewhat
Ability of labor to reallocate between industries Free restricted
U.S. real GDP 0.36 0.35
U.S. real output
Agriculture 0.19 0.18
Manufacturing and mining 0.65 0.57
Services 0.18 0.17
U.S. employment 0.11 0.12
Agriculture 0.09 0.12
Manufacturing and mining 0.45 0.37
Services 0.08 0.09
U.S. wages 0.27 0.27
Agriculture 0.27 0.23
Manufacturing and mining 0.27 0.50
Services 0.27 0.23
Source: USITC estimates.
Table 2.10 Economy-wide effects of USMCA (changes in values relative to the baseline)
Somewhat
Ability of labor to reallocate between industries Free restricted
U.S. real GDP (billion S) 70.6 68.2
U.S. employment (1,000 full-time equivalent jobs) 169.3 175.7
Agriculture 1.3 1.7
Manufacturing and mining 60.1 49.7
Services 107.1 1243

Source: USITC estimates.

With free labor mobility, workers are able to freely move between industries to pursue higher wages.
This movement results in wages that equalize across industries. Sectors that have above-average wage
growth when labor mobility is restricted, such as manufacturing and mining in tables 2.9 and 2.10,

78 Commissioner Kearns notes that the model assumes that there is no slack in the economy, but allows workers to
enter and exit the workforce. This is an advance toward recognizing how trade agreements can have an impact on
employment levels. However, the model still assumes that the economy operates at full capacity. But there is
reason to believe that the U.S. economy may not be at full capacity utilization, now or when the USMCA is fully
implemented. Indeed, Federal Reserve Chairman Jerome Powell recently noted that the United States has one of
the lowest labor participation rates among advanced economies. Pelley, “Full 60 Minutes Interview,” 2019.
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expand further with free labor mobility. This greater mobility is because a greater number of workers
move into that sector chasing the higher wages. The expansion in the quantity of labor supplied to
manufacturing and mining pushes wages back down until there is no longer a higher wage in that sector
than others (i.e. until wages equalize). On the other hand, sectors that have below-average wage growth
when labor mobility is restricted would see reduced employment under free mobility. Agriculture and
services both experience lower job growth under free mobility because a greater number of those
workers are drawn to manufacturing and mining.

Labor mobility had limited effect on the estimated changes in U.S. trade. Table 2.11 shows that under
free labor mobility, U.S. exports to the world are slightly higher but trade with Mexico is slightly lower.

Table 2.11 Effects of USMCA on trade (percent changes relative to the baseline)

Somewhat
Ability of labor to reallocate between industries Free restricted
Total U.S. exports to the world 2.5 2.4
Total U.S. imports from the world 2.0 2.0
Total U.S. exports to Canada 5.9 5.9
Total U.S. imports from Canada 4.8 4.8
Total U.S. exports to Mexico 6.5 6.7
Total U.S. imports from Mexico 3.7 3.8

Source: USITC estimates.

The elements of labor modeling described in this section allow a detailed analysis of USMCA’s impact on
U.S. workers. These methods provide insight into the ways in which wages, employment, and labor
shares would likely change both within and between industries for U.S. workers with different levels of
educational attainment as a result of the provisions in USMCA.

Additional information regarding the economy-wide CGE model can be found in appendix E.

Review of Related Literature

The only economy-wide analysis of the impact of USMCA is made in a 2019 paper by Burfisher, Lambert,
and Matheson (hereafter referred to as the BLM study).”® The paper analyzes five key aspects of
USMCA: vehicle and parts regional value content requirements, labor value content requirements for
vehicles, rules that further limit the use of non-USMCA inputs in textile and apparel trade, agricultural
provisions, and improved goods market access (increased trade facilitation).

The BLM study estimates that USMCA would have almost no effect on aggregate U.S. real GDP and
wages for skilled and unskilled workers (0.0 percent). The study also estimates that USMCA would have
almost no effect on U.S. trade, whether regional or global. U.S. exports to Canada and Mexico would
decrease by $0.3 billion (0.0 percent) and $2.4 billion (0.0 percent), respectively. U.S. imports from
Canada and Mexico would decrease by less than $0.1 billion (0.0 percent) and $1.7 billion (0.0 percent).
Meanwhile, U.S. exports to and imports from the rest of the world would increase by $1.0 billion (0.0
percent) and $0.3 billion (0.0 percent), respectively.

72 Burfisher, Lambert, and Matheson, “NAFTA to USMCA,” 2019.
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The BLM study differs from the Commission’s analysis in many ways, which explains the differences in
estimated effects. The model used in the BLM study holds the labor force and physical capital constant,
while the Commission’s economy-wide model allows entry into and exit from the labor force and
permits increases in capital stock through investment. The BLM study allows global trade balances to
vary while holding savings rates constant, which leads to a greater U.S. global trade deficit after the
implementation of USMCA. The Commission’s model holds global trade balances constant.

The BLM’s and Commission’s models also use different baseline data. While both studies use the GTAP
database version 10 for the year 2014, the Commission’s analysis updates this data to 2017. Both
studies incorporate many of the same recent trade policies. However, the BLM study also incorporates
the CPTPP agreement.

In addition, the set of provisions analyzed by BLM and the Commission are different. The Commission’s
analysis includes detailed modeling of USMCA’s labor, digital trade, IPR, ISDS, investment, e-commerce,
and services provisions; the BLM study does not. The BLM study considers changes to apparel and textile
input requirements; the Commission’s analysis does not. The BLM study approximates all other forms of
trade facilitation in USMCA by reducing trade costs for most goods sectors by 0.1 percent. The
Commission modeled many trade policy changes individually, using provision-specific models, and in
many cases found trade cost reductions much larger than 0.1 percent.

In many cases, BLM and the Commission use different methodologies when addressing the same
provisions. For example, when analyzing the impact of changes in automotive ROOs, the BLM study
assumes that automakers will decide not to comply with the new ROOs and will pay non-preferential
tariff rates instead. The Commission, on the other hand, assumes, based in part on interviews with
industry representatives, that the automakers will largely comply with the new rules by shifting their
sourcing of parts. In addition, the Commission’s analysis of the automotive ROOs is based on a detailed
microeconomic model that is able to analyze regional content rules that apply at the level of individual
firms. By comparison, the BLM analysis is conducted at the level of broad sectors.

Reviews of sector-specific studies of the impact of USMCA are presented in chapters 3 and 5.
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Automotive, Steel, and Aluminum Products

Chapter 3
Automotive, Steel, and Aluminum
Products

Overview

Compared with NAFTA, USMCA significantly increases the regional content required in automotive
products and inputs, adds new requirements intended to support well-paying jobs for workers in the
industry, and introduces a more complicated process for qualifying automotive, steel, and aluminum
products for duty-free treatment. According to Commission estimates, these changes would lead to an
increase in U.S. automotive parts production, partly offset by a small decline in U.S. vehicle production
due to consumer price increases that would reduce demand. The result would be a net employment
increase of more than 28,000 full-time equivalent employees (FTEs) in the automotive sector.®

The following discussion focuses on automotive rules of origin (ROOs) in the agreement text and related
side letters, and additional ROOs related to aluminum and steel.®! It begins with a description of
automotive trade; summarizes the automotive, steel, and aluminum provisions in USMCA that represent
a change from NAFTA; gives a qualitative analysis of the potential effects of the provisions on the
automotive, steel, and aluminum sectors; and introduces a partial equilibrium model to estimate the
effect of USMCA’s automotive provisions on U.S. automotive production, employment, and trade.

Automotive Industry Overview

This chapter discusses three types of vehicles: passenger vehicles, light trucks, and heavy trucks.
Passenger vehicles include cars (e.g., Chevrolet Camaro, Ford Mustang), sport-utility vehicles (Chevrolet
Equinox, Jeep Wrangler), and minivans (Dodge Caravan, Honda Odyssey), while the light-truck category
includes pickup trucks (Chevrolet Silverado, Ford F-150) and workvans (Ram ProMaster, Ford Transit).
Heavy trucks are medium- and heavy-duty trucks of either the tractor-trailer or the cab and chassis
varieties.

80 The estimates reported in this chapter are a high-end estimate of the economic effects of the new ROOs. They
are sensitive to the assumption that certain manufacturers would increase their production costs by shifting
sourcing of core parts to the United States, even though the non-preferential tariff rates that they would face (for
many vehicle types) if they did not comply with the new automotive rules of origin (ROOs) would be small. Due to
the relatively low profitability of many of the small cars manufactured in Mexico, the costs of vehicles produced
there are particularly sensitive to the increased costs of shifting supply chains and/or to an increase in tariffs.
Valdes-Dapena, “Ford Moving All Small Car Production to Mexico,” September 15, 2016. On the other hand,
because several factors are not included in the economic model (see appendix G of this report), the effects shown
in the model could be amplified or mitigated. Alternative scenarios are included in appendix G.

81 Side letters are agreements that address matters between two or more parties to a multiparty agreement but do
not affect the rights and obligations of the other parties to the agreement.
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Passenger vehicles and light trucks are often grouped as “light vehicles” because they tend to be
manufactured by the same companies, to be sold in the same dealerships, and to use similar supply
chains. Heavy trucks tend to be sold in separate dealerships, are sold more to commercial fleets than to
individual consumers, have limited supply chain overlap with light vehicles, and are updated less
frequently. Light vehicle manufacturing made up 92 percent of the total value of shipments and services
and 85 percent of U.S. employment in motor vehicle manufacturing (table 3.1).82 Two-thirds to three-
fourths of auto parts production in North America contributes toward original equipment production,
with the remaining parts produced for the automotive aftermarket.®® As a result, demand for new
vehicles is the largest driver of demand for automotive parts.

Table 3.1 U.S. motor vehicle and parts shipments and employment, 2016

Shipments Employment

Industry segment (billion dollars) (thousands of FTEs)
Total motor vehicle and parts manufacturing 619.7 785.4
Motor vehicle manufacturing 344.4 197.7
Light vehicle manufacturing 317.5 169.0
Heavy truck manufacturing 26.8 28.7
Motor vehicle bodies manufacturing 14.6 47.9
Motor vehicle parts manufacturing 260.8 539.9

Source: U.S. Census, Annual Survey of Manufactures: Statistics for Industry Groups and Industries; 2016 and 2015 (accessed February 22,
2019).

Note: NAICS codes 33611 (automobile and light duty), 33612 (heavy-duty trucks), 336211 (motor vehicle body), 3363 (motor vehicle parts).
U.S. production and employment data uses the North American Industry Classification System to delineate different types of production. It is
standardized across the United States, Canada, and Mexico at the five-digit level.

The automotive industry has a complex integrated supply chain in North America. A single vehicle
manufacturer can have hundreds of suppliers providing thousands of parts for a single vehicle.®* Inputs
can cross borders multiple times before being assembled into the final vehicle.

The automotive industry operates a “just-in-time” delivery system, where parts arrive when needed in
the manufacturing or assembly process. For the most part, vehicle manufacturers, which assemble
hundreds of vehicles per day at each plant, do not warehouse more than a day’s worth of inventory; for
some parts, they hold inventory for only several hours of work.?> These plants produce different vehicle
models with a variety of options, colors, and trim levels. To expedite delivery, parts suppliers often
cluster their facilities near vehicle assembly plants; some key parts suppliers may be located on-site in a

82 Motor vehicle manufacturing (NAICS 3361) is made up of automobile and light-duty truck manufacturing (NAICS
33611) and heavy-duty truck manufacturing (NAICS 33612). U.S. Census, “Annual Survey of Manufactures:
Statistics for Industry Groups and Industries: 2016 and 2015” (accessed February 22, 2019).

83 The aftermarket sells replacement parts and accessories. USDOC, ITA, “The Current State of the U.S. Automotive
Parts Market,” April 2013.

84 Industry representative, interview by USITC staff, September 19, 2019; industry representative, interview by
USITC staff, September 21, 2019; industry representative, interview by USITC staff, November 5, 2018; industry
representative, interview by USITC staff, November 6, 2018; industry representative, interview by USITC staff,
November 7, 2018.

85 Industry representative, interview by USITC staff, September 19, 2019; industry representative, interview by
USITC staff, November 5, 2018; industry representative, interview by USITC staff, November 6, 2018; industry
representative, interview by USITC staff, November 7, 2018.
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“supplier park.” At least one vehicle manufacturer reported sourcing the majority of its parts from
suppliers within a 300-mile radius of the assembly plant.® Nevertheless, auto-parts workers are
employed in all 50 states, as well as Canada and Mexico.%’

In USMCA, automotive parts are grouped into three categories for the ROOs requirements: core parts,
principal parts, and complementary parts.® Core parts account for about 40 percent of the cost of the
vehicle and include engines, transmissions, body and chassis, axle, suspension systems, steering
systems, and advanced batteries. Principal parts include items such as tires, rear view mirrors, fluid
pumps, air-conditioning parts, bearings, bodies and bumpers, seats and seatbelts, and radiators and
mufflers.®® Complementary parts include items such as certain pipes, locks, certain batteries, lighting
and signaling equipment, certain valves, and defrosters.®

In general, core parts tend to be produced by the vehicle manufacturer or sourced from Tier 1 suppliers
(these are direct suppliers to vehicle manufacturers of major components such as engines,
transmissions, seats, dash assemblies, etc.). The other two categories, principal and complementary
parts, are sourced from lower tiers of the supply chain. Core parts tend to be relatively large and heavy,
so many suppliers of these parts prefer to build their plants closer to the vehicle manufacturer they
supply to reduce transportation costs.”!

Steel accounted for the largest share (54 percent) of the “curb weight” of the average North American
light vehicle in 2018, while aluminum accounted for 12 percent.® Although the automotive market does
not consume as much aluminum as it does steel, the use of aluminum in motor vehicles has grown in
recent years. Compared to steel, aluminum saves up to 50 percent of the weight in automotive body
structures, but tends not to be as strong.®® In its posthearing submission, the American Automotive
Policy Council estimates that for a vehicle built in the United States, the average cost of the steel parts
was $1,100, and the average cost of the aluminum parts was $430.%*

8 Industry representative, interview by USITC staff, November 5, 2019.

87 MEMA, “MEMA Economic Impact Study,” January 26, 2017.

88 Under the Harmonized Commodity Description and Coding System (HS) classification, core parts are HS: 840731-
840734, 840820, 840991, 840999, 850760, 870600, 870710, 870790, 870829, 870840, 870850, 870880, 870894,
870899.

Principal parts are HS: 841330, 841350, 841459, 841480, 841520, 847989, 848210-848280, 848310-848360,
850132, 850133, 850520, 850590, 851140, 851150, 851180, 851190, 853710, 870810, 870829, 870830, 870870,
870891, 870892, 870893, 870895, 870899, 940120.

Complementary parts are HS: 400912, 400922, 400932, 400942, 830120, 842139, 848120, 848130, 848180,
850110, 850120, 850131, 850720, 850730, 850740, 850780, 851130, 851220, 85124, 851981, 853650, 853690,
853910, 853921, 854430, 903180, 903289.

8 For full list, see USMCA text, Table B (passenger vehicle and light trucks) and Table D (heavy trucks).

% For full list, see USMCA text, Table C (passenger vehicle and light trucks) and Table E (heavy trucks).

91 Industry representative, interview by USITC staff, November 5, 2019.

92 Curb weight is the full weight of the vehicle with standard equipment and consumables (e.g., fuel, motor oil,
coolant), but no passengers or cargo. Ducker Worldwide, “NA Automotive Steel Content Market Study,” June 6,
2018, 3, 5.

93 Aluminum Association, “Automotive,” 2018.

9 AAPC, posthearing submission to the USITC, December 21, 2018, 2.
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U.S. Automotive Trade with Mexico and
Canada

Canada and Mexico are top sources of imports and destinations for U.S. exports of light vehicles. Canada
and Mexico were the primary destinations for U.S. exports of passenger vehicles (PVs)® and light trucks
(LTs)% in 2017 (table 3.2), receiving 34 percent of PV exports and 91 percent of LT exports. Canada was
the largest U.S. PV and LT export market in 2017, accounting for over $24 billion in combined value.
Canada and Mexico combined were the source of 42 percent (573.3 billion) of U.S. 2017 PV imports, and
Mexico supplied 98 percent of U.S. LT imports.®’

Table 3.2 U.S. automotive, steel, and aluminum general imports and total exports to Canada, Mexico,
and the rest of the world, 2017 (billion dollars)

Sector Imports Exports
Canada Mexico Rest of Canada Mexico Rest of
world world
Total light vehicles 43.5 47.8 103.5 24.2 3.8 36.1
Passenger vehicles 43.5 29.9 103.1 14.7 3.2 35.1
Light trucks 0 17.9 0.4 9.5 0.6 1.0
Total auto parts 19.6 65.9 121.8 40.6 41.1 50.5
Core parts 5.5 15.2 25.9 11.3 13.3 9.4
Principal parts 12.2 34.0 67.3 22.1 20.0 26.9
Complementary parts 1.9 16.7 28.5 7.2 7.8 14.2

Source: USITC DataWeb/USDOC (accessed October 30 and November 13, 2018).

