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PREFACE

Following receipt on September 23, 1992, of a request from the House Committee on Ways and
Means and the Senate Committee on Finance (appendix A). the U.S. International Trade
Commission instituted investigation No. 332-337 under section 332(g) of the Tariff Act of 1930
(19 US.C. 1332(g)) on October 23, 1992. The purpose of this report is to analyze the short- and
long-term costs and benefits of the North American Free-Trade Agreement (NAFTA) for the U.S.
economy, focusing on important industrial, enérgy, agricultural, and service sectors.

Copies of the notice of the investigation were posted in the Office of the Secretary, U.S.
International Trade Commission, Washington, DC 20436, and the notice was published in the
Federal Register (57 FR. 49192) on October 30, 1992. An amendment to the scope of the
investigation was published in the Federal Register (57 FR. 54856) on November 20, 1992. The
Commission held a public hearing in connection with the investigation on November 17-19, 1992.
All persons were allowed to appear by counsel or in person, to present information, and to be Lieard.
In addition, interested parties were invited to submit written statements concerning the
investigation.

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

iii






Part 1.

.+ Chapter 1.
“* Chapter 2.

Part IL.
Chapter 3.
Chapter 4.
Chapter 5.
Chapter 6.
Chapter 7.
Chapter 8.
Chapter 9.

Chapter 10.
Chapter 11.
Chapter 12.
Chapter 13.
Chapter 14.
Chapter 15.
Chapter 16.

Part I11.

Chapter 17.
Chapter 18.
Chapter 19,
Chapter 20.

Part IV.

Chapter 21.
Chapter 22,
Chapter 23.
Chapter 24.
Chapter 25.
Chapter 26.
Chapter 27,
Chapter 28.
- Chapter 29.
Chapter 30.
Chapter 31.
Chapter 32.
Chapter 33.

TABLE OF CONTENTS

Economic developments in Mexico and likely impact of
NAFTA on member economies

Introduction ...........coiiiii i e
Likely impact of NAFTA on membereconomies .."................cc.ovvnnunnn...

The likely impact of NAFTA on U.S. industrial sectors

Key NAFTA provisions affecting industrial sectors . .. ...........oviiiinnnnn...
AUtOmOVE PIOQUCLS . . . .« ottt it ettt e et ettt e et e e e e e e e
Computers, computer components, electronics . ............c.coeeeeiieeniinan..,
Machine tOOIS . ... .utriie ittt e it et et et e
Bearings . ... . i e e e e
Textilesand apparel .............. ... L.l et e
Pharmaceuticals .. ........ ..ottt i e e
Steel mill products .. ......ooiiin i e e
Flatglass ...........cooviiiiiiiiis SN e e
Household glassware . .. ........oiiiiiiiiiii i iiiiiiineseireeannnns
Ceramic floorand wall tiles . ........c.... . it ii e
ChemiCals .. ..vvtr e tiir oo ei ettt e, e
Industrial machinery ............... e e S
Major household appliances ....................... e e e

The likely impact of NAFTA on U.S. energy sectors

Key NAFTA provisions affecting energy sectors ...............c.ccvviiienennnnn.
Petroleum, natural gas, and related services . ........... ... i,

Primary petrochemicals ............c.oiiiiitiiiiiiiiie e iiiiiaiiieneaas
Electricity transmission . ... .....vtttt it e i e e

The likely impact of NAFTA on U.S. agricultural sectors

Vegetables ... ...ttt i i e e
L@ 1T o7 011 ot 1 P
Other fruit (fresh and processed) ...ttt
Livestock and meat .........cvuitiniiinenernenerenreeeconnenennnsaonsenens

Alcoholic beverages ......... b e e e
Lumber and wood products .. ......c.cuuiueieoneei it e
)7 S

.............................................................

Page
iii

vii

11-1
12-1
13-1
14-1
15-1
16-1



TABLE OF CONTENTS—Continued

Part IV. The likely impact of NAFTA on U.S. agricultural

sectors—Continued

Chapter 34. Sugar-containing products
Chapter 35. Dairy products
Chapter 36. Peanuts
Chapter 37. Cotton

...................................................
.............................................................
..................................................................

...................................................................

Part V. The likely impact of NAFTA on U.S. service sectors

Chapter 38. Key NAFTA provisions affecting service sectors
Chapter 39. Telecommunication services
Chapter 40. TranSpOrtation ... ...........ueuuineinirenesnenenneanineanennenionenesneanss
Chapter 41. Construction and engineering
Chapter42. Banking ..........o. ittt ittt araaeereterrerennaannnns
Chapter 43. Insurance

..................................

..................................................
.................................................

.................................................................

Appendixes

cRequestletter ... e et e e i
Institution Of INVESHGAtON .. ... ..ttt ete et tttrrnnennnnnsannnenneeosasesenneeeanenns

Amendment to scope of InVestigation ........... ... it i i e i
List of submissions and hearing partiCIpants ..............c.utinrinninnrneeneneenrnreeenenss
Overview of implementation process in NAFTA countries
Staged tariff reductions under NAFTA
Methodology for sector-level analyses

.....................................

.....................................................

oEEUN® >

......................................................

vi



EXECUTIVE SUMMARY

This report examines (1) the overall economic effects of the North American Free-Trade
Agreement (NAFTA) on the economies of the United States, Mexico, and Canada; (2) the key
NAFTA provisions and related legal changes for the United States, Mexico, and Canada that may
significantly affect individual sectors; and (3) the short- and long-term impact of NAFTA on
important industrial, energy, agricultural, and service sectors of the U.S. economy. The report also
summarizes recent economic developments in Mexico that, in conjunction with NAFTA, are likely
to affect the potential for U.S. investment and market access in Mexico.

Since the mid-1980s, Mexico has been opening its-economy to foreign competition by
liberalizing its trade and investment policies, privatizing many state-owned or -controlled
economic sectors, and reducing subsidies. NAFTA will remove many remaining barriers to trade
and investment and will help to ensure that Mexico’s recent economic reforms remain in place, thus
paving the way for greater economic integration among the three countries.

Under NAFTA, the United States and Canada will gain greater access to the Mexican market,
which currently is the fastest growing major export market for ‘U.S. goods and services. Second,
NAFTA will create investment opportunities that will facilitate trade among the member countries
in many sectors and that may reduce impediments to future trade growth. Third, NAFTA will lead to
a more predictable business environment, reducing risks associated with investment and other
business decisions. Fourth, NAFTA will improve the competitive position of certain U.S. sectors in
North American and global markets. Finally, NAFTA is an important step towards free trade
throughout the hemisphere. However, as noted below, NAFTA is also likely to affect certain U.S.
sectors adversely.

NAFTA incorporates on a trilateral basis most of the provisions of the existing United
States-Canada Free-Trade Agreement (CFTA) and in many instances expands upon those
provisions. Because both the United States and Canada already have implemented CFTA, the
principal effects of NAFTA on U.S. economic sectors will result from changes in United
States-Mexico trade and investment. Mexico will be required to make many more legal changes
than either the United States or Canada to implement NAFTA,

Trade and investment within North America are important to all these nations. The United
States and Canada are each other’s major trading partner and Mexico is the United States’
third-largest partner after Canada and Japan. In 1991, Canada accounted for 19 percent of U.S.
merchandise trade, Japan 15 percent, and Mexico 7 percent. The United States is Mexico’s largest
trading partner and source of foreign direct investment (FDI), accounting for almost 70 percent of
total Mexican trade in 1991 and 61 percent of Mexico’s cumulative FDI by value as of June 1992,
Mexico is likely to benefit substantially more from NAFTA than either the United States or Canada .
because its gross domestic product (GDP) is only 5 percent of U.S. GDP, its economy historically
has been closed, and trade with the United States is relatively more important to its economy.

Economic Trends in Mexico

e Mexico’s ongoing market-oriented reforms have spurred foreign investment and trade,
leading to higher growth for the nation’s economy overall. Austerity measures have
reduced inflation from triple-digit levels as recently as 1987 to an estimated 11 percent in
1992. Following economic stagnation during 1982-88, the Mexican economy grew by an
annual average rate of nearly 4 percent during 1989-91. In 1992, however, economic
growth in Mexico is expected to slow to 2.7 percent. FDI in Mexico in 1991 rose by 81
percent over the 1990 level, and foreign portfolio investment roughly quadrupled in both
1990 and 1991. During the first half of 1992, FDI rose by 13 percent over the 1991 penod,
whereas foreign portfolio investment fell by 3 percent.



Mexican exports grew by 19 percent during 1989-91, and imports rose by 50 percent.
During January-July 1992, Mexican exports rose only 1 percent over the 1991 period,
whereas imports accelerated 29 percent. The growth in Mexican imports is largely due to
increased purchases of capital goods to support Mexico’s modernization of its
manufacturing base and infrastructure. The United States supplies two-thirds of
Mexico’s total imports, and capital goods are a leading U.S. export to Mexico. Since 1989
the Mexican trade deficit has widened and reached $11.4 billion in January-July 1992,
surpassing the deficit for all of 1991.

Remaining economic challenges for Mexico include financing its growing trade deficit,
alleviating the shortage of highly skilled workers, and expediting improvement of the
highway system, electricity, and telecommunications. The Government has recently
launched efforts to modernize infrastructure in conjunction with private participation, as
well as to improve education, productivity, and product quality.

Mexico’s regulatory reforms have been accompanied by efforts to address environmental
issues. While Mexican environmental laws and regulations are in many instances
comparable to those in the United States, concern remains about Mexico’s enforcement
of such laws and regulations. The Mexican Government has stated its commitment to
stricter enforcement and has recently taken additional actions toward this end.

Likely Impact of NAFTA on Member Economies

Empirical evaluations generally conclude that NAFTA is likely to produce net aggregate
gains for each of the member countries in both the short term (within 1 year) and long
term (after complete phase-in of NAFTA). Estimated long-term gains in U.S. and
Canadian real GDP are 0.5 percent or less. Projected long-term gains in Mexican real
GDP range from 0.1 to 11.4 percent.

Projected long-term gains in aggregate employment are less than 1 percent for the United
States and Canada but up to almost 7 percent for Mexico. Expected increases in average
real wages are 0.3 percent or less for the United States, 0.5 percent or less for Canada, and
0.7 to 16.2 percent for Mexico. Although the evidence on the direction of real wage effects

.for low-skilled and high-skilled U.S. workers is mixed, the preponderance of evidence

indicates an almost indiscernible effect on U.S. wage rates for both low-skilled and
high-skilled workers. .

NAFTA is expected to expand U.S.-Mexican trade substantially. Estimated gains in U.S.
exports to Mexico range from 5.2 to 27.1 percent. Projected increases in U.S. imports
from Mexico range from 3.4 to 15.4 percent.

NAFTA is expected to provide further impetus for increased FDI in Mexico. Analysts
disagree over the likely origin and magnitude of the expected increase in FDI, but

- generally agree that such investment flows will provide Mexico with greater benefits than

will the reduction in trade barriers.

NAFTA is expected to have minimal additional effects on trade and investment between
the United States and Canada, because the majority of NAFTAs provisions have already
been implemented under CFTA. Canadian gains under NAFTA are expected to be small,
reflecting the existing CFTA and the low level of trade and investment flows between
Mexico and Canada.

Mexico’s improved access to advanced technology could lead to a long-term increase in
Mexico’s rate of economic growth (i.e., dynamic gains). The United States and Canada, as
longstanding participants in a global open trading regime, may not realize substantial
dynamic gains from NAFTA, but will most likely benefit from market opportunities
created by economic growth in Mexico. :

NAFTA's impact on the United States will vary from region to region. Various economic
studies suggest that the border region will benefit substantially under NAFTA. The sector
analyses in this report suggest that the effects on U.S. industries in other regions will range
from beneficial to adverse. '



Based on the sectors covered in this report where regional effects were identified, regions
more likely to be affected by long-term production and employment changes as a result of
NAFTA are the Midwest, the South, and the West. Industries in these regions likely to
experience gains are machine tools, bearings, industrial machinery, steel mill products,
pharmaceuticals, textiles, grains and oilseeds, cotton, lumber and wood products, and
automotive parts. Industries in these regions likely to experience losses are automobiles,
apparel, flat glass, certain household glassware, major household appliances, shrimp, -
peanuts, certain fresh and frozen vegetables, citrus juice, and fresh-cut roses. Likely
production and employment effects for U.S. industries in other regions are noted in
chapter 2 of this report. .

Key NAFTA Provisions Affecting U.S. Trade and Investment

The key NAFTA provisions affecting U.S.-Mexican investment and trade include the
removal of tariffs and quotas, the imposition of strict and transparent rules of origin, and
the limitation on duty drawback. NAFTA also will require changes in Mexican law or the
maintenance of recent Mexican reforms to ensure removal of many restrictions on FDI,
stronger intellectual property protection, and a more open ‘services market and
government procurement process for U.S. firms. -

NAFTA prohibits the adoption of new customs duties on qualifying goods and contains a
schedule of staged duty reductions for each party, divided into four general staging
categories plus a category for goods remaining free of duty. The staged duty reductions
affecting U.S. trade with Mexico are approximately as follows (based on a percentage
distribution of 1990 trade): ' '

U.S. imports U.S. exports

. - ) S
Catﬁﬂ ' from Mexico to Mexico
A free on implementation) .......... 53.8 31.0
B free within 5 0years) .............. 85 : 17.4
C free within 1 years; e e 23.1 . 318
C+ free within 15 years) ...... e 7 ) 14
D ' 13.9 17.9

currently free) ................... O

Note.—U.S. imports from Mexico in category D are principally those imports
entered under duty-free most-favored-nation rates. it should be noted thatthere are
duty-free imports from Mexico under other tariff provisions, such as the Generalized
System of Preferences and those relating to production sharing programs. In totaf,
about 45 percent of U.S. imports from Mexico enter duty-free. For further discussion
of the data, see appendix F of this report.

NAFTA rules of origin are intended to ensure that the benefits of tariff reductions will
accrue principally to the NAFTA parties and to provide incentives for North American
production and sourcing. Comparing CFTA to NAFTA, to qualify as a North American
product under NAFTA a number of industrial sectors would be subject to stricter and
more detailed change in tariff classification rules, higher and more stringent
value-content requirements, and rules requiring that certain subassemblies be produced
in North America. These sectors include automotive goods, computers and other
electronic equipment, machine tools, steel mill products, textiles and apparel, major
household appliances, industrial machinery, and bearings.