Nearly two-thirds (62 percent) of U.S. total parts exports went to North America in 2017, supporting the
regionally integrated supply chain in which U.S. vehicle manufacturers export parts (core, principal, and
complementary) to support assembly in the other USMCA countries. Mexico and Canada were the
destination for over two-thirds of U.S. core parts exports, and for slightly more than half of U.S. principal
and complementary parts exports. The majority of U.S. core parts exports within North America were
engines (51 percent) and transmissions (21 percent).%® The largest share of U.S. exports of principal parts
within North America fell into the all-other-parts category for body parts and vehicle accessories.

While automotive trade between the United States and Canada includes a relatively balanced mix of
parts and finished vehicles flowing in both directions, Mexico serves primarily as a production platform.
Mexico exports parts and vehicles (mostly to the region), but imports mostly parts. After Mexico and
Canada, China, Germany, and Brazil rounded out the list of the top five destinations for U.S. automotive

% A “vehicle of subheading 8703.21 through 8703.90, except for a vehicle with a compression-ignition engine as
the primary motor of propulsion, a three or four-wheeled motorcycle, a motorhome or entertainer coach, or a
vehicle that is solely or principally designed for off-road use.” USMCA, Chap. 4, Appendix, art 1.

Note: In previous reports, including the Commission’s report on the Trans-Pacific Partnership Agreement, the term
“passenger vehicles” encompassed what this report calls “passenger vehicles and light trucks.”

% Light truck “means a vehicle of subheading 8704.21 or 8704.31, except for a vehicle that is solely or principally
designed for off-road use.” USMCA, Chap. 4, Appendix, art 1.

97 USITC DataWeb/USDOC (accessed October 30, 2018). See footnote 88 for HTS codes.

98 USITC DataWeb/USDOC (accessed October 30, 2018). See footnote 88 for HTS codes.
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parts exports in 2017.%° Each of these five countries was a significant vehicle manufacturer in 2017, and
U.S.-headquartered vehicle manufacturers produced vehicles in each country. The majority of the parts
exported to these countries were principal parts, many of which are major components to core parts.®
As noted earlier, vehicle manufacturers often choose to assemble the core parts closer to vehicle
assembly plants because of the increased transportation cost of moving such parts, which are likely to
be heavier and bulkier.

Like exports, U.S. imports reflect the importance of the regional supply chain and the decision of
transplant manufacturers sometimes to import parts from their home markets.°* Most motor vehicle
parts imports (59 percent) came from outside of North America in 2017, particularly China (15 percent
of parts imports), Japan (11 percent), Germany (8 percent), and South Korea (5 percent).2 Imports
from China were directed somewhat more toward the aftermarket, while imports from Japan, Germany,
and South Korea supported U.S. production of foreign-owned vehicle manufacturers.%

Core parts, principal parts, and complementary parts were all represented in U.S. motor vehicle parts
imports in 2017. Over half (55 percent) of those imports (5207.2 billion) were principal parts; $34 billion
of these were from Mexico and over $12 billion from Canada. The principal parts most commonly
imported from Mexico were parts of seats; from Canada, the most common principal parts imports were
other parts and accessories for bodies and cabs. Imports of core parts from Mexico and Canada were
valued at nearly $21 billion in 2017, making up 45 percent of global core part imports (box 3.1). Nearly
half (48 percent) of core parts from Mexico were engines; from Canada, 56 percent were engines. Of the
more than $47 billion U.S. imports of complementary parts, 36 percent were from Mexico (primarily
ignition wiring sets), and 4 percent were from Canada.'®*

Box 3.1 Engine and Transmission Production, Trade, and Consumption

The U.S. motor vehicle engine and parts industry makes up 13 percent of the U.S. motor vehicle parts
manufacturing industry and is a microcosm of it. The regional motor vehicle parts supply chain is
supported by imports from other vehicle manufacturing countries. The industry supplies an estimated
61 percent of engines and parts for U.S. vehicle manufacturing (by value) (see figure in this textbox).
Another 24 percent comes from Canada and Mexico. Three countries—Japan, Germany, and South
Korea—are home to manufacturers that produce vehicles in the United States.

The sources and destinations of the trade flows for the U.S. motor vehicle transmission and parts
manufacturing industry are similar to those of the engine and parts industry. However, since U.S. motor
vehicle transmission and parts manufacturers produce 80 percent of the transmissions and parts
consumed in the United States, they have lower import and export levels than those of the engine and
parts manufacturing industry.

9 USITC DataWeb/USDOC (accessed October 30, 2018). See footnote 88 for HTS codes.

100 YSITC DataWeb/USDOC (accessed October 30, 2018). See footnote 88 for HTS codes.

101 A transplant manufacturer refers to a firm operating production facilities in a country other than the one where
the firm is headquartered.

102 YSITC DataWeb/USDOC (accessed October 30, 2018). See footnote 88 for HTS codes.

103 Schultz, Dziczek, Chen, and Swiecki, U.S. Consumer and Economic Impacts, February 2019, 11; Hong and
Einhorn, “Trump's Trade War With China,” September 3, 2018.

104 USITC DataWeb/USDOC (accessed October 30, 2018). See footnote 88 for HTS codes.
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Estimated U.S. consumption of motor vehicle engine and transmission parts, by source, 2016 (billion
dollars)
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m U.S. shipments for consumption = Mexico and Canada Rest of world

Sources: USITC, USITC DataWeb/USDOC, February 26, 2019; U.S. Census, 2016 Annual Survey of Manufactures, December 2017.
Note: The value of shipments for domestic consumption is calculated by subtracting U.S. exports from reported total U.S. value of shipments.
NAICS 33631 (Engine and parts), and NAICS 33635 (Transmission and parts) used for shipment and trade data.

Summary of Key Automotive, Steel, and
Aluminum Provisions

USMCA’s automotive provisions have seven major components (figure 3.1). The first four components
are regional value content (RVC)® requirements for (1) vehicles, (2) core auto parts, (3) principal auto
parts, and (4) complementary auto parts. The other three components are (5) labor value content
(LVC)*¥® requirements for vehicles, (6) steel purchase requirements, and (7) aluminum purchase
requirements.’®” For a PV or LT to qualify for duty-free treatment, the vehicle must meet RVC, LVC, and
steel and aluminum requirements. For PVs and LTs, the RVC requirement is 75 percent, a 12.5

105 Regional value content requirements are commonly used in rules of origin. To meet this type of requirement, a
good must contain at least a minimum amount of originating material from one or more of the parties of the
agreement.

106 | abor value content requirement is a unique formulation for USMCA. To meet this type of requirement, a good
must contain a minimum amount of originating material produced by workers paid at a particular wage level or
higher (in this case $16/hr).

197 USMCA, Chap. 4, Appendix.
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percentage point increase over the amount required under NAFTA (table 3.3).1% In addition, either the
vehicle’s core auto parts (listed in Table A.2 of the agreement) must meet the RVC of 75 percent or the
RVC of the core auto parts can be averaged together to meet the 75 percent.'® USMCA provisions are
more complicated and require more regional content than those under NAFTA.'1° They also require
more parts manufacturer input into vehicle manufacturers’ RVC and LVC calculations.!

For the first five years under USMCA, a manufacturer can continue to meet a 62.5 percent RVC for up to
10 percent of its vehicles produced in North America.'!? “Super core” parts!!? for a vehicle must all meet
the 75 percent RVC or average 75 percent RVC.** Unlike NAFTA, USMCA does not permit any parts to be
“deemed originating,” and it has eliminated “tracing” as well.1* Parties may come up with a new set of
rules for autonomous or electric vehicles later.

Automotive RVC requirements are slated to be staged in over three years, and vary for different
categories. Core parts have an RVC of 75 percent by net cost; !¢ principal parts have an RVC of

70 percent by net cost,'” and complementary parts have an RVC of 65 percent by net cost.''® One of the
categories of core auto parts, batteries for electric vehicles, also needs a change in tariff classification in
order to qualify for duty-free treatment. This is because battery pack assembly alone is not enough to
confer origination: the battery cells, too, must be made in North America.!*®

At least 70 percent of both the steel and the aluminum purchased by manufacturers for use in
producing PVs and LTs must originate in North America.'? This rule applies to bulk purchases of steel
and aluminum that manufacturers make for suppliers, but not to suppliers’ direct purchases of steel and
aluminum. Stamping of steel or aluminum in a given country no longer confers origination there.

108 USMCA, Chap. 4, Appendix, Art. 3.1 and 3.2.

109 USMCA, Chap. 4, Appendix, Art. 3.

110 AAPC, posthearing submission to the USITC, December 21, 2018; USITC, hearing transcript, November 15, 2018,
53, 71-2 (John Bozzella, President and CEO, Global Automakers); industry representatives, interviews by USITC
staff, October 23—November 14, 2018.

111 MEMA, posthearing submission to the USITC, December 20, 2018, 3.

112 USMCA, Chap. 4, Appendix, Art. 8.

113 These parts are shown in the left column of Table A.1. USMCA, Chap. 4, Appendix, Table A.1.

114 Examples of super-core parts that must meet regional value content (RVC) requirements include gasoline and
diesel engines and parts, lithium-ion batteries, vehicle chassis, vehicle bodies, body stampings, transmissions,
steering systems, and suspension systems. USMCA, Chap. 4, Appendix, Art. 3.3.

115 |n NAFTA 1994, manufacturers could count some parts in the 62.5 percent RVC calculations as originating
material, regardless of whether the parts originated in North America. These parts—where origin did not have to
be proven—are usually described as “deemed originating.” For those parts on the tracing list in NAFTA 1994,
manufacturers had to determine the origin of each component, some of which were multiple links away in the
supply chain from the manufacturer.

116 85 percent by transaction value of core parts. USMCA, Chap. 4, Appendix, Art. 3.2.

11780 percent by transaction value of principal parts. USMCA, Chap. 4, appendix, Art. 3.4.

118 75 percent by transaction value of complementary parts. USMCA, Chap. 4, appendix, Art. 3.5.

119 |ndustry representative, interview by USITC staff, October 23, 2018; industry representative, interview by USITC
staff, November 14, 2018.

120 USMCA, Chap. 4, Appendix, Art. 6.
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Figure 3.1 Components of USMCA automotive rules of origin

Light Vehicle Rules of Origin

Regional value Steel Aluminum Labor value
content content content content
75 percent L 70 percent L 70 percent 40 percent for passenger vehicles and

45 percent for trucks

Core parts Principal Complementary At least 25 percent (30 percent
parts parts ~ fortrucks) from high wage
materials and manufacturing
costs

{ 75 percent \— 70 percent L 65 percent

No more than 10 percent from
R&D and IT

No more than 5 percent credit
—— for engine, transmission, or
advanced battery assembly

Source: Produced by USITC based on USMCA text.

Table 3.3 Summary of key USMCA provisions on automotive, steel, and aluminum products

USMCA provision Comparison to NAFTA provisions

Passenger vehicles and light trucks (Chapter 4, Appendixes):

Regional value content (RVC) requirement for passenger Modified in USMCA: RVC was 62.5 percent.

vehicles (PVs) and light trucks (LTs) transitions to 75

percent under net cost in 2023, with staging beginning in

2020 (Appendix 2-3).

A PV or LT is originating only if parts in Table A.1 meet RVC Modified in USMCA. NAFTA listed a set of auto parts

rules for core auto parts; can average across core parts that were to be “traced,” and others that were

(Appendix 3.3, 8-9). deemed originating.? USMCA does not have these
provisions.

Parties may decide on a different list of parts and New in USMCA

components subject to RVC in the case of advanced-

technology vehicles (Appendix 3.10).

A PV or LT is originating only if at least 70 percent of the New in USMCA
vehicle producer’s purchases of steel and aluminum by

value originate in the territories of the parties (Appendix

6).

Labor value content (LVC) consists of a combination of (1) New in USMCA
high-wage material or manufacturing costs, (2) high-wage

R&D and IT expenditures costs, and (3) qualifying plant

credit (Appendix 7).
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USMCA provision

Comparison to NAFTA provisions

A PV needs LVC of 40 percent: at least 25 percent high-
wage material and no more than 10 percent from high-
wage R&D and IT expenditures, and 5 percent from high-
wage engine, transmission, or battery manufacturing.
(Appendix 1, 3-5).

An LT needs LVC of 45 percent: at least 30 percent high-
wage material and no more than 10 percent from high-
wage R&D and IT expenditures, and 5 percent from high-
wage engine, transmission, or battery manufacturing.
(Appendix 7.2-5).

For a period ending no later than January 1, 2025, or five
years after entry into force (EIF) (whichever is later), an
importer may use 62.5 percent RVC under the net cost
method for preferential treatment for 10 percent of its
North American passenger vehicle production, if the
vehicle manufacturer has an approved plan in place to
meet new ROOs (Appendix 8).

The value of non-originating materials calculations for use
in the RVC of a core part must include the value of all non-
originating materials or the value of any non-originating
components used in the production of the part listed in
column 2 of Table A.2. Vehicle producers can calculate RVC
for core parts as a single part (Appendix 3.8-9).

Up to 2.6 million PVs and LTs and $108 billion in auto parts
imports from Mexico into the United States are excluded
from any section 232 measure. (Mexico-U.S. side letter on
section 232)

Up to 2.6 million PVs and LTs and $32.4 billion in auto
parts imports from Canada into the United States are
excluded from any section 232 measure (Canada-U.S. side
letter on section 232).

1.6 million non-originating vehicles and $108 billion in auto
parts meeting 62.5 percent RVC for vehicles and 50
percent RVC for parts may be imported from Mexico into
the United States at the level of most-favored-nation
(MFN) status that was applied in August 2018, regardless
of the United States' MFN applied rate at the time the
goods are imported (Chapter 2 Annex 2-C.5).

Automotive parts (Chapter 4, Appendix):

RVC for core auto parts (Table A.1) is 75 percent using the
net cost method. (Appendix 3.2)

For batteries to qualify as originating, they also need a
change in tariff classification that allows a subheading
shift, excluding battery cells if they are in a different
subheading (Appendix 3.3).

RVC for principal auto parts (Table B) is 70 percent in 2023
(Appendix 3.4).

New in USMCA

New in USMCA

Modified in USMCA: NAFTA had lower RVC
requirements for a new assembly plant during its
first five years of production.

Modified in USMCA: Some parts under NAFTA were
“deemed originating” regardless of origin and
excluded from calculations of the value of non-
originating materials.

New in USMCA

New in USMCA

New in USMCA

Modified in USMCA: NAFTA listed a set of auto parts
that were to be “traced,” and others that were
deemed originating.?

New in USMCA

Modified in USMCA: NAFTA listed a set of auto parts
that were to be “traced,” and others that were
deemed originating.?

United States International Trade Commission | 77



U.S.-Mexico-Canada Trade Agreement

USMCA provision Comparison to NAFTA provisions

RVC for complementary auto parts (Table C) is 65 percent  Modified in USMCA: NAFTA listed a set of auto parts

in 2023 (Appendix 3.5). that were to be “traced,” and others that were
deemed originating.?

For all auto parts not listed under Chapter 4, Appendix Same as NAFTA.

Tables A.1, B, or C, or otherwise modified in the

agreement, ROOs are the same as in NAFTA Annex 401.

Heavy trucks (Chapter 4 Appendix Article 4):

RVC for heavy trucks is to be 70 percent by 2027 (Appendix Modified in USMCA: RVC of 50 percent in NAFTA.
4.1).

RVC for core parts used in heavy trucks is to be 70 percent Modified in USMCA: RVC of 60 percent in NAFTA.
(net cost) by 2027 (Appendix 4.2)

RVC for principal parts used in heavy trucks is to be 60 Modified in USMCA: RVC of 50 percent in NAFTA.
percent net cost by 2027 (Appendix 4.3).

Heavy trucks have the same labor value content (LVC) and New in USMCA

steel and aluminum requirements as light trucks (Appendix

7.2 and Appendix 6).