The limitation on duty drawback will contribute to the establishment of an integrated
North American market by discouraging the creation of “export platforms” in one
NAFTA country to serve markets in another NAFTA country. The NAFTA limitation is
intended to ensure that when non-North American components and raw materials are
imported into North America, they will be subject to ordinary customs duties without
regard to whether such imports are consumed in the country of importation or shipped to
another NAFTA country. _



In most cases NAFTA will require that each country’s federal government procurement
process for covered goods be opened further on a nondiscriminatory basis to suppliers
from the other NAFTA nations. The elimination of most domestic procurement
preferences and the requirement for transparent procedures represent the first legal
obligations for open competition in the Mexican Government’s procurement market,
since Mexico, unlike the United States and Canada, is not a signatory to the General
Agreement on Tariffs and Trade (GATT) Agreement on Government Procurement.’

Likely Impact on U.S. Industrial Sectors

The United States in 1991 recorded a favorable balance of trade with Mexico in the
industrial sectors covered in this report, with U.S. exports to Mexico of $16.8 billion
exceeding U.S. imports from Mexico by $1.1 billion. U.S. tariffs on Mexican goods
average 3 percent in nominal terms, whereas Mexican tariffs on U.S. products average 10
percent. However, the effective tariffs for bilateral trade are lower because of the
magquiladora arrangement and other ‘special customs’ programs. In addition to tariffs,
restrictions such as U.S. quotas on textiles and apparel and Mexican domestic content and
investment requirements have acted as barriers to trade and investment.

The United States in 1991 posted a trade surplus with Canada in the covered industrial

- sectors, with U.S. exports to Canada of $46.8 billion exceeding U.S. imports from Canada

by $2.8 billion. Tariffs on all products except selected agricultural goods traded between
the United States and Canada are already being phased out under CFTA, and no major
nontariff restrictions remain.

The United States accounts for a large portion of total FDI in Mexico’s industrial sectors,

primarily under the maquiladora program (which involves the processing or assembly of
U.S. components in Mexico for export to the United States). Under NAFTA, U.S.

investment in Mexico is expected to increase between 6 and 15 percent in major

household appliances, and computers, computer components, and electronics in the short

term, and in bearings and pharmaceuticals in the long term. Long-term increases in U.S.

investment to Mexico of 16 percent or more are anticipated for autos and automotive

parts; computers, computer components, and electronics; major household appliances;

and apparel. Some of the expected growth in U.S. investment in sectors such as apparel

and computers, computer components, and electronic equipment is likely to represent a’
shift in investment from East Asia and other developing countries to Mexico.

NAFTA is likely to result in short- and long-term increases in U.S. trade with Mexico in all
industrial sectors covered. Long-term increases of between 6 and 15 percent are expected
in U.S. trade in the following sectors (in some broad sectors both imports and exports are
expected to increase): '

U.S. exports U.S. imports

bearings bearing‘s

machine tools household glassware
steel mill products steel mill products
pharmaceuticals

industrial machinery

chemicals

major household appliances

Long-term increases of 16 percent or more are likely as a result of NAFTA in the following
sectors:

U.S. exports U.S. imports

autos and automotive parts autos and automotive parts

computers, computer components, computers, computer components,
and electronics and electronics

textiles and apparel : textiles and apparel

ceramic tile ceramic tile

household glassware major household appliances



Many sectors of U.S. industry are much larger and more technologically advanced than
their Mexican counterparts, giving U.S. producers a competitive advantage. However,
U.S. producers are at a substantial disadvantage with Mexican firms in terms of wage
rates, although this disparity is offset in part by lower productivity and rising costs in
Mexico associated with financing, transportation, and infrastructure.

U.S. production and employment gains of between 1 and 5 percent in the long term are
likely in industrial machinery, and in computers, computer components, and electronics;
gains of less than 1 percent are likely in machine tools, bearings, textiles, pharmaceuticals,
steel mill products, and chemicals. The automotive parts industry is expected to gain 6 to
15 percent in production and less than 5 percent in employment in the long term.

U.S. production and employment losses of less than § percent are likely in apparel in both
.- the short and long term. Losses between 6 and 15 percent in the long term could occur in
.. major household appliances, flat glass, and certain segments of household glassware and
-, ceramic tile. Although the automotive products sector is likely to be virtually unaffected
by NAFTA in the short term, automobile production and employment likely will decline
in the long term by less than S percent.

NAFTA is expected to have a small but positive effect on the ability of many U.S.

.industrial sectors to compete in both North American and global markets. In particular,
- the agreement is expected.to boost the ability of the U.S. bearings and textile industries to
- compete in North America, and to benefit certain major U.S. apparel firms in competing
- with East Asian products in the United States and Mexico. For the majority of U.S.

apparel firms, however, and for the household glassware industry, the elimination of

quotas and/or duties is likely to generate added competition in the U.S. market by
“Mexican producers.

Likely Impact on U.S. Energy Sectors

U.S. trade with Mexico in energy products covered in this report was marked by a deficit
of $4.6 billion in 1991. Currently, the opportunities for U.S. trade and investment in
Mexican energy sectors are very limited. Virtually all aspects of investment, production,
and distribution are reserved to the State. Although U.S. companies provide a significant
amount of the services procured by the Mexican parastatals—Petroleos Mexicanos
(PEMEX) and Comision Federal de Electricidad (CFE)—current procurement
procedures tend to favor Mexican suppliers.

The U.S. trade deficit with Canada in energy products covered in this report was $8.6
billion in 1991. The Canadian energy sectors are relatively open to U.S. trade and
investment. The energy provisions of NAFTA are virtually identical to those of CFTA -
and, thus, are not likely to have any added effect on U.S.-Canadian energy trade and
investment.

NAFTA recognizes Mexico’s constitutional reservation of State ownership and control of
most of its energy industry, including ownership of subsoil resources, investment in
exploration and production, control of services related to energy products, and
distribution of these products in Mexico. Because Mexico is not bound by most of the
energy provisions in NAFTA, there is only minimal potential for increased energy trade
and investment between the United States and Mexico as a result of NAFTA. Little or no
increase in U.S. production and employment is likely. -

NAFTA does provide, however, some increased opportunities for U.S. service providers -
to contract with PEMEX and CFE. The agreement’s government procurement provisions
will permit foreign firms to bid on 50 percent of PEMEX and CFE contracts immediately
on a non-discriminatory basis and the percentage will increase to 100 percent of such
contracts after 9 years, subject to some specific exceptions.

NAFTA will also permit private U.S. and Canadian investment in the production of most
petrochemicals and in certain .electricity generating facilities (self-generation,
cogeneration, and independent power plants), although public sale of electricity remains
prohibited. '



Likely Impact on U.S. Agricultural Sectors

In the agricultural sectors, U.S, trade with Mexico generated a surplus of $53 million in
1991: Currently, about 40 percent of Mexican agricultural goods enter the United States
duty-free and the remaining products are dutiable at an average rate of 8 percent ad -
valorem. U.S. agricultural exports to Mexico are subject to year-round and seasonal
tariffs of 10 percent or more. In addition to tariffs, the United States maintains quotas on
certain agricultural imports from Mexico, and Mexico requires import licenses for U.S.
agricultural products. U.S. health and sanitary requirements reportedly have slowed the
trade flow from Mexico in certain products.

Canada is the only significant agricultural trading partner with which the United States
has a trade deficit.in the sector. In 1991 the U.S. trade deficit with Canada in the
agricultural sector totaled $239 million; in addition, in lumber and wood products the
United States posted a much greater trade deficit with Canada of $2.4 billion.

The most significant NAFTA provisions affecting trade in agriculture relate to market
access. In part, these provisions provide for tariffication of nontariff barriers and the
subsequent elimination of these and existing tariffs. The agreement provides different
arrangements for the treatment of agricultural trade between the United States and
Mexico and between Canada and Mexico. Because of these differences and the existence
of CFTA, NAFTA has no practical effect on tariffs and on most nontariff barriers
applicable to U.S.-Canadian trade in agricultural products. .

U.S. investment in Mexican agriculture is small compared with investment in
manufacturing and services. However, it is expected to increase in the long term by 6 to 15
percent for poultry and fish processing; investment is likely to increase between 6-and 15
percent in the short term and by 16 percent or more in the long term for citrus products,
grains and oilseeds, and alcoholic beverages. U.S. investment in domestic fresh-cut roses
1s expected to decline between 6 and 15 percent in both the short and long term as a result
of added Mexican investment in its domestic industry and anticipated increases in U.S.
imports from Mexico. C a

NAFTA’s effect on U.S. agricultural trade is likely to be relatively small compared with
current sector production. NAFTA is likely to result in long-term increases of 6 to 15
percent in U.S. exports to Mexico of alcoholic beverages and canned sardines and in U.S. .
imports of Mexican. citrus juices (especially frozen concentrated orange juice) and
fresh-cut roses. Long-term increases of 16 percent or more are likely in U.S. exports to
Mexico of grains and oilseeds, deciduous fruits, poultry, swine and pork, beef offals, fresh
citrus, and certain cut flowers (including high-quality roses). '

NAFTA is likely to have little or no impact on most agricultural sectors examined in this
report. Sectors likely to experience production and employment gains of 1 to 5 percent in
the long term include fisheries and grains and oilseeds. Production and employment
losses of less than 5 percent in the short or long term are expected in citrus juice, g?i.]mp,
certai)n fresh and frozen vegetables, peanuts, and fresh-cut flowers (including fresh-cut

roses). : .

NAFTA is not likely to affect the overall ability of U.S. agriculture to compete globally.
Certain U.S. agricultural sectors are likely to be more cost competitive in the North
American market over time, including grains and oilseeds, decidudus fruit, poultry,
certain livestock and meat, alcoholic beverages, cotton, and dairy products. Removal of
U.S. tariffs under NAFTA is expected to result in a slight decline in the U.S. share of the
North American market for citrus juice, certain frozen vegetables, noncitrus fruits (e.g.,
grapes, melons, and strawberries), and fresh-cut roses.

NAFTA's impact on trade in agricultural goods subject to U.S. quotas will likely vary. U.S.
sugar imports from Mexico and sugar exports to Mexico will depend on whether or not
Mexico eventually becomes a net surplus producer of sugar. For goods subject to section
22 quotas (cotton, dairy products, peanuts, and sugar-containing articles), NAFTA will
likely have little or no effect on the level of U.S. imports from Mexico. For U.S. exports to
Mexico, NAFTA will likely result in little or no increase in sugar-containing articles and in
long-term gains of 16 percent or more in cotton and dairy products (especially nonfat dry
milk), and less than 5 percent in peanuts.



Likely Impact on U.S. Service Sectors

U.S. services sales to Mexico of approximately $8 billion represent a very small fraction of
the industries’ $257 billion in worldwide sales. Restrictions prevented U.S. companies in
most service sectors from providing services to Mexico directly through a local
establishment and in many cases from providing services on a cross-border basis.

CFTA enabled U.S. service providers to increase their already significant investment and
participation in the Canadian services market. U.S.-Canadian services trade and
investment are not expected to change appreciably under NAFTA. The principal
exception is in construction and related services, for which Canada has agreed to go
beyond CFTA obligations to open its federal government procurement of these services
to U.S. providers over a 10-year period.

The benefits and obligations provided to Mexico under NAFTA are similar to those
contained in CFTA. NAFTA is expected to create opportunities in Mexico for U.S.
service providers, either through increasing cross-border trade or by investing in or
establishing Mexican enterprises. U.S. investment is expected to increase by 6 to 15
percent in Mexico’s telecommunications and banking services sectors in the long term. A
similar increase is expected in U.S. investment in Mexican transportation services in the
short term and is likely to exceed 16 percent in the long term. Mexican investment in the
transportation services industry is anticipated to increase between 6 and 15 percent,
concentrated in the U.S. border States.

Removal of Mexico’s restrictions on foreign equity ownership in the insurance market is
likely to result in an expansion of U.S. investment in this market by 16 percent or more in
both the short and long term. However, cross-border trade in insurance services will
remain small and largely unaffected by NAFTA because of different regulatory practices
in each country (at the state or province level) requiring that insurance transactions be
conducted only by formally licensed companies or subsidiaries (not branches) within a
given jurisdiction.

U.S. receipts from sales to Mexico of telecommunication, transportation, construction
and engineering, and banking services are likely to increase in the long term between 6
and 15 percent as a result of NAFTA. Specialized environmental engineering services will
offer potential growth opportunities for U.S. firms. U.S. payments to Mexico for
transportation, engineering, and construction services are expected to rise by 5 percent or
less in both the short and long term, with the increases accruing primarily to border areas.

U.S. operations and employment in most services sectors covered in this report are
expected to increase relatively little in the short term and by less than 5 percent in the long
term as a result of NAFTA. The principal exception is transportation services where U.S.
firms are currently unable to provide cross-border services with Mexico. The U.S. sector is
expected to show gains of 6 to 15 percent from the opening of Mexico’s market for
trucking and rail services under NAFTA, expected infrastructure improvements, and an
overall increased demand for transportation services generated by NAFTA.

Greater access to Mexican markets is expected to result in a small but positive increase.in
the ability of most U.S. services to compete in North America and globally as the result of
the experience gained in a developing market and the potential gateway to further trade
in Latin America. In addition, the increase in U.S. investment and trade in services in
Mexico under NAFTA will benefit other sectors, as better trucking and rail services and
increased efficiency of Mexican banks facilitate merchandise trade flows between the
United States and Mexico. Such indirect benefits from NAFTA may affect service sectors
in the United States more than will direct benefits from tariff removal only.
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CHAPTER 1
Introduction

Purpose and Scope
of Study

. Negotiations between the U.S. Government and the
Governments of Canada and Mexico on a North
American Free-Trade Agreement (NAFTA) were
concluded on August 12, 1992, and the President
notified Congress on September 18, 1992, of his
intention to enter into this agreement. NAFTA was
signed by President George Bush, Canadian Prime
Minister Brian Mulroney, and Mexican President
Carlos Salinas de Gortari on December 17, 1992.
Implementing legislation must be prepared and
ag_proved in each country before NAFTA goes into
effect.

On September 22, 1992, the House Committee on
Ways and Means and the Senate Committee on Finance
requested that the Commission conduct a study to
provide Congress with an understanding of the
potential impact of the agreement on the U.S. economy
and selected industries and of related significant
changes in U.S., Canadian, and Mexican law that the
agreement may require (appendix A). Specifically, the
Committees asked that the Commission (1) assess the
overall impact of NAFTA on the economies of the
United States, Mexico, and Canada and summarize
recent economic developments in Mexico, and (2)
analyze key NAFTA provisions and related legal
changes that may significantly affect 36 specified U.S.
sectors and the likely economic impact on these sectors
(appendix B). The Commission later amended the list
to include three additional sectors that have been
identified in numerous studies as key sectors likely to
be affected by NAFTA (appendix C). The 39 sectors
accounted for about 70 percent of U.S. trade with
Mexico and 68 percent with Canada in 1991.