By 2027, for vehicle producers assembling heavy trucks New in USMCA

with LVC greater than 45 percent due to greater than 30

percent high wage material and manufacturing

expenditures, the producer may use the points above 30

percentage points as a credit towards the heavy truck RVC

(as long as the heavy truck RVC is greater than 60 percent).

(Appendix 7.6).

Steel products (Chapter 4):

Certain welded tubes and pipes, fittings, and tool joints New in USMCA: No previous steel-input or RVC rules.
need to meet either (1) 70 percent by weight of originating

steel inputs, or (2) RVC of at least 75 percent by

transaction value or 65 percent by net cost. Transition

period lasts three years post-EIF.

Iron and steel structures and parts thereof need to meet Modified in USMCA: tariff classification was
either (1) 70 percent by weight of originating steel inputs  previously at the HS heading level. Further

or (2) RVC of at least 65 percent or 75 percent (depending processing of structural steel beams does not qualify
on the new subheading) by transaction value (55 percent  as a tariff-classification change under USMCA. No

or 65 percent depending on the new subheading by net previous steel-input or RVC rules.

cost). Transition period lasts until two years after EIF.

Stranded wire, barbed wire and wire fencing, and steel Modified in USMCA: tariff classification was

cloth need to meet either (1) 70 percent by weight of previously at the HS heading level. No previous steel-

originating steel inputs or (2) RVC of at least 75 percent by input or RVC rules.

transaction value (65 percent by net cost). Transition

period is three years after EIF.

Chains and parts thereof, other than articulated link chain  Modified in USMCA: no previous RVC rules,

and parts thereof, and skid chain need to either (1) contain applicable to HS 7315.20-7315.89, were 60 percent
at least 70 percent by weight of originating steel inputs or by the transaction value method or 50 percent by
(2) have an RVC of at least 75 percent by the transaction the net cost method.

value method or 65 percent by the net cost method.

Transition period is 3 years after EIF.
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USMCA provision Comparison to NAFTA provisions

Nails, tacks, drawing pins, corrugated nails, staples, and New in USMCA

similar articles of iron or steel now have expanded tariff-

classification change rules for steel inputs to confer origin.

They must either (1) contain at least 70 percent by weight

of the steel inputs that are originating or (2) have an RVC

of at least 75 percent by transaction value or 65 percent by

net cost. Transition period is three years after EIF.

Finished steel-containing products (Chapter 4):

The RVC for electrical transformers and cores is at least 65 Modified in USMCA: no previous steel-input rules.
percent or 75 percent (depending on the HS subheading)  Previous RVC rules, applicable to HS 8504.90, were
by transaction value or 55 percent or 65 percent 60 percent by the transaction value method or 50
(depending on the HS subheading) by net cost. Transition  percent by the net cost method.

period is five years after EIF.

Railway or tramway freight-car (and locomotive) Modified in USMCA: NAFTA had an RVC requirement
components and intermodal shipping containers need to  for HS 8607.11, 8607.12, 8607.29, and 8607.91: 60
have either (1) at least 70 percent by weight of originating percent by the transaction value method, or 50
steel inputs or (2) an RVC of at least 70 percent by percent by net cost.

transaction value (60 percent by net cost). Transition

period is three years after EIF.

Source: USMCA text and side letters on section 232.

2 In NAFTA 1994, manufacturers could count some parts in the 62.5 percent regional value content (RVC) calculations as originating material,
regardless of whether the parts originated in North America. These parts—whose origin did not have to be proven—are usually described as
“deemed originating.” For parts that were on the tracing list in NAFTA 1994, manufacturers had to determine the origin of each component,
some of which were multiple links away in the supply chain from the manufacturer.

Labor Value Content (LVC)

LVC is a new formulation, not used in any previous agreements, made up partly of costs for high-wage
materials or manufacturing and partly of costs for high-wage technology, research and development, or
assembly. To meet USMCA ROO requirements, these costs must make up 40 percent of the total
manufacturing cost for PVs and 45 percent for LTs. There are three components to the LVC
calculation.?! First, high-wage technology expenditures, as a share of a vehicle producer’s annual
expenditures on production wages, can be used to make up to 10 percent of the LVC. Second, a vehicle
producer can receive a 5 percent LVC credit if it can demonstrate that it has an engine assembly,
transmission assembly, or advanced battery assembly plant that meets a minimum required capacity in
one or more of the NAFTA parties and that it pays an average production wage of at least $16/hour.

The remaining 25 to 30 percent (or more) of the LVC comes from high-wage material or manufacturing
costs. These costs are calculated as the sum total of the annual value of parts or materials purchased
from plants that are located in one or more of the party countries and that have a production wage rate
of at least $16/hour (including labor costs in the vehicle assembly plant), divided by the net cost of the
vehicle. LVC can be calculated by model line, class, or production plant for LTs or PVs within a party (but
not across parties).?? Vehicle producers must certify that they meet LVC requirements on an annual
basis.

121 USMCA, Chap. 4, Appendix, Art. 7.
122 The USMCA text is unclear about whether a PV and an LT that are produced in the same plant can have their

costs averaged together for LVC purposes. USMCA, Appendix 4-B, Art. 7, Paragraph 4.
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LVC is the sum of the three different calculations. The first and largest component of the LVC calculation
is high-wage material or manufacturing costs as a share of the net cost of the vehicle (table 3.4). High-
wage material or manufacturing costs are the cost of all materials that come from a supplier plant
paying $16/hour or more to its production workers, plus the cost of the wage bill from the assembly
plant (if the assembly plant pays $16/hour or more), divided by the net cost of the vehicle. The share of
high-wage material or manufacturing costs must be at least 25 percent for PVs and 30 percent for LTs.
Table 3.4 is an example of the first calculation for a hypothetical PV that has a net cost of $20,000.

Table 3.4 Calculation of credit from high-wage material and manufacturing costs

Labor value content

Source Cost (LVC) calculation

Total $6,000/520,000 30 percent
High-wage assembly plant wages $4,000/$20,000 20 percent
Parts and materials from plants

paying $16/hour $2,000/$20,000 10 percent

Source: USITC.

The second component of the LVC calculation is high-wage R&D and IT expenditures as a share of annual
vehicle producer expenditures on wages in North America. Table 3.5 shows a hypothetical example,
where the company producing the vehicle spends $1 billion on wages at $16/hour or higher for high-
wage technology and R&D in North America, and spends $10 billion on wages (which may be less than
$16/hour) in North America. Dividing $1 billion by $10 billion yields 10 percent, which is the maximum
percentage a vehicle producer is allowed to claim from a combination of high-wage technology and R&D
expenditures for LVC.

Table 3.5 Calculation of credit from high-wage R&D and IT expenditures

LvC
Source Expenditure calculation
High-wage technology and R&D expenditures divided by vehicle producer $1 billion 10 percent

Vehicle producer expenditures on production wages $10 billion

Source: USITC.

The third component of the LVC calculation is a credit for using a qualifying engine, transmission, or
battery plant that pays a wage of $16/hour in North America. This is a corporate credit, so the engine,
transmission, or battery plant does not have to supply each of the vehicles using the credit. If the vehicle
manufacturer qualifies, it receives the full 5 percent credit with no additional calculations required.

The sum of all three calculations—(1) high wage material and manufacturing costs, (2) high wage R&D
and IT expenditures, and (3) qualifying plant credit—must equal at least 40 percent for passenger
vehicles and 45 percent for light trucks.? Table 3.6 shows the hypothetical calculation for a passenger
vehicle produced in North America.

123 Of the three LVC calculations, only the calculation of high-wage material and manufacturing costs has a
minimum threshold requirement. Therefore, this component alone could allow an automotive manufacturer to
meet LVC requirements.

80 | www.usitc.gov



Automotive, Steel, and Aluminum Products

Table 3.6 Sum of all labor value content (LVC) calculations for a hypothetical passenger vehicle

Source LVC calculation
Total 45 percent
High-wage material and manufacturing costs 30 percent
Engine, transmission, or battery assembly 5 percent
R&D and IT costs 10 percent

Source: USITC.
Note: The hypothetical scenario in this table has the passenger vehicle’s LVC at 45 percent, which is 5 percent more than is necessary for
USMCA compliance. Many vehicle manufacturers build-in more compliance than necessary to protect against supply chain disruption.

Rules of Origin for Steel and Aluminum Purchases

The ROOs under USMCA contain a number of new RVC or content provisions for certain sectors that
appear intended to foster greater use of North American-produced steel and aluminum products.
Affected sectors include automotive products, certain fabricated steel products, and steel-intensive
products. The requirement that at least 70 percent of a North American vehicle producer’s purchases of
steel and aluminum by value originate in the territories of the parties, discussed previously, does not
identify the relevant classifications in the international Harmonized Commodity Description and Coding
System (HS) of tariff categories. Instead, USMCA leaves the parties to “develop any additional
description or other modification of steel and aluminum . . ., if needed, to facilitate implementation” of
this new requirement.*?* The ROOs for aluminum products under the USMCA remain unchanged from
those under NAFTA. A number of other steel and steel-intensive products, which previously could
receive duty-free treatment based on a tariff shift rule,'*® now must meet either RVC requirements or
originating content requirements by weight.

The new ROOs would also likely have an impact on steel and aluminum markets in the United States,
since those two metals account for the majority of the weight of vehicles produced in North America—
but steel more so than aluminum.!?® U.S. steel producers expect the new rules to lead to increased U.S.
steel production, employment, and wages, with increased demand for steel from previously
nonconforming Mexican vehicle and parts production.'?” However, North American aluminum
producers do not see the new rules leading to major changes in aluminum demand.'?®

Impact of USMCA on U.S. Automotive and
Related Sectors

The supply chains for PVs and LTs sold in North America vary across manufacturers, and even across PV
and LT models within the same manufacturer. Some vehicle models are assembled in the United States,

124 USMCA, Chap. 4 appendix, Art. 6.3.

125 A tariff shift rule is one that requires the non-originating inputs to be substantially transformed within one of
the party countries (thereby “shifting” the tariff heading or subheading under which it is classified) in order to
qualify for duty-free treatment.

126 pucker Worldwide, NA Automotive Steel Content Market Study, June 6, 2018, 3 and 5.

127 AISI, posthearing brief to the USITC, 2—4; SMA, posthearing brief to the USITC, 2-3.

128 AlJuminum Association, posthearing brief to the USITC, 3-5.
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Mexico, or Canada, while others are imported from Europe or Asia. The manufacturers also vary in the
sourcing of their parts. Foreign-owned companies that build vehicles in North America are more likely to
import their engines, transmissions, and other core parts from their home countries in Europe or Asia.*?

Differences in supply chains across PV and LT models would likely result in different responses to the
new ROOs.**° Some manufacturers would already meet the new ROOs for their PV and LT models
without any adjustments in their current North American supply chains, while others would probably
not be willing to make the changes necessary to meet the new ROOs and would lose their tariff
preferences.’3! A third group would be able to comply with the new ROOs, but only after making
adjustments to their sourcing of core parts. According to industry representatives, the longer a
manufacturer has been producing vehicles in North America, the better situated it is to meet USMCA
RVC and LVC requirements.'*2 Many parts manufacturers do not have the compliance staff necessary to
demonstrate to manufacturers that they meet RVC or LVC requirements and will need to hire staff and
develop new compliance processes. Toward this end, industry and government have been working to
standardize the certification process.'33

To the extent that the new ROOs reduce the utilization of tariff preferences or lead to more costly
sourcing of core parts, PV and LT cost increases in the United States would be passed on to consumers
or subtracted from the profits. The higher cost would lower consumption of these vehicles in the U.S.
market. Even manufacturers that do not experience a direct increase in their production costs would
probably respond to the rising prices of their foreign and domestic competitors by raising their own
prices slightly, thereby marginally increasing their profits. Further, some manufacturers may choose not
to offer vehicles that would be too expensive to bring into compliance, which ultimately would lessen
consumer choice.®*

Based on the Commission’s model and discussions with industry experts, the new ROOs would likely
have a positive effect on U.S. employment in the production of core parts like engines and transmissions
through reshoring (returning production to U.S. territory).'*® The rules would also lead to an increase in
the industry’s capital expenditures on facilities that produce the core parts in the United States.'%®
Automotive industry representatives also expect the steel and aluminum provisions to increase demand

129 The sourcing of these core parts by vehicle model is reported in data collected and published under the
American Automotive Labeling Act (AALA).

130 |ndustry representatives, interviews by USITC staff, Washington, DC, October 24—November 14, 2018; USITC,
hearing transcript, November 15, 2018, 83 (testimony of John Bozzella, Global Automakers); USITC, hearing
transcript, November 15, 2018, 66 (testimony of Matthew Blunt, AAPC).

131 very few models are likely to fall in this category. Industry representative, interview by USITC staff, Washington,
DC, October 31, 2018.

132 AAPC, posthearing submission, December 21, 2018, 1.

133 USITC, hearing transcript, November 15, 2018, 62 (testimony of William Hanvey, Auto Care Association); USITC,
hearing transcript, November 15, 2018, 101-2 (testimony of Ann Wilson, Motor Equipment and Manufacturers
Association); industry representative, telephone interview by USITC staff, February 1, 2019.

134 Industry representative, interview by USITC staff, Washington, DC, October 31, 2019.

135 USITC, hearing transcript, November 15, 2018, 101-02 (testimony of Ann Wilson, Motor Equipment and
Manufacturers Association).

136 USITC, hearing transcript, November 15, 2018, 101-02 (testimony of Ann Wilson, Motor Equipment and
Manufacturers Association).
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for North American steel and aluminum. Vehicles produced by the largest U.S.-headquartered vehicle
manufacturers and transplants already exceed the requirements of the ROOs. However, some
transplant manufacturers with a smaller vehicle assembly footprint in North America would have to
increase their North American sourcing of steel and aluminum.*¥” Some industry representatives
expressed concern about whether there is sufficient existing North American steel and aluminum
capacity for the specific steel and aluminum they use in their vehicles.3®

In theory, the new ROOs could also lead to efficiency gains if the new rules simplified the administrative
burden on manufacturers, as they eliminate the complex tracing requirements under NAFTA. However,
witnesses at the Commission’s hearing were skeptical that the complex new rules could produce these
kinds of efficiency gains. Industry representatives have suggested that the new ROOs will probably
increase compliance costs for vehicle manufacturers and suppliers.?3®

Some industry representatives have said that they do not believe that the new ROOs would lead to
major changes in the North American automotive supply chain. Even these commenters, however, state
that the new ROOs would ensure that U.S. content in vehicles produced in North America would stay at
or above current levels.*

The new ROOs for heavy trucks have a lower RVC and a longer staging period because the heavy truck
industry does not update its vehicles as often. Also, its supply chain is different from that of the light-
vehicle industry; it uses larger diesel engines, heavier parts, and lower quantities of parts. The heavy-
truck industry was thus given more time to comply.

Quantifying Industry-level Effects

This section assesses the likely impact of the automotive ROOs using an economic model of the North
American markets for new light vehicles. The industry-specific model includes detailed data on the sales,
pricing, production, and engine and transmission sourcing in each member country at the level of
individual light-vehicle models, such as the Chevrolet Malibu and the Toyota Tundra. The economic
model includes 393 individual light vehicles produced by 22 different vehicle manufacturers in North
America and sold to consumers in North America.*! Model simulations provide estimates of the effects

137 Industry representative, interview by USITC staff, September 19, 2018.

138 Industry representative, interview by USITC staff, October 30, 2018; industry representative, interview by USITC
staff, September 20, 2018.

139 |ndustry interview by USITC staff, Washington, DC, October 31, 2018; industry interview by USITC staff,
November 7, 2018; industry interview by USITC staff, Washington, DC, November 5, 2018; industry interview by
USITC staff, Washington, DC, October 24, 2018; industry interview by USITC staff, Washington, DC, November 1,
2018. USITC, hearing transcript, November 15, 2018, 54 (testimony of John Bozzella, Global Automakers); USITC,
hearing transcript, November 15, 2018, 62 (testimony of William Hanvey, Auto Care Association); USITC, hearing
transcript, November 15, 2018, 65-66 (testimony of Matthew Blunt, AAPC); USITC, hearing transcript, November
15, 2018, 101-02 (testimony of Ann Wilson, Motor Equipment and Manufacturers Association).

140 |ndustry representative, interview by USITC staff, September 20, 2018.