‘This report is based on information drawn from
both primary and secondary sources. The Commission
heard testimony or received submissions from almost
150 organizations representing government, labar,
consulting firms, industry, Academia, and trade groups
(see appendix D for a list of submissions and hearing
participants). One Commissioner traveled to Mexico
City, Ciudad Juarez, and Monterrey, Mexico, to meet
with- Mexican Government officials and U.S. and
MexXican private sector industry officials. Commission
staff also traveled to Mexico to conduct meetings in
Mexico City, Guadalajara, and Irapuato. In addition,
extensive telephone interviews were conducted with
U.S. industry officials in examining the likely impact
of NAFTA on U.S. industrial, energy, agriculture, and
service sectors.

Overview of the
Agreement!

NAFTA creates a free-trade area comprising the
United States, Canada, and Mexico. The agreement
eliminates all tariffs on trade between the United States
and Mexico. In addition, NAFTA addresses areas such
as investment restrictions and intellectual property
rights protection. Most of the 22 chapters in the
agreement reflect trilateral agreements among the
United States, Canada, and Mexico; however, several
chapters reflect separate arrangements between the
United. States and Mexico and between Canada and
Mexico.

NAFTA has been described as “CFTA-plus.”
because it incorporates most of the provisions of the
existing United ‘States-Canada Free-Trade Agreement
(CFTA) and in many instances expands upon those
provisions.2 NAFTA includes CFTA’s exemptions for
Canadian cultural industries and agricultural com-

" modities governed by- supply-management policies.

The CFTA timetable for the mutual elimination of
duties between the United States and Canada remains
unchanged. The United States and Canada already
have made most of the changes in their laws
necessitated by CFTA,; thus, further changes to comply
with the parallel provisions of NAFTA are in most
cases unnecessary. Furthermore, both the United States
and Canada have relatively open markets, with slightly
more than 70 percent of merchandise trade between the °
United States and Canada already entering duty free.
Thus any additional changes required by NAFTA are
not likely to affect significantly U.S.-Canadian trade.

In contrast, more changes in Mexican law than in
U.S. or Canadian law will likely be required to
implement the provisions of NAFTA. Moreover, given
Mexico’s recent emergence from a more closed
economy, most of the impact on U.S. sectors is likely
to be the result of changes in U.S.-Mexico economic
relations. As a result, much of this report focuses on

! North American Free Trade Agreement Between the
Government of the United States of America, the
Government of Canada and the Government of the United
Mexican States (Washington, DC: U.S. Government
Printing Office, 1992), (provided by the Office of the
United States Trade Representative).

2 United States-Canada Free-Trade Agreement: Final
Text, Dec. 9, 1987 (provided by the Office of the United
States Trade Representative).



changes in Mexican law and the impact of NAFTA on
U.S.-Mexico investment, trade, and related economic
developments.

Procedures for implementing NAFTA differ in
each country. U.S. procedures for implementing
NAFTA are set forth in the Omnibus Trade and
Competitiveness Act of 1988, which also authorized
the President to enter into the negotiations that
culminated in NAFTA.3 The 1988 act authorized the
President to enter into bilateral tariff and nontariff
agreements with foreign countries, subject to certain
Congressional consultation requirements and special
“fast track™ procedures for approval of implementing
legislation. Bilateral agreements entered into under
such authority cannot enter into force for the United
States and become binding as a matter of domestic law
unless and until the President coniplies with specific
requirements for consultation with Congress, and
implementing legislation approving the agreement and
any changes in U.S. law are enacted into law. For a
more detailed discussion of the implementation process
in each country, see appendix E.

Under NAFTA, signatories may not increase
existing customs duties or adopt new duties on
qualifying §oods. except as otherwise provided in the
agreement.* NAFTA calls for signatories to eliminate
progressively their respective duties® NAFTA

incorporates a schedule of staged tariff rate reductions .

on qualifying goods for each NAFTA signatory.5 These
categories are detailed in the following tabulation:

" Category Date becomés duty-free
Ao On effective date of the agreement
B......... 5 years after effective date
C......... 10 years after effective date
C+ ....... 15 years after effective date
D......... Goods duty-free prior to the agreement

remain so after the effective date.

319 US.C. 2902 et seq.

4 NAFTA, art. 302(1). NAFTA signatories may
nevertheless modify their non-NAFTA tariffs (e.g.,
most-favored-nation rates of duty) and may maintain or
increase customs duties, if such duties are authorized by
any dispute-settlement provision of the General Agreement
on Tariffs and Trade ((.E;)A'I'I') or any agreement negotiated
under the GATT. NAFTA, notes 2 and 3, p. N-1.

5 NAFTA, art. 302(2).

6 NAFTA, annex 302.2. Special rules are provided for
textile and apparel goods in annex 300-B. Article 310 of
the agreement also provides that no party may adopt any
customs user fee of the type referred to in annex 310.1
for originating goods. Annex 310.1 provides that existing
customs processing and users fees, and merchandise
processing fees may not be increased and must be
eliminated. In order to eliminate the customs user fee on
originating goods from Mexico, the United States will
need to amend section 13031 of the Consolidated
Omnibus Budget Reconciliation Act of 1985. Similarly,
Mexico would need to amend its customs processing fee
law to provide that originating goods-from the United
States and Canada are no longer subject to such fee -after
June 30, 1999. CFTA eliminates custom user fees after
December 31, 1993.
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Each signatory’s schedule of duty reductions under
NAFTA sets forth the relevant base rate of customs
duty and a staging category for each tariff item in a
NAFTA signatory's import tariff. The base rates
generally reflect the rate of duty in effect on July 1.
1991, including the preferential rates granted under the
U.S. Generalized System of Preferences (GSP) and the
General Preferential Tariff of Canada. A summary of
the staging of duty reductions affecting U.S. trade with
Mexico is shown in table 1-1. A more detailed
summary by specified sectors is contained in
appendix F.

Canada and NAFTA

Representatives of the Government of Canada have
stated that Canada’s primary reasons for participating
in the agreement are to safeguard, improve, and clarify
certain provisions of CFTA and to preserve Canadian
commercial interests in the U.S. market and Canada’s
ability to attract investment. As a lower priority,
Canadian officials said they hoped to gain access to the
fast-growing Mexican market. In their view Canada’s
participation was specifically calculated to avoid a
separate U.S.-Mexico Free-Trade Agreement and the
emergence of a so-called hub-and-spoke system. Under
such an arrangement the United States would have
been at the hub of separate agreements with Canada
and Mexico. Canadian officials were concerned that
this arrangement could make the United States the
preferred place for investment to service the entire
North American market and could divert U.S. import
demand from Canada to Mexico.”

In terms of trade and investment the United States
is significantly more important to Canada than Mexico
is. The United States purchased 89 percent of Canadian
finished goods exports in 1991 and accounted for 64
percent of Canada’s stock of foreign-owned capital in
1990. Canada’s foreign investment in Mexico is small
compared with its investment in the United States:
$486 million in 1990 versus $53.1 billion.8
Canadian-Mexican trade is also small. Canada
exported $389 million to Mexico and imported $2.2
billion from Mexico in 1991, making total Canadian
trade with Mexico in that year only 3.6 percent of
U.(Siei-lglexican trade and 1.5 percent of U.S.-Canadian
trade.

7 Government of Canada, North American Free Trade

Agreement: An Qverview and Description, Aug. 1992,
. iv,

P% Government of Canada, Department of Finance, The
North American Free Trade Agreement: An Economic
Assessment From a Canadian Perspective, Nov. 1992.

9 Office of the United States Trade Representative,
The North American Free Trade Agreement Source Book,
Aug. 14, 1992,




Table 1-1

Staged tariff reductions under NAFTA for trade between the United States and Mexico

] Mexican
imports
U.S. imports from the
Category from Mexico! United States?
Total trade (milliondollars) ...t 28,892.9 14,245.5
.Category A(percent) ..................i... P "~ 538 31.0
"Category B(percent) ..............oiiiiiiiiiiiiii 85 . 17.4
‘'Category C(percen) .........coiiiiiiiiiiii i 23.1 31.8
.Category C+(percent) ..........c.oieiiiviiiiiiiiiiiii 7 1.4
CategoryD(percenmt) ...........ovieiiiiiiiiiiiiiiiienn 13.9 179
Other (Percent) ...........ciieirieeie i aiiaeaanaa ® 5

1 Includes U.S. imports from Mexico under the maquiladora program.
2 Excludes Mexican imports from the United States into the maquiladora sector.

3 Less than 0.05 percent.

Note.—See appendix F of this report for further discussion of the data and for data on staged tariff reductions by

specified sectors.

Source: Based on data of the U.S. Department of Agriculture and the Office of the United States Trade

Representative.

Organization of
the Report

This report is divided into five major parts, each of
which contains chapters that deal with specific issues
or individual economic sectors. The remainder of
chapter 1 summarizes the methodologies used in this
report and recent economic trends in Mexico. The
overview for Mexico covers recent government
regulatory reform; foreign trade and investment
patterns; and major developments in infrastructure,
labor force productivity, product quality, and
education. Chapter 2 analyzes the costs and benefits of
NAFTA for the U.S. economy as a whole, as specified
in the methodology for the economywide assessment.

The remainder of this report contains the analyses
of the likely impact of NAFTA on the 39 selected U.S.
sectors. Industrial sectors are covered in part II
(chapters 3-16); energy sectors,1 in part I (chapters
17-20); agricultural sectors, in part IV (chapters
21-37); and services, in part V (chapters 38-43). The
first chapter in each of these parts (chapters 3, 17, 21,
and 38) discusses key NAFTA provisions and their
general impact on each of the four sector groups and
reviews related legal changes in U.S., Mexican, and
Canadian law. Sector-specific NAFTA provisions are
examined in individual sector chapters. '

Methodologies

.. This section briefly describes the methodologies
used in the economywide assessment of NAFTA in
part-I and in the sector-specific assessments in parts II

10 The analyses of the petroleum (including oilfield
services), natural gas, and oil/natural gas pipeline sectors
are consolidated into one chapter because of their close -
interrelationships and the common effect of NAFTA on
them.

through V. The methodology used in the economywide
assessment is based on multisector economywide
models of the North American economy, whereas the
sector-level assessments focus on individual sectors.
Multisectoral models are generally preferable to
partial-equilibrium models in examining impacts on
the U.S. economy as a whole because they capture ..
economywide resource constraints as well as resource
reallocations among sectors. They also better reflect
the interactions inherent in broad, economywide
trade-liberalizing actions. Partial-equilibrium models
are used with the sector-level assessments because the
analysis could be based on the most recent available
data and because the multisector models are based on
broad industry categories, whereas the specific sectors
identified for the study are more narrowly defined.
Nevertheless, the results of the different methodologies

_used in this study tended to complement one another
"with respect to anticipated NAFTA-related effects on
"U.S. trade flows, production, and employment.!!

Economywide Assessment

The Commission’s assessment in chapter 2 of the
likely impact of NAFTA on the U.S., Mexican, and
Canadian economies is based on both the
Commission’s economywide modeling of a NAFTA
and on available studies using economywide models
that meet recognized professional standards. A major
portion of this analysis relies on an earlier Commission
study of a select group of computable general

11 Chairman Newquist notes that the economic
modeling used to measure the effect of the North
American Free Trade Agreement on the overall North
American economy and on particular industrial sectors
provides only estimates regarding the likely economic
impact of the Agreement. Such models rely on a number
of assumptions and variables, and by their nature will
differ according to the information sought and the
judgment of the economist performing the modeling
exercise. The Chairman notes that the model is a staff



equilibrium and macroeconometric models.!? Other
existing studies conducted by researchers with a wide
spectrum of viewpoints and methods of analysis were
also considered.

This empirical work is evaluated in light of the
provisions of the actual agreement. It should be
recognized that NAFTA’s provisions are very detailed;
whereas many of these studies are based on very broad
sectoring schemes and comparatively simple
theoretical structures. This relative simplicity limits the
applicability of prior research to the actual agreement.
For example, some barriers to trade among the NAFTA
partners will not be completely eliminated even after
the agreement is implemented. Also, a number of
features of the actual agreement are hard to quantify
and have been omitted by most economic studies based
on mathematical models. Examples of omitted factors
inciude intellectual property protection and rules of
origin. This assessment surveys the findings of existing
studies and supplements them by considering
provisions of the actual agreement that have been
omitted from existing economic studies of NAFTA.

Although most available economywide studies are
static rather than dynamic in nature, the assessment in
chapter 2 provides insights on short- and long-term
effects for the United States on (1) overall employment
and wage rates, (2) skilled versus unskilled wages, (3)
national income and production, and (4) the impact on
trade with Mexico, Canada, and the rest of the world.

In addition, the study examines the likely impact of -
NAFTA on Canada and Mexico and assesses regional -

effects in the United States.

Sector-Level Assessments

. The Commission’s analysis of the 39 selected
sectors focuses on the likely impact of NAFTA on U.S.
investment, trade, production, employment, and global
competitiveness. In conducting this analysis of
NAFTA, the Commission examined the entire
agreement and identified a number of provisions that
will require a significant change in existing laws in the
United States, Canada, and Mexico and that will likely
have a significant economic impact on U.S. sectors.

_Continued
* model and research aid, and has not been formally
adopted as a “Commission model.” (For example, a
model used in the Commission’s study, The Likely Impact
on the United States of a Free Trade Agreement with
Mexico (investigation No. 332-297), was referred 1o as a
“Commission staff model.”) Economic modeling is only
one of several means the Commission staff uses in
providing assessments of the Agreement’s impact for the
Commission’s consideration in adopting its final reports.
12 The Commission prepared an overview, summary,
and critique of studies presented at xﬁ ‘gonunissi‘;::-
sponsored public symposium by qualified outsi
economistspin U.S. International Trade Commission,
Economy-Wide Modeling of the Economic Implications of
a FTA With Mexico and a NAFTA With Canada and
Mexico (investigation No. 332-317), USITC publication .
2516, May 1992 and addendum, USITC publication 2508,
May 1992.
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Only these provisions are discussed in detail in this
report.