141 The 22 vehicle manufacturers are Audi, BMW, Daimler, Fiat Chrysler Automotive, General Motors, Honda,
Hyundai, Jaguar, Kia, Mazda, Mitsubishi, Nissan, Peugeot, Renault, Subaru, Suzuki, Tesla, Toyota, Volvo, and
Volkswagen.
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of the new ROOs on market average prices and total consumption in the United States; on U.S. imports
and exports of vehicles; and on U.S. employment in the automotive industry.

The first step in this economic analysis is to determine the manufacturers’ cost-minimizing response to
the new ROOs, which would vary across light vehicle models depending on their current supply chains
and patterns of trade. Vehicle manufacturers are actively reviewing different compliance strategies to
adapt their NAFTA-compliant business models and supply chains to a new system. Some believe full
compliance for all of their models is achievable with few changes to their supply chain; however, they
expressed concern that the provisions would be much more challenging for their suppliers, and could
lead to higher prices.'* Others are concerned that their current models in production—developed at
least three years before production—would not be compliant within the three-year staging period, and
are seeking an extension.*® In addition, some manufacturers have stressed that the provisions have
created significant cost burdens on their current North American operations. They have suggested the
possibility of shifting production for some models outside of North America instead of making the
substantial investments to their operations needed to make USMCA-compliant vehicles.*

The economic analysis examines cost-minimizing responses at the vehicle-model level. It assumes that
manufacturers relatively close to compliance would increase their North American content to meet
USMCA requirements, and assumes no change in those that were farther from meeting USMCA
requirements because it would be too expensive to adjust their supply chains to comply. Industry
representatives from most light-vehicle manufacturers in North America have told the Commission that
they plan to bring all the vehicles that they still produce in North America into compliance, consistent
with the assumptions of the model.'*

Next, the economic model simulates how vehicle prices would change in response to these changes in
costs and tariffs. The magnitude of the price adjustments and accompanying changes in trade and
production in each country depends on a variety of factors, including the manufacturers’ market shares,
their supply chains, and each manufacturer’s joint pricing decisions across multiple light vehicles. The
economic model includes data on vehicle sales by country, prices, the location of vehicle production,
and the sourcing of core parts, all at the level of individual light vehicle models.

Despite the complexity of the economic model, it has some clear limitations. For example, due to data
constraints, the modeling focuses on the cost effects on the sourcing of two core parts, engines and
transmissions, while the new ROOs are likely to affect the sourcing of many other automotive parts.
However, as figure 3.2, below, shows, the share of U.S. motor vehicle and parts manufacturing
shipments included in the model total $389.3 billion, while those outside the model total $230.4 billion.
The model does not attempt to quantify the effect of the new ROOs on U.S. exports to the rest of the

142 |ndustry representative, interviews by USITC staff, November 5, 2018.

143 |ndustry representative, interviews by USITC staff, November 6, 2018.

144 |ndustry representative, interviews by USITC staff, November 7, 2018.

145 Industry representative, interviews by USITC staff, October 23, 2018; industry representative, interviews by
USITC staff, October 24, 2018; industry representative, interviews by USITC staff, October 30, 2018; industry
representative, interviews by USITC staff, October 31, 2018; industry representative, interviews by USITC staff,
November 1, 2018; industry representative, interviews by USITC staff, November 5, 2018; industry representative,
interviews by USITC staff, November 7, 2018; industry representative, interviews by USITC staff, November 8,
2018; industry representative, interviews by USITC staff, November 13, 2018; industry representative, interviews
by USITC staff, February 1, 2019.
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world. Finally, the estimated employment effects are limited to employment in vehicle, engine, and
transmission production, and do not include other indirect effects on dealers or other parts suppliers.
These additional supply chain costs are not estimated, because sourcing data were not available at the
vehicle-model, or even vehicle-manufacturer level. The methodology, data sources, and limitations of
the economic model are described in appendix G of this report.

Figure 3.2 U.S. shipments of motor vehicles and parts, by type, 2016 (billion dollars)
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Sources: U.S. Census, Annual Survey of Manufactures: Statistics for Industry Groups and Industries: 2016 and 2015 (accessed February 22,

2019).
Note: Light vehicles are NAICS 33611, engine parts are NAICS 33631, and transmission and powertrain parts are NAICS 33635. Other vehicles

and parts include heavy trucks (33612), motor vehicle body manufacturing (336211), and the rest of motor vehicle parts manufacturing (3363).

Estimated Effects Based on the Model

The model estimates that changes associated with USMCA’s new ROOs requirements will have a
negative impact on consumers, since light vehicle prices are likely to increase, which would decrease
consumption (table 3.7). The market-average price increase would range from 0.37 percent for pickup
trucks to 1.61 percent for small cars.'*® The decline in total vehicle consumption in the United States,
summed across the four vehicle classes, would be 140,219 vehicles (or 1.25 percent of vehicles sold in
the U.S. market in 2017).

148 The larger price effect for small cars reflects that 88.19 percent of North American production in that vehicle
class would experience a direct cost increase due to the new ROOs, compared to 25.51 percent for mid- and full-
size cars, 24.65 percent for multi-passenger vehicles, and 26.19 percent for pickup trucks.
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Table 3.7 Estimated changes in prices and consumption in the U.S. market due to the USMCA's
automotive ROOs (percent changes relative to the baseline, unless specified otherwise)

Small  Mid- to full-  Multi-passenger Pickup

cars size cars vehicles trucks

Average price in the U.S. market 1.61 0.42 0.53 0.37

Total vehicle consumption in the U.S. market -2.35 -0.59 -0.40 -0.51
Total vehicle consumption in the U.S. market

(thousands of vehicles) -75.7 -16.9 -32.9 -14.8

Source: USITC estimates.

The small increases in vehicle prices are averages of moderate price increases for vehicle models that
would experience direct cost increases and much smaller price increases for all other vehicles. Such
increases in direct costs would occur if manufacturers adjusted operations to meet the requirements of
the new ROOs. Many vehicle models would not experience a direct cost increase, either because they
would meet the new ROOs without any adjustments to sourcing or because almost all of their
production is already outside of North America and they would not adjust to try to meet the new ROOs.

For small cars, mid- and full-size cars, and multi-passenger vehicles (MPVs), the absolute increase in U.S.
and Mexican production costs for some models (both absolute and relative to production costs outside
North America) would lead to three types of reductions. The cost increase would cause a reduction in (1)

U.S. production, (2) U.S. exports to Canada and Mexico, and (3) U.S. imports from Mexico (table 3.8

) 147

The new ROOs would also lead to an increase in U.S. imports from outside North America. The direction
of change in U.S. imports from Canada would be mixed: a reduction in imports of small cars and MPVs
and an increase in imports of mid- and full-size cars. Small cars are more heavily affected by the changes
in ROOs because these vehicles tend to source more content from outside North America, so it is more

expensive for manufacturers to bring those vehicles into compliance.

Table 3.8 Estimated changes in the production of and trade in U.S. vehicles due to the USMCA’s
automotive rules of origin (ROOs) (thousands of vehicles; percent changes relative to the baseline)

Small Mid- to full-  Multi-passenger

cars size cars vehicles Pickup trucks

Change in U.S. vehicle production for North -33.2 -24.2 -43.5 -2.0
America -2.96% -1.23% -0.94% -0.07%
Change in U.S. exports of vehicles to Canada -4.3 -1.1 -5.4 @
-3.53% -1.24% -1.21% 0.02%

Change in U.S. exports of vehicles to Mexico 2.1 -0.4 -0.4 @)
-5.99% -2.42% -0.52% 0.03%

Change in U.S. imports of vehicles from -7.7 3.0 -8.3 @
Canada -2.15% 1.00% -0.72% 0.00%
Change in U.S. imports of vehicles from -82.0 -2.1 -19.3 -12.7
Mexico -9.55% -0.88% -3.31% -2.26%
Change in U.S. imports of vehicles from the 40.8 4.8 32.5 @
rest of the world 3.92% 1.04% 1.33% 0.00%

Source: USITC estimates.
aLess than 0.1.

147 The economic model does not quantify the impact on U.S. exports to markets outside of North America. This
limitation of the economic model is discussed in appendix G. These exports, however, would likely decline with an

increase in U.S. production costs due to the new ROOs.
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These changes in imports and production are small relative to total sales. Combining the three classes of
PVs, U.S. vehicle production would decline by 1.31 percent, U.S. exports to Canada and Mexico would
decline by 1.76 percent, and total U.S. imports would decline by 0.52 percent. Imports from outside of
North America would increase.

The effects on trade and production of pickup trucks is different, because there are almost no imports of
pickup trucks to North American markets from Canada, Europe, or Asia, and few from Mexico. The
model results indicate that U.S. pickup truck production would decline by nearly 2,000 vehicles

(-0.07 percent), U.S. exports to Canada and Mexico would rise by more than 100 vehicles (0.02 percent),
and total U.S. imports would decline by nearly 13,000 vehicles (-2.26 percent), again due to some
increases in U.S. production costs and even greater increases in Mexican production costs.

The shares of vehicle production in each country and class that would experience increased costs due to
the new ROOs explain in part the differences in the direction of change in imports and exports. The
increase in U.S. imports of mid- and full-size cars from Canada reflects the smaller increase in production
costs in Canada, because only a small share of the country’s production is subject to cost increases. The
increase in U.S. exports of pickup trucks to both Canada and Mexico and the large reduction in U.S.
imports of pickup trucks from Mexico both reflect the much larger share of production in Mexico that
relies on core parts sourced from outside of North America. Finally, the model estimates net additions to
U.S. employment and capital expenditures on vehicle, engine, and transmission production due to the
new automotive ROOs (table 3.9).1*8 The positive net employment is calculated by multiplying the
estimated changes in U.S. production of vehicles, engines, and transmissions by their respective labor
requirement per vehicle and then summing across the four vehicle classes.*

The increase in U.S. production of core parts, due to the reshoring effects of the new ROOs, would have
a positive effect on industry employment in the United States. The reduction in U.S. vehicle production
due to the cost effects of the new ROOs would have a negative effect on industry employment, but
these effects would be relatively small, according to the economic model, and they would offset little of
the employment increase from reshoring. The increase of over 28,000 U.S. jobs in the industry is equal
to 5.50 percent of employment in automotive parts production in 2016, according to the U.S. Census’s
Annual Survey of Manufactures (table 3.9). Model results also show an estimated increase of

$683 million in annual capital expenditures on parts production, and an estimated reduction of

$51 million in annual capital expenditures on vehicle production, relative to the baseline.

148 specifically, the calculations include U.S. employment under North American Industry Classification System
(NAICS) codes 336111, 336112, 336310, and 336350. The labor requirements per vehicle implicitly account for
factors such as automation, capital intensity, and other factors that determine the productivity of the U.S. workers.
149 Appendix G of this report discusses limitations of these calculations and other aspects of the industry-specific
economic model.
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Table 3.9 Changes in U.S employment in the automotive industry due to the USMCA’s automotive rules
of origin (ROOs) (relative to the baseline)

U.S. employment, by type FTEs, thousands
U.S. employment in vehicle, engine, and transmission production 28.1
U.S. employment in engine and transmission production 29.7
U.S. employment in vehicle production -1.6

Source: USITC estimates.

U.S. government officials who are familiar with USMCA negotiations and have access to aggregate data
from vehicle manufacturers estimate that the impact of USMCA will be an increase of 76,000 vehicle and
parts manufacturing jobs, and investments totaling $34 billion over five years.'*® This estimate is larger
than the Commission’s estimate, which predicts an increase of 28,000 jobs. However, these aggregate
data are distinct from the Commission’s model in two ways: one, they include an increase in vehicle
manufacturer jobs (the USITC model finds a decline due to decreased volume); second, these numbers
use a multiplier of 2.5 to cover all supply chain effects, while the Commission’s model only covers
employment in vehicle, engine, and transmission production, and there is no multiplier in the
Commission’s model. The effects of the new ROOs on production costs were estimated by the
Commission using the industry-specific model and then were incorporated into the economy-wide
analysis presented in chapter 2.

Literature Review

There are three publications that analyze the effects of USMCA’s automotive rules of origin, but only
one that produces a quantitative estimate. Each has its limitations when compared to the Commission’s
estimates.

The Center for Automotive Research (CAR) published a trade briefing in February 2019 analyzing the
effects of USMCA, the tariffs imposed on steel and aluminum imports under Section 232 of the Trade
Expansion Act of 1962, a potential tariff on the automotive sector under Section 232, and Section 301
tariffs that have been placed on automotive inputs from China (among other goods) on U.S. consumers
and the U.S. automotive industry. CAR found that a potential imposition of tariffs on automotive
products under Section 232 would have a much larger impact on the U.S. automotive industry than
USMCA. CAR’s quantitative modeling does not have a scenario with no automotive 232 tariffs, which
means its quantitative results are not directly comparable to those of the partial equilibrium model used
in this chapter. For their estimation of the effects of USMCA, CAR similarly analyzes vehicles at the
model level, but expects a higher number of vehicle models not to be brought into compliance with
USMCA. This means that those vehicle manufacturers would have to pay the 2.5 percent tariff on those
they import, for an average tariff cost of $635 per vehicle. Similar to Commission estimates, CAR expects
the average increase in the per-vehicle imported cost to be quite small because the number of models
affected represents only a small share of U.S. imports from Canada and Mexico.*>! CAR also extends its
effects analysis further, including impacts on downstream service employees (e.g., at dealerships),
which concludes with a more negative result.

150 Government official, email interview with USITC staff, February 26, 2019 and April 11, 2019.
151 Schultz, Dziczek, Chen, and Swiecki, U.S. Consumer and Economic Impacts, February 2019.
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Gary Hufbauer of the Peterson Institute for International Economics and Steven Globerman of the Fraser
Institute wrote a qualitative analysis of USMCA, including its automotive ROOs, as did David Gantz of the
Baker Institute. Neither Hufbauer and Globerman nor Gantz used quantitative analysis or modeling to
estimate the effects of the changes. However, their analyses are generally consistent with the
Commission’s. Both reports agree that the likely impact of the new ROO provisions in the USMCA would
be an increase in the cost of vehicle manufacturing in North America, leading to an increase in the sales
price of affected vehicles.'> Many vehicle manufacturers would need to modify their supply chains to
fully comply with the new provisions, which would increase the cost of producing vehicles in North
America. Hufbauer and Gloverman claim that these cost increases would most likely be passed to the
end consumer. Also like the Commission, they note that vehicle manufacturers that decide the cost
associated with complying with the USMCA is too high may decide to shift production outside North
America and pay the most-favored-nation (MFN) duty rate of 2.5 percent. This would also result in
vehicle manufacturers passing the tariff cost on to consumers.

152 Hufbauer and Globerman, The United States-Mexico-Canada Agreement, November 6, 2018; Gantz, The United
States-Mexico-Canada Agreement, December 11, 2018; Dziczek. Schultz, Swiecki, and Chen, “NAFTA Briefing,” April
2018; CAR, Meet the New NAFTA, October 16, 2018.
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Chapter 4

Other Manufactured Goods and
Natural Resources and Energy
Products

Overview

This chapter discusses the USMCA provisions covering various manufactured goods, including: chemicals
and pharmaceuticals, electronics, energy products, and textiles and apparel. This chapter does not
discuss USMCA provisions impacting agricultural products, automotive products, and certain metals
products such as steel and aluminum.>® The provisions discussed throughout this chapter would likely
have a limited direct impact on the chemicals and pharmaceuticals, electronics, energy products, and
textiles and apparels sectors. However, other provisions would likely affect manufactured goods and
natural resource and energy (MNRE) goods directly by lowering of trade costs; examples include
international data transfer commitments for all MNRE industries and improvements in intellectual
property rights (IPRs) for the medical devices sector. General economy-wide responses to the
agreement would also likely have an indirect effect on these goods.

As discussed in chapter 2, the agreement overall is estimated to increase U.S. employment and trade in
MNRE goods with the USMCA members and the rest of the world. The moderate nature of USMCA’s
impact can be explained by the fact that the United States has already eliminated duties on most
qualifying MNRE goods entered under NAFTA. Most often, the provisions in USMCA that affect MNRE
sectors reflect wording included in free trade agreements (FTAs) negotiated after NAFTA entered into
force in 1994. These include the Trans-Pacific Partnership (TPP)*>* and WTO Agreements that entered
into force in 1995.