NAFTA provisions that apply to a number of
sectors are discussed mainly in the introductory
chapters of parts II-V of this report as they pertain to
the industrial, energy, agricultural, and services sectors.
These provisions include NAFTA chapter 3, “National
Treatment and Market Access for Goods”; chapter 4,
“Rules of Origin”; chapter 6, “Energy and Basic
Petrochemicals”; chapter 7A, “Agriculture”; chapter
10, “Government Procurement”; and chapter 11,
“Investment”. NAFTA provisions whose likely impact
is limited to specific sectors are discussed in this report
within the relevant sector analysis. These provisions
include NAFTA annex 300-A, “Trade and Investment
in the Automotive Sector”; annex 300-B, “Textile and
Apparel Goods”; chapter 12, “Cross-Border Trade in
Services”; chapter 13, “Telecommunications”; chapter
14, “Financial Services”; and chapter 17, “Intellectual
Property”. - :

In assessing the impact of NAFTA at the sector
level, the Commission used both quantitative and
qualitative analyses. The quantitative analysis is based
on a partial equilibrium framework in which U.S. and
Mexican products are treated as imperfect substitutes
in both the U.S. and Mexican markets.!3 The effect of
NAFTA is analyzed in two separate simulations. First,
U.S. tariffs and tanff equivalents for U.S. nontariff
barriers (NTBs) facing Mexico are removed while
holding all other factors constant, including Mexican
tariffs and NTBs. This simulation provides estimates of
the decline in U.S. production and employment and the
increase in U.S. imports from Mexico that might occur
in the U.S. market. Second, Mexican tariffs and NTB
tariff equivalents are removed while holding all other
factors constant, including U.S. tariffs and NTBs, to
provide estimates for the increase in U.S. production
and employment and U.S. exports to the Mexican
market. Short- and long-run estimates of NAFTA are
provided for both scenarios. Short-run adjustments are
those that would occur within 1 year, and long-run
adjustments are those that would occur after the
complete phase-in of NAFTA. A more detailed
explanation of the sector-specific methodology is
contained in appendix G.

The Commission used this two-step method instead
of a single integrated model that simultaneously
removes all barriers because of the high degree of
differentiation between imports and exports in
U.S.-Mexico trade. The use of a single integrated
partial equilibrium model would have been appropriate
only in the case where U.S. and Mexican imports and
exports within a given product category were identical.

13 The imperfect-substitutes assumption is common in
applied research in international trade. For further
discussion of this assumption and its implications, see P.S.
Amington, “A Theory of Demand for Products
Distinguished by Place of Production,” IMF Staff Papers,
Mar. 1969, and USITC, The Economic Effects of
Significant US. Import Restraints: Phase I:
Manufacturing, (investigation No. 332-262), USITC
publication 2222, Oct. 1989.



In conducting the analysis, the Commission used

-, the effective rate of duty on U.S. imports from Mexico
. rather than the ‘nominal rate, to account for the
-significant amount of trade that enters duty free under-

the GSP and at reduced duties under the maquiladora
program. Under this program U.S. components enter
Mexico duty-free for processing or assembly and the
processed or otherwise manufactured products enter
the United States on a preferential basis with only the
value added in Mexico subject to duty.!4 To analyze
the effects of NAFTA, estimates were made of the
increase in the value-added portion of these imports
from Mexico.

The reader should keep in mind that the
sector-level model has certain limitations. First, certain
elements of the NAFTA, such as the elimination of the
trade-balancing requirement in the automotive sector,
and rules-of-origin requirements in the computer,
automotive, and textiles sectors, cannot be captured by
the sector-level model. Second, important market
factors unique to some of the industrial and agricultural
sectors cannot be captured adequately by the partial
equilibrium model. The sugar sector, for example,
cannot be analyzed using the Commission sector-level

model because of special factors such as changes in -

government price-support programs in both the
Mexican and U.S. sectors as well as liberalization

under NAFTA of quotas on imports of downstream -

products in the sugar-containing products sector. Third,
the model does not incorporate potential increases in
Mexican investment resulting from NAFTA,
Therefore, a qualitative assessment, described below,
was made in addition to or in lieu of the quantitative
model estimates in those sectors where such special
factors were deemed important.

Another limitation to be considered is that the
sector-level models do not capture many of the likely
indirect effects of NAFTA, such as changes in income
in both the United States and Mexico that would lead
to changes in trade. Incidentally, these and many other
indirect effects are incorporated into the CGE and
macroeconometric models reviewed in chapter 2 of this
report. Finally, the reader should be aware of a
2, limitation pertaining to the empirical estimates of the

7 extent of substitution (the elasticity of substitution)

among U.S., Mexican, and rest-of-world products that
were applied to the sector-level model. These empirical
estimates showed that Mexican imports substituted
equally with both U.S. products and imports from the
rest-of-world. This equality resulted from the
assumptions and broad data categories that were
employed by the staff to empirically estimate the
elasticity of substitution.!> Therefore, for certain

14 U.S. imports from Mexico under the maquiladora
program are dutiable under headings 9802.00.
9802.00.80 of the Harmonized Tanff Schedule of the
United States, formerly known as the 806.30 and 807.00
provxsmns

5 For further discussion of the methods used to
estimate the elasticities of substitution, see USITC, Office
of Economics, Estimated Elasticities of Substitution for
Analysis of a North American Free Trade Area, by -
Kenneth A. Reinert and Clinton R. Shiells, staff research
study 19, 1992,

products such as frozen orange juice and electronic
equipment, it is likely that Mexican imports would be
better substitutes with imports from the rest-of-world
than with U.S. production. For these products, the
model will tend to overstate the displacement of U.S.
production and employment caused by NAFTA.

The Commission estimated the effects of NAFTA
on U.S. trade, production, and employment for U.S.
industrial and agricultural sectors where reliable data
were available, The qualitative analysis discussed
above was based on extensive interviews with experts
in trade, industry, government, and academia; oral
testimony and written submissions to the Commission;
and Commission staff expertise. In cases when
Commission estimates were based on or supplemented
by qualitative analysis, the indicators “minor,”
“modest,” and “considerable” were used to portray the
likely impact of NAFTA on investment, trade,
production, and employment. These indicators are

defined below:16
o ominor ......... a change of 5 percent or less
modest........ a change of 6 to 15 percent
_considerable ... achange of 16 percent or more

Qualitative analysis was also conducted for the
energy and services sectors. Because of the extensive
reservations taken by Mexico in the energy sectors and
the existing obligations of the United States and
Canada embodied in CFTA, opportunities created
under NAFTA for the U.S. energy sectors are likely to
be limited and the benefits, somewhat speculative. For
services sectors (e.g.. banking). the lack of necessary
data precludes the use of the model to estimate the
impact of NAFTA. Instead, the analysis among other
things examines the relative size of the services
markets in the United States, Mexico, and Canada; the
level of U.S. investment and participation in Mexican
and Canadian services sectors; and the infrastructure in

;place to support Mexican and Canadian demand for

services. Because services are traded through
establishments in "foreign ‘markets, the analysis
examines the impact of changes under NAFTA in

' forelgn mvestment laws.

Quahtatwe assessments were also made of

" NAFTA's impact on the US. sectors’ ability to

compete, both within North America and globally.
These analyses seek to evaluate the effect of various
provisions of NAFTA on a sector’s market
performance, market share, financial position, and
production costs. The analyses consider how . tariff
eliminations and investment regulation changes will
affect rationalization of production and international

- price competitiveness; how joint ventures, technology

transfers, and improvements in intellectual property
rights protection will affect future improvements in

16 1t should be noted that these indicators are based
on qualitative assessments and not on quantitative analysis
and therefore should be used merely as benchmarks rather

_than as precise measures of the likely impact of NAFTA

on the individual sectors.



quality; and how infrastructure improvements will
affect market opportunities. The relative importance of
these factors varies widely from sector to sector, and
the factors with the greatest perceived impact have
been noted for each sector. .