The new USMCA provisions that affect MNRE products reflect two other developments. First, a number
of technological innovations have been introduced since NAFTA, and new manufacturing sectors, such
as electronics and telecommunications equipment, have been created to produce goods incorporating
such innovations (e.g., goods that incorporate cryptography). Second, changes to rules of origin (ROOs)

153 Automotive, steel, and aluminum products are discussed in chapter 3 of this report, while agricultural products
are discussed in chapter 5.

154 On January 30, 2017, the Office of the U.S. Trade Representative (USTR) issued a letter to signatories of the
Trans-Pacific Partnership Agreement that the United States has formally withdrawn from the agreement per
guidance from the President. USTR press release, Jan. 30, 2017. See also Memorandum for the United States Trade
Representative, 82 Fed. Reg. 8497 (January 23, 2017). The TPP was succeeded by the Comprehensive and
Progressive Agreement for Trans-Pacific Partnership (CPTPP), which entered into force December 30, 2018, among
the first six countries to ratify the agreement (Canada, Australia, Japan, Mexico, New Zealand, and Singapore). The
CPTPP is currently an FTA between Canada and 10 other countries in the Asia-Pacific region: Australia, Brunei,
Chile, Japan, Malaysia, Mexico, New Zealand, Peru, Singapore and Vietham. Government of Canada,
“Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP),” February 13, 2018.
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would affect such MNRE sectors as chemicals and pharmaceuticals, electronics, and textiles and apparel.
These changes include new or reduced regional value content (RVC) rules, the conversion of tariff shift
requirements to RVC rules, and adjustments to tariffs shifts from the heading level to the subheading
level, which will be explained in more detail below.*

This chapter first provides an overview of U.S. trade for MNRE sectors and a summary of USMCA
provisions impacting these sectors. It then focuses on four major MNRE sectors for which USMCA
provisions could have a mixed impact, including (1) chemicals and pharmaceuticals; (2) electronics and
information and communications technology (ICT); (3) energy; and (4) textiles and apparel. The
Commission identified these four sectors based on the degree to which provisions changed between
NAFTA and USMCA, the expected impact these provisions may have on U.S. production and sectoral
trade, as well as information provided by industry representatives in the form of written submissions
and hearing testimony.

U.S. Manufactured Goods, Natural Resources,
and Energy Trade with Canada and Mexico

U.S. trade in MNRE products with Canada and Mexico is economically highly significant for all three
countries, with a value totaling $761.7 billion (table 4.1). As previously stated in this chapter, trade in
MNRE products was largely liberalized under NAFTA. In 2017, 85 percent of U.S. imports for
consumption from Canada and Mexico were imported duty free. North American trade in energy
products (primarily crude petroleum and petroleum products) and in electronics is particularly
important. U.S. energy imports from Canada in 2017 totaled $73.7 billion (representing 42 percent of
U.S. MNRE imports from Canada), while those from Mexico totaled $11.4 billion (7 percent of U.S. MNRE
imports from Mexico). In the same year, U.S. energy exports to Canada totaled $20.3 billion (12 percent
of U.S. MNRE exports to Canada); to Mexico, $27.0 billion (17 percent of U.S. MNRE exports to Mexico).
The total value of U.S. energy products trade with Canada and Mexico in 2017 came to $132.5 billion.

Meanwhile, U.S. imports of electronics from Canada in 2017 totaled $7.7 billion (4 percent of U.S. MNRE
imports from Canada); from Mexico, $69.3 billion (44 percent of U.S. MNRE imports from Mexico). U.S.
exports of electronics to Canada totaled $29.9 billion (18 percent of U.S. MNRE exports to Canada); to
Mexico, $45.5 billion (31 percent of U.S. MNRE exports to Mexico). The total value of U.S. electronics
trade with Canada and Mexico in 2017 came to $155.5 billion. Trade data for other important MNRE
sectors, including chemicals, pharmaceuticals, textiles, and apparel, also appear in table 4.1.

155 Regional value content (RVC) requirements are commonly used in rules of origin. To meet this type of
requirement, a good must contain at least a minimum amount of originating material from one or more of the
parties of the agreement. A tariff shift rule is one that requires the non-originating inputs be substantially
transformed in one of the party countries (thereby “shifting” the tariff heading or subheading under which it is
classified) in order to qualify for duty-free treatment.
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Table 4.1 U.S. Other MNRE general imports and total exports to Canada, Mexico, and the rest of the
world, 2017 (million dollars)

Sector U.S. imports U.S. exports
Canada Mexico Rest of world Canada Mexico Rest of world
Crude petroleum 50,125 10,052 72,759 6,664 0 15,930
All other energy 23,564 1,355 38,978 13,675 27,018 81,032
Total energy 73,689 11,407 111,737 20,339 27,018 96,961
Consumer electronics 431 12,947 28,701 3,088 3,758 3,982
Telecommunications
equipment 1,211 11,286 103,615 4,852 4,836 28,993
All other electronics 6,090 45,081 252,758 21,979 39,921 140,941
Total electronics 7,741 69,314 385,074 29,920 48,514 173,916
Pharmaceuticals 4,131 453 107,631 4,484 1,358 49,518
All other chemicals 23,767 9,929 109,838 32,327 32,366 103,298
Total chemicals 27,898 10,382 217,469 36,811 33,725 152,817
Apparel 855 3,848 83,837 2,193 930 2,621
Textiles (other than
apparel) 1,371 2,129 36,331 3,238 4,465 8,623
Total textiles and
apparel 2,226 5,977 120,167 5,431 5,394 11,245
All other? 63,971 60,984 447,002 77,575 44,066 346,715
Total 175,524 158,064 834,447 170,076 158,717 761,672

Source: USITC DataWeb/USDOC (accessed November 20, 2018). Table 4.1 presents trade data for all products other than those covered in this
report in chapters 3 (automotive products, steel products, and aluminum products) and 5 (agricultural products).

Note: Because of rounding, figures may not add up to figures shown.

2 Includes all other merchandise trade data not previously listed in this table, excluding trade data presented in chapters 3 (autos, steel, and
aluminum) and 5 (agriculture).

Summary of Key Provisions

USMCA makes three significant changes that impact the MNRE sectors. First, it revises ROOs applicable
to several MNRE sectors, such as tariff-shift changes for certain electronic products. Second, USMCA
adds new provisions such as nontariff measures affecting ICT, a national treatment exception for
Mexico’s energy export license program, and a customs enforcement provision affecting textiles and
apparel (table 4.2).2® Third, it increases the de minimis*>” allowance for non-originating fibers or yarns
in textiles from 7 percent to 10 percent and provides new market access rules for remanufactured goods
and goods that incorporate cryptography.

156 National treatment provisions in a trade agreement generally require a party to accord treatment to the
products of another party that is no less favorable than that accorded to like domestic products.

157 This flexibility permits up to 10 percent of non-originating fibers or yarns to be used for the production of
upstream goods. (Note that unlike DMTs for digital trade and e-commerce, DMTs for textiles and apparel establish
a weight threshold.) The USMCA will newly limit non-originating elastomeric yarns to no more than 7 percent (by
weight) (capping non-originating elastomeric yarns at the existing de minimis percentage). USMCA, Chap. 6, Art.
6.1.2, and Art. 6.1.3 (accessed November 30, 2018). All other U.S. FTAs require elastomeric yarns to be originating,
so USMCA is still more flexible than the other agreements. Under other FTAs, elastomeric yarns are not eligible for
the de minimis allowance in any amount.
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Table 4.2 Summary of key USMCA provisions

USMCA provision

Comparison to NAFTA provisions

Chemical and pharmaceutical products (Chapters 4,12):
ROOs: Adds 8 alternative process-based methods of
determining origin (Annex 4-B).

ROO: Note 2 ROOs (existing) carry over many of the
original ROOs—tariff shifts and regional value content
(RVC) changes. Note 1 (new) ROOs can be used instead
of Note 2 ROOs if preferred (Annex 4-B).

ROO: Mexico’s biologics definition raises questions
about application of proposed ROOs, but the biologics
ROO is not intended to supersede other ROOs. ROOs
are not presented in hierarchal order and can be
chosen as befits an importer’s situation (Annex 4-B).
Sectoral Annex for Chemical Substances: Parties (to the
extent possible) are to harmonize chemical regulatory
approaches, on a risk and scientific basis (Annex 12-A).
Electronic products (Chapters 4, 12):

ROO: Tariff shift for static converters (HS 8504.40) at
the subheading level (Annex 4-B).

ROO: Parts used for monitors and projectors (HS
8529.90) are subject to lower RVCs (40 percent for
transaction value method and 30 percent for net cost
method) (Annex 4-B).

ROO: Other electronics are subject to lower RVC
requirements, conversion from tariff-shift to RVC
requirements, or adjustment of tariff shifts from the
heading level to subheading level (Annex 4-B).

Annex on medical devices includes language on
harmonizing regulatory standards to international best
practices (Annex 12-E).

Nontariff measure: Requires a ban on transfer or access
of proprietary cryptography to a government or person
(with exceptions) (Annex 12-C).

Nontariff measure: Mandates a ban on required use or
integration of a particular cryptographic algorithm or
cipher (with exceptions) (Annex 12-C).

Nontariff measure: Mandates mutually recognized
declaration of conformity for information technology
(IT) equipment products that meet standard or
technical regulation for electromagnetic compatibility
(with exceptions) (Annex 12-C).

Energy products (Chapters 2, 4, and 14):

National treatment: Market access exception allows
Mexico to maintain export license requirements for
certain energy products (Article 2.A.3).

New in USMCA: original NAFTA ROOs for chemicals
used tariff shifts, regional value content (RVC)
requirements, or both.

Modified in USMCA: new RVC values in Chap. 29 are
generally lower than the originals. Tariff shifts proposed
in some cases to replace combinations of tariff shifts
and RVCs.

New in USMCA

New in USMCA: approach is consistent with the use in
U.S. regulatory policy of a risk-based approach that is
science based.

Modified in USMCA: tariff shift reclassified from the
heading level to subheading level. USMCA removes the
original RVC requirement for static converters.
Modified in USMCA: tariff shifts for monitors and
projectors are removed. RVCs in original NAFTA were
higher (60 percent under transaction value method and
50 percent under net cost method).

Modified in USMCA: tariff ROO changes in USMCA
generally reflect language from previous FTAs. The
United States and Canada already provide duty-free
treatment for many electronic products under the 1996
Information Technology Agreement.

New in USMCA

New in USMCA

New in USMCA

New in USMCA

New in USMCA: much narrower than exceptions in
original NAFTA for Mexico’s activities related to the
foreign trade of energy products.
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USMCA provision

Comparison to NAFTA provisions

ROO: Allows up to 40 percent of the volume for goods
classified under HS 2709 (crude) to be non-originating;
allows up to 25 percent for goods under HS 2710
(refined) to be non-originating (Annex 4-B).
Investment: Exception to changes in investor-state
dispute settlement (ISDS) mechanism for oil and gas
investments in Mexico (Annex 14-E).

Textiles and apparel (Chapters 4 and 6):
ROO: Tariff shift rules and de minimis allowance of 10
percent (Article 6.1.2-3).

ROO: Chapter rules for narrow elastic fabrics, sewing
thread, and pocket bag fabrics, all with phase-in
periods of 12 to 30 months (Annex 4-B, Chapters 61
and 62 Notes)(Pages 4-B-47-48 and 4-B-53-55).

ROO: Chapter rule for certain made-up goods made
from fabric coated with plastics of chapter 63 (Annex 4-
B, Chapter 63 Notes) (Page 4-B-59).

Tariff-preference levels (TPLs) (Annex 6-A, Section C,
and Appendices 1, 2, and 3).

Textile-specific customs enforcement language (Article
6.6).

Other (Chapter 2):

Market access: Parties cannot adopt or maintain import
and export restrictions on remanufactured goods and
goods that incorporate cryptography. Prohibitions or
restrictions for used goods do not apply to
remanufactured goods.? Parties may require
remanufactured goods to be labeled and satisfy
technical requirements (Article 2.11-12).

New in USMCA: the ROO for HS 2709 and HS 2710 is
more specific and broader than in the original NAFTA.

Same as NAFTA (after Mexico's constitutional reforms
opened the sector to investment). Maintains ISDS
provisions that were in original NAFTA for these
investments.

Modified in USMCA: modifies NAFTA tariff shift rules for
certain inputs and increases the de minimis allowance
for non-originating fibers and yarns from 7 to 10
percent.

New in USCMA: eliminates NAFTA “chapter rule” for
visible linings for tailored garments.

New in USMCA

Modified in USMCA: modifies NAFTA has bilateral TPLs
for imports in all directions. USMCA maintains all TPLs
with some modifications to scope of coverage and
guantitative limits in some cases

New in USMCA: but comparable to other U.S. FTAs
which provide guidance for on-site verification visits to
producers in the exporting party.

New in USMCA

Source: USTR, USMCA full text (accessed November 30, 2018).

a Remanufactured goods are not further covered in this chapter. The Remanufacturing Industries Council (RIC) and the National Electrical
Manufacturers Association (NEMA) have indicated that they believe the proposed changes for remanufactured goods will have a positive
impact on their members. RIC, written submission to the USITC, December 20, 2018, 1; NEMA, written submission to the USITC, December 20,
2018, 3. A similar provision affecting remanufactured goods existed in the Trans-Pacific Partnership (TPP) agreement.
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Industry-specific Discussion

Chemical and Pharmaceutical Products

The U.S. chemical industry accounts for about 12 percent of global chemical production and is the
second largest in the world after China’s.'® The sector produces a wide variety of commodity and
specialty products—e.g., adhesives, dyes and pigments, pesticides, pharmaceuticals, cosmetics, and
plastics resins—that are used in all segments of the U.S. economy.*®

The U.S. chemical and pharmaceutical industries consist of multinational firms with worldwide
operations and well-established supply chains in Canada and Mexico.®° Intra-firm transfers (or related-
party trade) account for significant shares of annual trade flows between U.S. operations and their
parents/foreign affiliates worldwide. In 2016, for example, related-party trade accounted for 61 percent
and 41 percent of two-way U.S. trade in chemicals between Canada and Mexico, respectively, and 70
and 61 percent, respectively, of that for pharmaceuticals.'®*

Total U.S. general imports of chemicals from Canada and Mexico in 2017 were valued at $38.3 billion, of
which Canada accounted for about 73 percent and Mexico for the remaining 27 percent.
Pharmaceuticals made up about 12 percent of total U.S. imports of chemicals from Canada and Mexico
that year. Canada was the third-largest source of U.S. imports of all chemicals in 2017, while Mexico
ranked seventh.

Total U.S. exports of chemicals to Canada and Mexico in 2017 were valued at $70.5 billion, with the
exports roughly evenly split between Canada and Mexico (about 52 percent and 48 percent,
respectively). Pharmaceuticals accounted for about 8 percent of all such exports to Canada and Mexico;
other chemicals accounted for the remainder. Canada and Mexico were the top two markets for U.S.
exports of chemicals in 2017.

Key USMCA Provisions

Other than the IPR provisions (see cross-cutting chapter on IPR (chapter 8) for more information on the
impact of the IPR provisions on this sector), the primary USMCA provisions affecting chemical and
pharmaceutical products are the rules of origin, and the provisions in USMCA Chapters 12 and 29 and
their related annexes on chemicals and pharmaceuticals. The proposed ROOs for chemicals would add a
number of process methods (e.g., a chemical reaction or purification) to the list of criteria that may be
used to “confer origin” on a chemical (i.e., to determine that it originated in the country from which it is

158 ACC, Elements of the Business of Chemistry 2018, 2018, “President’s Message” (unnumbered page) and 4, 9. The
data presented do not include pharmaceuticals.

159 Commodity chemicals are usually high-volume, low-price (and low-margin) products whereas specialty
chemicals are usually low-volume, high-price products.

160 ACC, “ACC: United States-Mexico-Canada Agreement,” October 1, 2018. The U.S. chemical and pharmaceutical
industries are defined in the Commission’s analysis as companies in that sector that are operating in the United
States, regardless of where the company’s headquarters are located.

161 J.S. Census, NAICS Related Party Database (accessed November 7, 2018), data for NAICS 325 (chemicals) and
NAICS 3254 (pharmaceuticals).
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being exported). This change would offer exporters an alternative to the existing tariff shift and RVC
rules to confer origin for goods in the individual Harmonized Tariff Schedule (HTS) subheadings. For
example, chemicals created through a chemical reaction can be classified in the same HTS subheading as
the original input(s). In such cases, the tariff shift criteria would not apply but the chemical reaction rule
could be used to confer origin.®?

The USMCA’s Pharmaceutical Annex calls for parties to cooperate and collaborate on the regulations,
standards, and processes used to develop and implement national marketing authorizations for
pharmaceuticals. These authorizations are to be based on best scientific practices and not on sales,
financial, and/or pricing data. The Pharmaceutical Annex also calls for a public identification of each
party’s regulatory authority; the streamlining and alignment of the parties’ regulations and approval
processes, using a science-based approach; enhanced transparency in inspecting pharmaceutical
manufacturing facilities; the exchange of information and data on pharmaceuticals between parties,
taking care to ensure that the information and data are not disclosed; and adoption of mutual
recognition procedures.

The USMCA section on Transparency and Procedural Fairness for Pharmaceutical Products and Medical
Devices addresses transparency in pharmaceutical approval and reimbursement, aiming to balance four
goals: (1) promoting public health; (2) enhancing patient access to pharmaceuticals; (3) continuing
emphasis on research and development; and (4) ensuring competitive and appropriate market pricing
for pharmaceuticals.® The pharmaceutical transparency annex says that reimbursement decisions
should be made in a timely and transparent way by the national healthcare authorities. It further says
that stakeholders—e.g., applicants and the public—should have access to information on how these
decisions were made (apart from confidential business information) and also have opportunities to
comment on the process.'® This provision also addresses the scope and truthfulness of information
about pharmaceuticals that manufacturers publish on their websites, including “a balance of risks and
benefits.” Parties also must have the opportunity to consult with each other.

The U.S. pharmaceutical industry’s concerns about the agreement largely focuses on IPRs. These
concerns are addressed in chapter 8 of the report. Also, industry submissions from the American
Chemistry Council (ACC) and Society of Chemical Manufacturers & Affiliates (SOCMA) asserted that the
original NAFTA prohibition on duty drawback should have been eliminated.!6°

Effects

The USMCA chemicals and pharmaceuticals provisions (excluding the crosscutting provisions such as
intellectual property rights and digital trade that are discussed in a separate section below) are likely to
have an insignificant impact on U.S. trade in chemical and pharmaceutical goods. This is particularly

162 ROOs are not ranked in a hierarchal fashion and companies can use whichever ROO best fits their situation. An
industry source suggested adding information to make this point more explicit. Industry representative, telephone
interview by USITC staff, September 14, 2018.

163 This provision covers pharmaceuticals and medical devices, but this analysis addresses only pharmaceuticals.
164 Note that the parties have differing approaches regarding reimbursement and pricing. For example, the
Patented Medicine Prices Review Board regulates pharmaceutical prices in Canada.

165 ACC and SOCMA, posthearing submissions to the USITC, December 20, 2018.
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likely since over 95 percent of U.S. imports of these products from Canada and Mexico already entered
duty free in 2017 under NAFTA.% Regarding specific provisions, the additional process ROOs in USMCA
are the same as those in other recent U.S. free trade agreements (e.g., the U.S.-Korea Free Trade
Agreement); the process rules are additional criteria for determining origin. Although the effects cannot
be quantified, industry representatives have stated that the primary benefits of the additional criteria
are that they would parallel similar provisions in other recent agreements and provide alternative
options to RVC rules.®’ Likewise, the transparency annexes generally adhere to existing practices.
Industry has not commented on the transparency provisions.6®

Electronic Products

Computer and electronic product manufacturing is ranked as the seventh-largest manufacturing
industry (by shipments) in the United States.'® The largest subsectors of the U.S. electronics market are
navigational, measuring, and electromedical instruments (which collectively account for 47 percent of
2015 electronics shipments), semiconductors and related components (30 percent), communications
equipment (12 percent), and computer and peripheral equipment (9 percent).1”°

In both the product sector and the services sector!’® for ICT, the United States maintains a strong
trading position with both Mexico and Canada. The two countries represent the largest and the second-
largest export destinations, respectively, for U.S. ICT trade; in 2017, the United States exported $31.5
billion in ICT products to Mexico and $17.5 billion to Canada (about 22.7 percent and 12.6 percent of
total U.S. ICT exports, respectively).’2 Mexico is also the second-largest source of imports of ICT
products to the United States ($45.0 billion in 2017), after China.”® Canada represented the 10th-largest
U.S. import source for ICT products ($3.6 billion in 2017).%74

The North American electronics value chain is characterized by substantial integration, with a relatively
even balance between U.S. imports and exports to its North American trading partners. In 2016, for
example, the United States imported a value of $64.9 billion in electronics from NAFTA countries, and

166 USITC DataWeb/USDOC (HS chapters 28-40; accessed March 4, 2019).

167 USTR, ITAC 3, A Trade Agreement with Mexico and Potentially Canada, September 25, 2018, 5-24.

168 The ACC recommended “that the United States build on the rules of origin outcomes of the USMCA, including
creating a menu-based approach” with as few exceptions as possible. USITC, ACC hearing testimony in connection
with inv. nos. TA 131-044 and TPA 105-005, U.S.-EU Trade Agreement, December 18, 2018, 2. The ACC notes that
the USMCA text shows progress in terms of regulatory cooperation and recommends that negotiations of later
agreements “build on the outcomes of the USMCA.” USITC, ACC hearing testimony in connection with inv. nos. TA
131-044 and TPA 105-005, U.S.-EU Trade Agreement, December 18, 2018, 2.

169 Statista, “Statista Industry Report: USA: Manufacturing: Computer & Electronics: NAICS 334,” June 2018, 16.
170 statista, “Statista Industry Report: USA: Manufacturing: Computer & Electronics: NAICS 334,” June 2018, 17.
171 The United States maintains a surplus in ICT-enabled services with Canada and Mexico. One 2016 analysis
estimated that U.S. exports of ICT-enabled services reached $27.8 billion annually to Canada and $8.8 billion to
Mexico, while a 2015 analysis estimated that the United States had a trade surplus in ICT services of $635 million
with Canada and of $826 million with Mexico. SIIA, “Fresh Look at Digital Trade in North America,” November 7,
2017; IBM, “IBM Comments on NAFTA Modernization,” June 12, 2017.

172 JSITC DataWeb/USDOC (accessed on February 25, 2019).

173 USITC DataWeb/USDOC (accessed on February 25, 2019).

174 USITC DataWeb/USDOC (accessed on February 25, 2019).
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exported $67.1 billion.'”> Mexico has emerged as a major manufacturing hub for electronic products,
and U.S. technology firms have frequently incorporated Mexican production facilities into their
manufacturing supply chains both on the upstream side (e.g., through the production of intermediate
components) and on the downstream side (e.g., through final packaging for electronic products). For
example, the U.S. medical device industry is heavily reliant on imported components from Mexico,
which are used to assemble finished goods for either domestic consumption or for export to countries
like Canada.® This pattern reflects the important linkages in the electronics manufacturing supply chain
between the United States, Mexico, and Canada.”” Mexico is also one of the world’s largest
manufacturers of flat-screen TVs and computers, the majority of which are exported to the United
States for domestic consumption.’®

Key USMCA Provisions

USMCA would alter many of the existing rules of origin (ROOs) for electronic items. The NAFTA-specific
ROOs chapter for televisions, parts, and electronics reduces regional value content (RVC) requirements
for certain electronic products, converts tariff-shift requirements for other electronics products to RVC
requirements, and adjusts tariff shifts on other items from the Harmonized System (HS) heading level to
subheading level. For example, under current NAFTA regulations, static converters can enter the United
States from Mexico or Canada duty free under either (1) a 4-digit-level HS tariff shift or (2) a 60 percent
transaction value (TV) combined with a 50 percent net cost (NC) calculation. Under USMCA, the tariff
shift for static converters would instead be at the HS 6-digit subheading level, and the RVC option would
be removed, improving trade prospects for converters throughout the North American electronics value
chain.

Other goods face simpler rules of origin changes, often with reductions in the RVC required to secure
tariff-free access to the U.S. market. For example, parts used for monitors and projectors currently
receive duty-free access from Mexico and Canada with a tariff shift at the item level or a 60 percent
TV/50 percent NC RVC requirement. Under USMCA, this provision would be replaced with a lower
content requirement (40 percent TV and 30 percent NC).

Chapter 12 of the USMCA includes two annexes that address the ICT and medical device subsectors,
respectively. The agreement’s Information and Communications Technology annex (Annex 12-C) focuses
principally on preventing the imposition of nontariff measures that may impact trade in ICT products
(particularly in telecommunications and cryptography) and ICT services. The annex thus contains
provisions to remove or prevent technical barriers to trade (TBTs) in ICT products, with specific focuses

175 For comparison, these figures are approximately double those for U.S. electronics imports and exports to the
European market in 2016. The volume of U.S. electronics exports to Asia that year was similar to the volume of
such exports to Canada and Mexico; however, U.S. electronics imports from Asia far exceeded imports from any
other region, totaling about $270.1 billion in 2016. Statista, “Statista Industry Report: USA: Manufacturing:
Computer and Electronics: NAICS 334,” June 2017, 20.

176 Torsekar, “Four Key Takeaways from NAFTA’s Impact,” January 29, 2018.

177 Offshore Group, “Top Export Countries for Mexico’s Electronics Manufacturing Industry” (accessed December
14, 2018).

178 lvemsa, “Electronics Manufacturing in Mexico” (accessed December 14, 2018); NAPS International, “Why
Mexico’s Electronics Manufacturing Is Growing,” February 23, 2016.
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on telecommunications equipment and cryptographic goods. Generally, the provisions of the ICT annex
would not affect current policies within USMCA member states, but rather would constrain the ability of
a USMCA state to impose trade-restricting actions in the future.

One major provision of the USMCA’s ICT annex bans a member state from requiring the mandatory
transfer or access of proprietary cryptography (which is defined to include private keys, algorithm
specifications, or design details) to a government agency or person, with exceptions.” This provision
also precludes a USMCA party from requiring a firm to partner or cooperate with any particular person
or organization in the manufacture, distribution, or use of the product. It also prevents a country from
requiring a firm or person to use or integrate a specific type of cryptographic algorithm or cipher into
their digital products.

The second major provision of the ICT annex establishes the compatibility of ICT product regulations
within the USMCA market, particularly with relation to certain testing and conformity assessments,
particularly on electromagnetic compatibility. The USMCA ICT annex would require any country within
USMCA to accept a supplier’s declaration of conformity from any USMCA party: for example, a USMCA
party must recognize the certifications of electromagnetic compatibility in other USMCA parties, subject
to certain requirements. Similar language extends this provision to telecommunications equipment
testing and mutual recognition of conformity among USMCA member states.

Finally, the ICT annex contains a provision indicating the conditions under which parties can establish
regulations, standards, or procedures regarding terminal equipment attached to public
telecommunications networks. These conditions encompass any measures designed to prevent damage
or degradation to public networks, prevent electromagnetic interference and ensure compatibility with
the electromagnetic spectrum, prevent billing malfunction, or ensure safety and access.

With regard to medical devices, Annex 12-E addresses the application of standards, technical
regulations, and conformity assessment procedures. As with the ICT annex, the annex on medical
devices aims to avoid the adoption of TBTs. For example, the annex includes language that specifically
discourages duplicative regulatory procedures, while encouraging the recognition of audits of medical
device manufacturers operating in each of the member countries. Further, the annex encourages
conforming medical device standards with those of international best practices, including the adoption
of a risk-based classification system.

Effects

USMCA provisions related to electronics products would have a small positive impact on production and
trade behavior in the electronics sector. While the ICT annex provisions are unlikely to have strong
effects, changes to the ROOs on electronic products may be associated with some slight trade increases
in electronics. This assessment is based on Commission industry expertise and feedback from industry
representatives.

179 These exceptions include (1) a country’s law enforcement authorities requiring a service supplier to provide
unencrypted communications; (2) the regulation of financial instruments; (3) measures taken by a country in
supervising or investigating financial institutions or markets; or (4) if the cryptographic item is being manufactured
for or by the government.
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One factor that may reduce the impact of these ROO changes is the significant number of electronic
items to which the United States already offers global duty-free access to due to its participation in the
1996 Information Technology Agreement, or ITA.* Facilitated by the World Trade Organization (WTO),
ITA came into effect two years after the signing of the original NAFTA, and its membership now
represents over 95 percent of global trade in IT products. While the United States and Canada are
signatories to this agreement, Mexico is not.

ITA eliminates duties on covered IT goods. As a result, products and product parts covered by the ITA
and in the chapters covered by the USMCA ROO changes already receive duty-free treatment when
originating from Mexico or Canada (as well as any other WTO member state). For example, certain flat
panel displays addressed by the USMCA’s ROO changes for televisions and electronics already face a
duty rate of zero under the U.S. implementation of ITA (and ITA’s expansion of its list of covered
products in 2015). However, since Mexico is not a party to ITA, and given its high tariffs on certain
electronic products globally, the ROOs-related changes associated with USMCA may further incentivize
Mexican industry to source electronic products from the United States.!8!

The likely impact of the ICT annex provisions in the trade of ICT products is small, for a number of
reasons. First, a majority of its provisions preclude future action rather than remove existing barriers.
Also, many of the provisions in the ICT annex of USMCA are similar to provisions in the ICT annex of the
Progressive and Comprehensive Trans-Pacific Partnership (previously the Trans-Pacific Partnership®),
of which Canada and Mexico are already members.!8* Additionally, the exceptions for each of the
provisions in the ICT annex may limit the impact of these provisions on ICT product and services trade.®>
Finally, Mexico, Canada, and the United States do not appear to have regulations that would be
materially impacted by the ICT annex provisions.&

182

Similarly, the impact on regional medical device trade owing to provisions in Annex 12-E would likely be
small.’® Notably, onerous standards and regulatory procedures—which USMCA discourages—have

180 For further information on the products which receive zero-duty treatment under the Information Technology
Agreement (ITA), see USTR, “ITA Expansion Product List,” 2015.

181 The Semiconductor Industry Association noted that it was disappointed that the USMCA does not contain a
provision that commits all parties to joining the ITA. According to the association, this means that Mexico can still
impose tariffs on advanced semiconductors that were not classified as semiconductors when NAFTA was first
negotiated. Semiconductor Industry Association, written submission to the USITC, December 14, 2018, 9-10.

182 See chapter 2 of this report for more information.

183 USITC, Trans-Pacific Partnership Agreement, 2016, 224.

184 Government of Canada, “What Is the CPTPP?” December 2018.

185 |n its report on the ICT annex of the Trans-Pacific Partnership, the Industry Trade Advisory Committee for
Information and Communications Technologies, Services and Electronic Commerce (ITAC8) opposed the
exceptions made for financial instruments and law enforcement in the ICT annex on cryptographic goods. The
USMCA ICT annex contains the same exceptions, as well as the others listed above. ITAC-8, Report of the Industry
Trade Advisory Committee, December 3, 2015, 3.

186 |n the USITC’s report on the impact of the TPP and its similar ICT annex, only Vietham was identified as having
regulations which would be impacted by the implementation of cryptographic policy limitations; neither Canada
nor Mexico were so identified. USITC, Trans-Pacific Partnership Agreement, 2016, 224.

187 Although the USMCA provisions that were specific to medical devices were not modeled by the Commission, its
guantitative assessment of the relationship between trade in certain IPR-intensive sectors and IPR protections
under the USMCA found that medical devices exhibited a statistically significant relationship between trade flows
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been found to exert a statistically significant, negative impact on medical device trade.'® Moreover,
written submissions to the Commission from industry representatives have estimated that TBTs increase
the trade costs of medical devices by up to 20 percent.®

However, there are already important points of regulatory convergence among the three countries. For
example, each employs a risk-based classification system to regulating medical devices, which is
consistent with international best practices. Further, both Canada and Mexico already rank favorably in
terms of having relatively short estimated approval times for advanced medical technologies—which the
United States specializes in producing.!®

On the other hand, a recent ranking of the 167 most import-restrictive countries for high-end medical
devices found that Canada (ranking: 104) and Mexico (ranking: 141) fell in the more restrictive half, due
partly to somewhat complex regulatory standards.'® For example, Canada does not recognize the
United States’ Food and Drug Administration’s quality systems regulation.®? This may suggest the
potential for improved medical device trade between the United States and these countries if greater
regulatory convergence could be achieved.

Changes to ROOs for electronics and parts may support a slight increase in U.S. exports of these
electronics items to Mexico and Canada, with a minimal impact on U.S. imports. The impact of the
alterations to these ROOs on U.S. imports from Mexico and Canada would likely be negligible, as all
items potentially affected by the television ROO changes already receive a zero U.S. tariff rate if
originating from Mexico or Canada. (U.S. tariff rates for televisions and electronics are also generally low
for non-USMCA countries.) In 2017, the value of U.S. imports of products potentially affected by the
ROO changes for televisions and parts was about $1.5 billion from Canada and $13.9 billion from
Mexico.!®

The expansion of the ROO requirements for televisions and electronics may, however, lead to an
increase in U.S. exports to Mexico. While Mexico also maintains few tariffs on televisions and parts from
the United States, in some instances Mexico imposes relatively high tariffs on goods from non-USMCA
countries. In particular, several items potentially affected by the ROO changes currently face 15 percent
tariffs in Mexico when imported from non-USMCA countries. The liberalization of ROOs for USMCA
regional production may subsequently incentivize production of electronics and electronics parts for
export to Mexico from the United States. In 2017 the United States exported approximately $4.3 billion
of such products to Mexico and $2.9 billion to Canada.?® In sum, while there is some uncertainty
regarding the specific impact of some ROO changes (particularly those that change RVC requirements to

and an external IPR index that measures the level of IPR protections in different countries. These estimates are
discussed in greater detail in chapter 8 of this report.

188 Herman, “Competitive Conditions Affecting U.S. Exports,” August 2018, 21.

189 AdvaMed, written submission to the USITC, December 17, 2018.

1%0 Emergo, “Compare the Time, Cost,” December 2017.

191 Herman, “Competitive Conditions Affecting U.S. Exports,” August 2018, 21.

192 Emergo, “Introduction to Canada’s Medical Device Registration,” 2019.

193 USITC DataWeb/USDOC (accessed on February 25, 2019).

194 USITC DataWeb/USDOC (accessed on February 25, 2019).
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tariff shifts, or vice versa), overall the ROO changes to electronics and televisions are likely to support
increased trade in these products among the USMCA member states.

Various trade associations have indicated that their members expect to be positively affected by certain
provisions in USMCA. The National Electronics Manufacturers Association (NEMA) noted that its
members will be positively impacted by certain provisions in the sectoral annexes on medical devices
and information technology, particularly those provisions that improve alignment of regulations and
regulatory activities (for medical devices) as well as the ban on requiring the mandatory transfer or
access of proprietary cryptography to a government agency or person.® Similarly, the Semiconductor
Industry Association expressed its support for the provision on commercial cryptographic goods and
noted that it is an important step for establishing global trade norms related to encryption.®® The
Telecommunications Industry Association indicated that the provisions regarding technical barriers to
trade previously addressed in this section establish “fairer trade conditions that will help make U.S.
telecom equipment suppliers more globally competitive.”*’

Energy Products

Since the entry into force of the NAFTA agreement in 1994, the North American energy industry has
experienced substantial change. For example, between 1994 and 2017, the volume of petroleum and
other liquids®® produced increased by 66 percent for the United States and by 112 percent for Canada,
while it declined by 28 percent for Mexico.'®® In 2017, the United States produced 15.6 million barrels
per day of petroleum and other liquids; Canada, 5.0 million barrels per day; and Mexico, 2.3 million
barrels per day, placing the three countries 1st, 4th, and 11th in the world, respectively.?®

Increased unconventional production of crude petroleum supported the growth in the U.S. and
Canadian industries, while limited investment and declining output from mature fields constrained the
Mexican industry. The large increase in U.S. production of petroleum and other liquids is attributable to
improved technology such as horizontal drilling and hydraulic fracturing, which enabled increased
production from shale formations.?*? The rise in crude petroleum production in Canada is largely due to
growth in oil sands output. At the same time, Mexico’s national petroleum company, Pemex, which has
exclusive control over the country’s industry, was prohibited until fairly recently from sharing ownership

195 NEMA, written submission to the USITC, December 20, 2018, 5-6.

196 Semiconductor Industry Association, written submission to the USITC, December 14, 2018, 2-3.

197 USITC, hearing transcript, November 16, 2018, 453 (testimony of Kathlene C. Swanson, Telecommunications
Industry Association).

198 E|A defines “petroleum and other liquids” as all petroleum, including crude oil and products of petroleum
refining, natural gas liquids, biofuels, and liquids derived from other hydrocarbon sources (including coal to liquids
and gas to liquids). Not included are liquefied natural gas (LNG) and liquid hydrogen.

199 |n just five years (2013—17), this production increased 27 percent for the United States and 19 percent for
Canada, and declined 22 percent for Mexico.

200 E1A, “Total Petroleum and Other Liquids Production 2017,” n.d. (accessed November 19, 2018).

201 These shale formations include Texas’ Permian basin (a major source of crude petroleum) and the Marcellus
formation in Appalachia (a major source of natural gas and natural gas liquids), among others.
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of crude production with foreign companies, limiting its ability to invest in exploration and
production.2%?

The North American energy industries are tightly integrated.?% In 2017, Canada and Mexico accounted
for 43 percent of all U.S. imports of energy-related products and 31 percent of all U.S. exports of those
products.?®* Canada’s heavily discounted crude petroleum and extensive network of cross-border
pipelines and rail make it the largest foreign supplier to refineries in the United States.?®> Canada’s share
of U.S. crude oil imports has risen significantly in the past five years, replacing declining exports from
Venezuela and Mexico. Mexico’s declining production has severely affected its ability to export crude to
the United States. Mexico’s constitutional reforms opened its energy sector to private investment
several years ago, but the resulting influx of new investment is not expected to reverse production
declines in the near term.?% Between 2013 and 2017, the value of U.S. energy-related product imports
declined from Canada by 33 percent and from Mexico by 68 percent as prices fell and U.S. output rose.
In the same period, the value of U.S. exports to Canada declined 24 percent, while the value of exports
to Mexico increased 13 percent.?’

Key USMCA Provisions

In NAFTA, the energy chapter contained most of the energy-related provisions. In USMCA, provisions
related to energy appear in various chapters.?”® The most important provisions in USMCA affecting the
energy sector are those that would update the scope of Mexico’s trade commitments to reflect the

202 YsITC, “Energy-related Products,” October 2018.

203 One reason for the integration of North American energy industries is that many U.S. petroleum refineries were
optimized to process dense or “heavy” grades of crude petroleum with relatively high sulfur content. Meanwhile,
U.S. crude production from shale formations consists of crude with different properties requiring less complex
refining capabilities, but is not appropriate for all end uses. Consequently, U.S. refineries have continued to import
significant volumes of heavy crude from Canada and Mexico. Some of the resulting refined petroleum products are
then exported back to Mexico and, to a lesser extent, Canada. USITC, “Energy-related Products,” October 2018.

204 YSITC, “Energy-related Products,” October 2018.

205 Canadian oil sands crude is more difficult to refine than common U.S. crude grades like West Texas
Intermediate, and therefore usually sells at a significant “discount” compared to most other grades. Natural
Resources Canada, “Crude Oil Facts” (accessed November 19, 2018).

206 Mexico started to phase in constitutional reforms in 2013, including opening its energy sector to private
investment. Mexico’s current president, Andrés Manuel Lopez Obrador, opposes these reforms, but has agreed to
honor the 110 private oil contracts signed under the Pefia Nieto administration. Natural declines of major fields,
prolonged Pemex budget cuts, and the long time horizon for new projects are expected to lead to continued
output declines in 2019 and 2020. Reuters, “Crude Oil Output, Exports Drop,” November 26, 2018; Reuters,
“Mexico Targets 50 Percent Jump,” December 15, 2018.

207 These trends partly reflect significant declines in oil and gas prices over the time period. By volume, U.S. imports
of petroleum and other liquids between 2013 and 2017 rose by 22 percent from Canada and declined by

35 percent from Mexico; U.S. exports of petroleum and other liquids rose by 37 percent to Canada and 51 percent
to Mexico. EIA, “Total Petroleum and Other Liquids Production 2017” (accessed February 26, 2019).

208 Chapter 8 of the USMCA is dedicated to hydrocarbons, but only contains provisions related to Mexico’s
ownership of hydrocarbons contained within its territory and sovereign right to reform its constitution.
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significant reforms that Mexico has made to its energy sector, facilitate companies’ ability to meet
ROOs, and retain the investment provisions currently in effect.?%®

Chapter 2 of USMCA includes updated market access exceptions for Mexico's exports of crude
petroleum, certain refined petroleum products, natural gas, propane, and butane, allowing Mexico to
maintain export license requirements for these products, as specified under its Hydrocarbon Law. In the
original NAFTA text, Mexico reserved state control of activities related to the foreign trade of these
products and reserved the right to not grant import or export licenses for a broader list of energy
products.

Chapter 4 of USMCA updates the ROOs for crude petroleum (HS 2709) and refined petroleum products
(HS 2710). Specifically, it adds three special provisions to make it easier for blended and refined
products to be considered originating, as long as the refining/processing activity takes place in a USMCA
country or the base product is originating. (In the latter case, the base product must constitute at least
60 percent of the blended/refined product's volume for HS 2709, and 75 percent for HS 2710.)

Investment provisions in Chapter 14 and Annex 14-E of USMCA allow U.S. investors in Mexican oil and
gas activities to be subject to the investor-state dispute settlement (ISDS) system that is currently in
place, rather than switching to the new ISDS provisions affecting most other sectors. See chapter 8 of
this report for more information.

Effects

Due to the very low most-favored-nation (MFN) tariffs among the USMCA countries and recent reforms
in Mexico’s energy sector, the proposed changes to energy-related provisions in USMCA are likely to
have very little impact on U.S. trade and production.?'° Since Canada and Mexico each already give MFN
duty-free treatment to imports of crude petroleum and most petroleum products, few U.S. exports
would qualify for a lower tariff rate by demonstrating origin. The updates to the ROOs for crude
petroleum would predominantly affect U.S. imports. In particular, “heavy” crudes such as those
produced from the Canadian oils sands, which are often blended with diluent before export, would face
a much lower burden to prove origin.?!! Until a few years ago, more than half of U.S. imports of heavy
crude petroleum from Canada met ROO requirements. Since 2014, this has declined significantly; only
12 percent of these imports met the requirements in 2017.2*2 Even so, U.S. imports of heavy crudes that
do not provide proof of origin face a very low tariff: 5.25 cents per barrel (often corresponding to less

209 The American Petroleum Institute’s written submission highlights USMCA’s retention of most of the critical
provisions found in NAFTA. It also pinpoints USMCA'’s updated ROOs for energy products and its investment
provisions for Mexico as two provisions that should enhance energy benefits in the future. API, written submission
to the USITC, December 20, 2018.

210 This assessment does not consider potential impacts of steel-related provisions in USMCA on the energy sector.
In their submissions to the USITC, various Texas associations and the Texas Independent Producers and Royalty
Owners Association (TIPRO) focused on the impacts of the U.S. section 232 steel tariffs on the industry. A
discussion on the 232 steel tariffs is presented in chapter 3 of this report. Texas Associations, written submission to
the USITC, November 16, 2018; TIPRO, written submission to the USITC, November 16, 2018.

211 Types of crude petroleum that are very dense (as indicated by a low API gravity) are often referred to as
“heavy,” while types of crude that are less dense (with a higher API gravity) are described as “medium” or “light.”
212 YsITC DataWeb/USDOC (HTS statistical annotation 2709.00.1000; accessed February 26, 2019).
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than a 0.1 percent ad valorem equivalent rate). Lighter crudes face a marginally higher tariff of
10.5 cents per barrel.

Textiles and Apparel

Canada and Mexico remain the top markets for U.S. exports of textile and apparel goods. In 2017,
Mexico was the destination for more than 40 percent of U.S. exports of fabric, and Canada was the
destination for more than 45 percent of U.S. exports of finished textile or made-up products.?* The U.S.
textile industry today is highly sophisticated and primarily makes fiber; spins or extrudes yarn; and knits,
weaves, dyes, and finishes fabrics.?** As one industry expert noted, “much of the textile manufacturing
in the United States is tied directly to NAFTA through U.S. exports to NAFTA partners.”?'> With nearly all
cut-and-sew operations—the customers for U.S. yarns and fabrics—located offshore, U.S. suppliers need
access to those markets, and NAFTA's rules of origin have helped to secure that access to Canada and
Mexico.®

NAFTA’s entry into force in 1994 coincided with the phaseout of the global multilateral quota system
that had regulated imports of apparel, fabric, and fiber from developing countries.?'” The latter
development shifted U.S. apparel imports away from Mexico—once the United States’ top supplier—to
China and other Asian suppliers such as Vietnam.?'® However, the demand from U.S. retailers and
brands for speed to market and on-time delivery continued to offer some benefits to Western
Hemisphere suppliers, such as Canada and Mexico, whose proximity to the U.S. market allows rapid
delivery.?'® Combined with the duty savings available through utilization of the free trade agreement,
U.S. importers of textiles and apparel state that NAFTA is very important to their business operations.??°

213 Made-up textile articles are primarily classified in chapter 63 and subheading 9404 of the HTS, and include
articles such as blankets, towels, bed linens (sheets, pillowcases), kitchen linens (tablecloths, napkins), curtains,
bedspreads, awnings, tents, pillows, quilts and comforters. USDOC, OTEXA, The Export Market Report (accessed
November 19, 2018).

214 USITC, hearing transcript, November 16, 2018, 453 (testimony of Augustine Tantillo, National Council of Textile
Organizations).

215 USITC, hearing transcript, November 16, 2018, 405 (testimony of Rick Helfenbein, American Apparel and
Footwear Association).

216 USITC, hearing transcript, November 16, 2018, 452 (testimony of Augustine Tantillo, National Council of Textile
Organizations).

217 The Multi-Fibre Arrangement (MFA) was replaced by the World Trade Organization (WTO) Agreement on
Textiles and Clothing (ATC) in 1994, which eliminated all quotas on textile and apparel products over 10 years. All
textile and apparel products from WTO member countries were quota free beginning January 1, 2005. NAFTA
duties on textile and apparel products were phased out over the same 10 years, to become duty free on January 1,
2005.

218 USITC, hearing transcript, November 16, 2018, 450 (Julia Hughes, U.S. Fashion Industry Association).

219 USITC, hearing transcript, November 16, 2018, 451 (Julia Hughes, U.S. Fashion Industry Association).

220 USITC, hearing transcript, November 16, 2018, 385 (Julia Hughes, U.S. Fashion Industry Association); USDOC,
OTEXA, Free Trade Agreements (accessed November 19, 2018). Overall, by value, duty-free imports from NAFTA
account for 37.6 percent of total U.S. duty-free imports of textiles and apparel, nearly matching the 38.1 percent of
total U.S. duty-free textile and apparel goods imported from the six countries of the Dominican Republic-Central
America-United States Free Trade Agreement (CAFTA-DR). United States Fashion Industry Association’s 2018
Fashion Industry Benchmarking Study shows these two agreements are the most utilized by U.S. brands and
retailers. Lu, USFIA 2018 Fashion Industry Benchmarking Study, 2018, 26.
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This is despite the fact that, in 2017, only 81 percent of U.S. imports from Canada and Mexico took
advantage of the duty savings offered by NAFTA.2%

Key USMCA Provisions

USMCA modifies the provisions of NAFTA by altering certain ROOs and modifying the relevant tariff
preference levels (TPLs). USMCA also adds a textile chapter, including textile-specific customs
enforcement language. These provisions give guidelines outlining how officials from the importing party
may conduct on-site production verification visits to manufacturers in an exporting party.??

USMCA’s ROOs for textiles and apparel are less restrictive in some ways, but somewhat more restrictive
in others. The USMCA tariff shift rules for textile and apparel products maintain the basic concepts
established for textile and apparel products under NAFTA with a few modifications. Those rules follow a
“fiber-forward” concept for yarns and knit fabrics?® and a “yarn-forward” concept for woven fabric,
apparel, and made-up textile articles.??* However, under USMCA, the rules would no longer require
certain rayon fibers?® or non-cotton vegetable fiber yarns2%® to be sourced from the United States,
Canada, or Mexico when used to produce textile or apparel goods.??’ In addition, USMCA increases the
NAFTA textile de minimis allowance from 7 to 10 percent.??

USMCA would also modify the “chapter rules” for goods classified in HTS chapters 61 and 62 (knit and
woven apparel) by eliminating the NAFTA requirement that visible linings must be sourced from one of
the parties. At the same time, however, it would add new requirements for narrow elastic fabrics,

221 USFIA states that some companies do not claim the duty savings because the compliance requirements are too
onerous and expensive. USITC, hearing transcript, November 16, 2018, 387 (Julia Hughes, U.S. Fashion Industry
Association).

222 This provision uses language common in other U.S. FTAs that include textile-specific verification provisions. The
purpose of such site visits to manufacturers in the exporting party is to verify production and confirm compliance
with the FTA ROOs for preferential treatment. USTR, USMCA, Chap. 6, Art. 6.6 (accessed November 30, 2018).

223 This means that most fibers must originate in one of the parties, and the yarn and fabric must subsequently be
formed in one of the parties.

224 This means that the fiber may be of any origin so long as the yarn and fabric are formed and finished in one of
the parties, and subsequent cut-and-sew operations are done in one of the parties.

225 Rayon filament, other than lyocell or acetate, of HS heading 54.03 or 54.05, and rayon fiber, other than lyocell
or acetate, of heading 55.02, 55.04, or 55.07 may be of any origin when used in the production of a good classified
in chapters 50 through 63. USTR, USMCA, Chap. 4, Annex 4.B Section XI Notes (accessed November 30, 2018). This
update grandfathers in a handful of approved “short supply” requests under NAFTA and expands the allowance to
all textile and apparel goods.

226 Yarns classified under headings HS 53.07 and 53.08.

227 per the errata sheet, this footnote has been removed in the updated version of this report.

228 This flexibility permits up to 10 percent (by weight) of non-originating fibers or yarns to be used for the
production of upstream goods. The USMCA will newly limit non-originating elastomeric yarns to no more than 7
percent (by weight) (capping non-originating elastomeric yarns at the existing de minimis percentage). USTR,
USMCA, Chap. 6, Art. 6.1.2, and Art. 6.1.3 (accessed November 30, 2018). All other U.S. free trade agreements
require elastomeric yarns to be originating, so USMCA is still more flexible than the other agreements. Under other
FTAs, elastomeric yarns are not eligible for the de minimis allowance in any amount.
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sewing thread, and pocket bag fabric.?? The three new chapter rules would require these inputs to be
formed and finished in one of the party countries to allow the garments containing these materials to
qualify for preferential treatment.?3® USMCA builds in transition periods for each of the new chapter
rules.?! In addition, for certain made-up articles (HTS chapter 63), USMCA add a new chapter rule
requiring fabrics coated with plastics (of HTS chapter 59) to be formed and finished in one of the parties
to allow finished goods of those fabrics to qualify for preferential treatment.?3?

USMCA keeps all of the NAFTA TPLs, which allow preferential duty treatment for a limited quantity of
non-originating goods, with some changes to the quantities and scope of the coverage (see table 4.3). In
general, these changes would maintain or lessen the duty-free amount that Canada and Mexico can
export to the United States, and maintain or increase the amount that the United States can export to
Canada and Mexico.?? In addition, USMCA includes new trilateral administrative guidance intended to
make the management and utilization of the TPLs more transparent and predictable.?*

229 |f 3 garment fails to meet either the tariff shift rule or any of the applicable chapter rules, then it is ineligible for

preferential duty treatment. For some non-originating garments, the USMCA Tariff Preference Levels (TPLs) afford
a second chance for duty-free treatment.

230 YSTR, USMCA, rules of origin for Chap. 61 and Chap. 62 (accessed November 30, 2018). All rules are comparable
to those in CAFTA-DR.

21 USTR, USMCA, Chap. 4, Annex 4.B Chap. 61 notes, and Chap. 62 notes (accessed November 30, 2018). The rule
for narrow elastic fabrics takes effect 18 months from the date of entry into force of the agreement; the rule for
sewing thread takes effect 12 months from entry into force; and the rule for pocket bag fabric takes effect 18
months from the entry into force for apparel other than woven garments of blue denim, for which the rule will
take effect in 30 months.

232 USTR, USMCA, Chap. 4, Annex 4.B Chap. 63 notes (accessed November 30, 2018). This is a new chapter rule that
does not exist in any other U.S. FTA.

233 per the errata sheet, this footnote has been removed in the updated version of this report.

234 USTR, USMCA, Chap. 6, Annex 6-A, Art. 8-16 (accessed November 30, 2018).
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Table 4.3 Comparison of tariff preference levels (TPLs) in NAFTA and USMCA
Source Destination
Canada Mexico u.s.
NAFTA USMCA NAFTA USMCA NAFTA USMCA

Cotton and manmade fiber apparel (million square meter equivalents)?

Canada: 6.00 6.00 88.33 40.00
Mexico: 6.00 6.00 45.00 45.00
United States: 9.00 20.00 12.00 12.00

Wool apparel (million square meter equivalents)

Canada: 0.25 0.25 5.33 4.00°
Mexico: 0.25 0.25 1.50 1.50
United States: 0.92 0.70 1.00 1.00

Cotton and manmade fiber fabrics and made-ups (million square meter equivalents)

Canada: 7.00 7.00 71.77 71.77¢
Mexico: 7.00 7.00 24.00 22.80¢
United States: 2.00 15.00¢ 2.00 1.40

Cotton and manmade fiber spun yarn (million kg)

Canada: 1.00 1.00 11.81 6.00
Mexico: 1.00 1.00 1.00 0.70
United States: 1.00 1.008 1.00 0.95

aAs with NAFTA, certain of these garments must always meet the NAFTA or USMCA tariff-shift rule of origin to qualify for duty-free treatment,
including garments of blue denim fabric, oxford cloth, certain circular knit fabrics, or certain knit sweaters.

® NAFTA set a sublimit for men’s or boys’ wool suits of U.S. category 443 at 5,016,780 of the 5,066,948 square meter equivalents, while the
USMCA sets the sublimit quantity at 3,800,000 of the 4,000,000 square meter equivalents for the wool apparel TPL.

¢ NAFTA established two sublimits under this TPL for knit fabric (HTS chapter 60) and certain goods of HTS chap. 63; and other fabrics and
made-ups of HTS chapters 52 through 55, 58 and the rest of 63, each set at 38,642,828 square meter equivalents. USMCA does not change the
scope or quantitative levels for the sublimits.

9 NAFTA established two sublimits for knit fabric (HTS chap. 60) and certain goods of HTS chap. 63 set at 18,000,000 square meter equivalents;
and other fabrics and made-ups of HTS chap. 52-55, 58 and the rest of 63 at 6,000,000 square meter equivalents. The USMCA maintains HTS
chapter 60 and 63 set at 18,000,000 square meter equivalents, while reducing other fabrics and made-ups to 4,800,000 square meter
equivalents.

€ NAFTA limits U.S. exports to Canada under this TPL to goods of HTS chap. 60 only. The USMCA expands the scope of coverage for this TPL
from the United States into Canada to goods of HTS chap. 60 or heading 6303.

f USMCA adds two new sublimits of 3,000,000 kg each for acrylic yarns of HTS headings 55.09 or 55.11, and other yarns of HTS headings 52.05
through 52.07, or 55.09 through 55.11. The USMCA also expands the scope of coverage for the yarn TPL for trade between the United States
and Canada by also including yarn of HTS heading 56.05 formed in the United States or Canada from fibers obtained outside of the parties.

& USMCA expands the scope of coverage for the yarn TPL for trade between the United States and Canada by also including yarn of HTS
heading 56.05 formed in the U.S. or Canada from fibers obtained outside of the parties.

Unit of measurement is square meter equivalents for all TPLs except for yarn, which is measured in kilograms (kg).

Source: USTR, USMCA full text (6-A-1-3) and NAFTA texts; USTR, USMCA, Chap. 6, Annex 6.A, App. 1-3 and NAFTA texts.

Effects

The technical modifications in USMCA are important to both manufacturers and importers of textiles
and apparel potentially affected by the agreement, and would affect the sourcing patterns for certain
inputs and finished goods.?*®> However, the updates are not likely to greatly increase or decrease the

235 Industry representatives differ on their views of the of tariff preference levels (TPLs). NCTO made elimination of
the TPLs the top priority for the USMCA negotiations and are disappointed that they remain; USFIA asserts they
are an integral part of why members use NAFTA; AAFA states that the TPLs help to build capacity for cut-and-sew
operations which, in turn, create greater demand for originating yarns and fabrics. USITC, hearing transcript,
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overall utilization of USMCA’s duty-free provisions. While some changes to the preference rules of origin
would make it easier for some textile and apparel products to qualify for duty-free treatment, other
changes will simultaneously make it more challenging for other products that satisfy the current NAFTA
rules to do the same. In aggregate, these changes can be expected to more or less balance each other
out.z® The effects of USMCA’s changes to customs enforcement appear more clearcut: domestic
manufacturers and importers alike would welcome effective enforcement of the agreement’s ROOs.?’

Overall, the changes to the TPLs for non-originating goods appear unlikely to have much effect on trade
in these goods between the parties. In each instance where USMCA would cut the quantitative limit on a
particular U.S. import from Canada or Mexico, the limit was not fully utilized in the past, and even the
new, reduced limit exceeds actual imports in 2017.%38 The limits on U.S. imports from Canada and
Mexico that are typically fully used would remain unchanged under USMCA.?* One area of potential
growth for the U.S. industry is exports of cotton and manmade fiber apparel, and cotton and manmade-
fiber fabric and made-ups where the limits would be increased. In 2017, under NAFTA, the Canadian
limit on imports of cotton/manmade fiber apparel from the United States was fully utilized.2*

November 16, 2018, 386—87 (Julia Hughes, USFIA), 397-98 (Augustine Tantillo, NCTO), and 408 (Rick Helfenbein,
AAFA).

236 On the changes to the chapter rules, NCTO applauds the inclusion of rules for narrow elastic fabrics, sewing
thread, and pocket bag fabrics stating that these materials are readily available from U.S. and Mexican producers
whose facilities are not currently running at full capacity; USFIA notes it is not possible to track the current source
origin for these materials, so it is uncertain what the impact will be, but the change represents a further
complication of the rules which are already onerous in terms of record keeping and audit preparation. USITC,
hearing transcript, November 16, 2018, 413 (Julia Hughes, USFIA), 414 (Augustine Tantillo, NCTO).

27USITC, hearing transcript, November 16, 2018, 476—77 (Augustine Tantillo, NCTO; Rick Helfenbein, AAFA; Julia
Hughes, USFIA).

238172017, under NAFTA, the U.S. limit on imports from Canada of cotton/manmade-fiber apparel was 88.3 million
square meters equivalent, with quota charges of 3.9 million square meters equivalent (4.46 percent); of wool
apparel was 5.3 million square meters equivalent, with quota charges of 1.8 million square meters equivalent
(32.91 percent); and of yarn was 11.8 kg, with quota charges of 3.5 kg (29.84 percent). In 2017, under NAFTA, the
U.S. limit on imports from Mexico of cotton/manmade-fiber fabric and made-ups was 24 million square meters
equivalent, with quota charges of 20.8 million square meters equivalent (86.76 percent), and of yarn was 1 million
kg with no quota charges. USCBP, Commodity Status Report,
https://www.cbp.gov/sites/default/files/assets/documents/2018-
Mar/Final%20Quota%20Status%20Report%20DEC%2031%202017.pdf (accessed December 7, 2018).

239 |n 2017, under NAFTA, the U.S. limits on cotton/manmade-fiber fabric and made-ups from Canada, and
cotton/manmade-fiber apparel and wool apparel from Mexico, were fully utilized. USCBP, Commodity Status
Report, https://www.cbp.gov/sites/default/files/assets/documents/2018-
Mar/Final%20Quota%20Status%20Report%20DEC%2031%202017.pdf (accessed December 7, 2018).

240 Government of Canada, “Free Trade Agreement Tariff Preference Level Utilization 2017 Imports” (accessed
December 7, 2018).
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Agricultural Products

Chapter 5
Agricultural Products

Overview

Most trade in agricultural products between the United States, Canada, and Mexico is duty free under
NAFTA and would continue to be duty free under USMCA. However, some restrictions on agricultural
trade remain. Canada maintains a supply management system including tariff-rate quotas (TRQs) that
protect its domestic producers of dairy products and poultry and egg-containing products from imports.
At the same time, the United States maintains TRQs on sugar and sugar-containing products (SCPs) and
dairy products. Restrictions on trade in these products would be slightly eased under USMCA. According
to the Commission’s economy-wide modeling results, USMCA is likely to lead to slight increases in U.S.
exports of dairy products, poultry meat, eggs, and egg-containing products to Canada, and to a slight
increase in Canada’s exports of dairy products to the United States and a minimal increase in Canada’s
exports of sugar and SCPs to the United States. Additionally, USMCA provisions address nontariff
measures that will likely increase exports of U.S. wheat and alcoholic beverages to Canada. Overall,
USMCA will likely increase annual U.S. agricultural and food exports to the world by $2.2 billion

(1.1 percent) when fully implemented, including all other USMCA provisions described in chapter 2 of
this report.2* A Commission simulation that considered only the effects of the agriculture market access
provisions in USMCA showed increased U.S. agriculture and food exports to the world of $435 million.?*?

This chapter focuses on USMCA provisions affecting trade in agricultural goods with Canada and Mexico.
These include provisions that provide additional market access for the dairy, poultry, and sugar sectors;
provisions that reduce nontariff measures affecting alcoholic beverages and wheat trade; and
crosscutting provisions affecting sanitary and phytosanitary (SPS) measures, TRQ administration, and
biotechnology. The chapter begins with a snapshot of agricultural trade with Canada and Mexico in
2017, followed by a summary of key USMCA provisions. Several sectoral and crosscutting sections follow
which highlight specific provisions and their likely effect on trade.

Estimates of increased trade in dairy, in poultry and eggs, and in sugar resulting from the market access
provisions for those products were generated from sectoral results of the Commission’s economy-wide
model. Effects of the other USMCA provisions for agriculture presented in this chapter are based on
qualitative analysis.

241 Quantitative effects of USMCA presented in this chapter were generated by the Commission’s economy-wide
model, which includes the effects of USMCA agriculture market access provisions as well as other USMCA
provisions affecting motor vehicles, intellectual property rights (IPRs), e-commerce, labor, international data
transfer, cross-border services, and investment. For a full discussion, see chapter 2. In addition, although the
baseline for the Commission’s model incorporated certain additional tariffs related to U.S. section 232 and

301 actions, the Commission’s model did not measure the effects of these policy changes. Therefore, the results
presented here reflect the effects of USMCA only. A similar simulation that excluded the additional tariffs related
to U.S. section 232 and 301 actions from the baseline had similar results for effects of USMCA.

242 |n the simulation that considered only the agriculture market access provisions, total U.S. agriculture and food
imports were estimated to increase by $80 million.
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U.S. Trade with Canada and Mexico

Canada and Mexico are both significant trading partners for U.S. agricultural products (table 5.1). In
2017, Canada and Mexico each accounted for 18 percent of U.S. agricultural imports, and for 17 percent
and 13 percent, respectively, of U.S. agricultural exports. There are no market access provisions in
USMCA that address food and agricultural products trade between the United States and Mexico, so
most of the change will likely be in trade between the United States and Canada.

Table 5.1 U.S. agriculture products general imports and total exports to Canada, Mexico, and the rest of
the world, 2017 (million dollars)

Sector Imports Exports

Canada Mexico  Rest of world Canada Mexico  Rest of world
Wheat 684 3 5 19 860 5,217
Sugar 1,219 1,351 2,283 893 826 778
Dairy 125 93 2,058 442 1,257 2,940
Alcoholic
beverages 571 4,644 13,903 859 233 3,266
Poultry meat 295 14 154 451 575 2,779
All other 23,114 20,547 69,811 23,411 15,367 90,851
Sum 26,008 26,651 93,428 26,075 19,119 105,831

Source: USITC DataWeb (accessed November 19, 2018).

Summary of Key Provisions

A number of key USMCA provisions for agriculture create new market access in the region, mainly in the
United States and Canada. USMCA provides for U.S. country-specific TRQ volumes for chicken, for eggs
and egg-containing products, and for many dairy products in Canada. USMCA also increases within-
guota global TRQ volumes for turkey meat and for hatching eggs and chicks imported into Canada.
Canadian producers gain some additional access to the U.S. market for sugar and SCPs and some dairy
products through a higher TRQ volume. The agreement will also require Canada to eliminate its class

6 and class 7 milk classes,?** and will establish export thresholds above which global Canadian exports of
certain skim solid milk products would be subject to export charges.

The agreement also addresses some technical barriers to trade that have limited U.S exports to Canada
of alcoholic beverages, grains and oilseeds, and cheese. The agr