Overview of Recent
Economic Developments
in Mexico

Characterized by policies of import-substitution
and state intervention during most of the 20th century,
the Mexican economy has undergone a striking
metamorphosis in recent years (figure 1-1). Austerity
programs requested by the International Monetary
Fund in the early 1980s in the wake of Mexico’s 1982
debt crisis and the progressive dismantling of many
trade and investment restrictions by Presidents de la
Madrid (1982-88) and Salinas de Gortari
(1988-present) have transformed Mexico into one of
the world’s faster growing markets and have paved the
way for closer economic relations with -the United
States. NAFTA is widely perceived as a capstone to
these reform efforts, which have already resulted in a
surge of foreign investment, a return of flight capital,
and a multifold expansion in bilateral trade flows.

Privatizing State Enterprise
and Deregulating Economic
Activity :

An important feature of the structural changes

implemented was the dismantling of most of Mexico’s
large. unproductive, heavily subsidized, state-owned or
state-controlled (parastatal) sector, In 1982 Mexico had
1,155 parastatal enterprises. As of September 30, 1992,
this number had dropped to 221. Most notable among
the firms privatized are Mexico’s telephone company
(Telmex); 18 commercial banks; the airlines
(Aeromexico and Mexicana); two large copper mines
(Cananea and Mexicana de Cobre); and two large steel
companies (Sicartsa and Ahmsa). Foreign firms have
also participated in the privatization process. For
example, Southwestern Bell and France Telecom
purchased significant shares in the 1990 stage of
Telmex’s privatization.!” The May 1992 international
equity offering of Telmex’s shares raised $1.2 billion
for the Mexican Government. .

Privatizations have produced large one-time
revenues for the Government of Mexico, totaling some
$18 billion by May 1992,18 most of which has been

17 (J.S. Embassy, Mexico City, Economic Trends
Reptlert.I b?;g. 1992, p. 33.
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used to retire internal and external debt.!9 This debt
reduction, in turn, has helped stabilize the Mexican
budget and has allowed the Government to spend more
on infrastructure and social programs.2°

Deregulation was another major instrument of the
economy’s recent structural transformation2! and also
had the effect of easing restrictions on foreign trade
and investment in certain sectors. Decrees providing
for sector-specific areas of deregulations were issued
for land transportation in July 1989;22 the fishing,
automotive, and telecommunications industries in
December 1989;2 financial services in January
1990;% several rounds of reclassifications of
petrochemicals (the last one in August 1992);25 and
mining.26 Some of the remaining restrictions in these

sectors will be liberalized under NAFTA.

Environmental Conditions

Recent regulatory reforms under the Salinas
administration are accompanied by improved
eavironmental regulation. Environmental problems in
several areas of Mexico are considered to be serious
and may slow future industrial development in those
areas, particularly in Mexico City and other major
cities. These problems include air pollution and

. inadequate facilities for water supply and the treatment

of wastewater. Mexican officials assert they are serious
about environmental regulation and enforcement, and
are being stricter with new firms that could affect the
environment.?” Mexico’s environmental laws and
regulations are in most cases comparable to standards
in the United States.28

19 In 1989 Mexico’s foreign debt was 47 percent of
gross domestic product (GDP). With dcbt-reducin§
measures and GDP growth, this ratio dropped to 36
percent in 1991, and it was projected to decline to 32
9'ercent in 1992. U.S. Embassy, Mexico City, Economic

rends Report, Aug. 1992, p. 4.

20 Mexican Under Secretary for International Affairs,
Jose Angel Gurria, speech to the World Bank’s Annual
Conference on Development Economics, Washington, DC,
Apr. 30-May 1, 1992,

2! The deregulation program was enacted by
Presidential decree “Regulation for the Secretary of
Commerce and Industrial Development to Revise the
Regulation of National Economic Activity,” Diario
Oficial, Feb. 1989.

- 22 Diario Oficial, July 7, 1989.

23 For detailed information on deregulation and
privatization before 1990, see USITC, Review of Trade
and Investment Liberalization Measures by Mexico and
Prospects for Future United States-Mexican Relations:
Phase I (investigation No. 332-282), USITC publication
2275, Apr. 1990.

2 Diario Oficial, Dec. 27, 1989.

25 Diario Oficial, Aug. 17, 1992.

26 Diario Oficial, June 26, 1992.

27 Government and indusgzzofﬁcials. interviews by
USITC staff, Mexico, Nov. 1992.

28 William Reilly, Administrator, Environmental
Protection Agency, testimony before the House Ways and
Means Committee, Sept. 15, 1992.



Figure 1-1

Key events in Mexico’s economic transformation

Aug 1982 With the collapse of oil prices and resultant drop in export revenues, Mexico is unable to service

"m

its $86 billion foreign debt. International Monetary Fund loans are extended in exchange for

strong austerity measures, and the Mexican economy stagnates from 1982 to 1988.

Agg. 1986 Mexico joins the General Agreement on Tariffs and Trade as part of President de La Madrid’s plan
to reform the Mexican economy and open it to outside trade and investment. The step is consistent with
the far-reaching changes demanded by Mexico’s creditors in new agreements reached in 1986,

. Nov. 1987

U.S. and Mexico reach landmark accord improving economic relations. The so-called “frame-

work understanding” creates a consultative mechanism and affirms the need to work together to

eliminate barriers to goods and services.
Dec. 1987

With inflation running at 160 percent, the Pact of Economic Solidarity is reached among Government,
business, and unions. Tight fiscal and monetary policies are coupled with wage, price, and

exchange-rate controls in an effort to stabilize the Mexican economy.

Feb. 1989

May 1989
and portfolio investment surges.

July 1989

The Secretary of Commerce and Industrial Development is charged with deregulating
Mexico’s economy and dismantling state ownership or control over key activities.

Mexico issues regulations substantially liberalizing forelgn investment rules, and foreign direct

Mexico becomes the first country to reach a new debt agreement with its commercial creditors

under the Brady plan, opening the door for provision of new loans and for reductions in principal

and interest on existing ones.
June 1990

President Bush and Mexican President Salinas endorse a comprehensive free trade agreement as

the best vehicle to strengthen bilateral relations and meet international competitive challenges.

June 1991
Jan. 1992

Legislation improving Mexican protection of intellectual property rights signed.
Mexico amends its Constitution in an effort to reform the agricultural sector. The action

promises to change Mexico’s inefficient “ejido” system (rural lands reserved for communal use).

Mexico has had difficulties complying with and
enforcing environmental regulauans in part because of
lack of funding, technical equipment, and trained
personnel.2® Whereas the money is not available to
correct all the environmental problems in the country,
funds from both Mexican and international sources
reportedly are financing as many projects as Mexico
has the ability to effectively plan, construct, and
manage in the near term.30 Mexico also has programs
in place to upgrade equipment and improve the skills
of enforcement personnel. Environmental inspections
are reportedly becoming more frequent and more
professional, and Mexico is encouraging firms to
contract with private engineering and consulting firms
for environmental audits to ensure compliance with
requirements. Officials of several U.S. firms with
facilities in Mexico said that it is more efficient to use
the same environmental protection procedures in
Mexico as their operations in the United States do.3!

29 Government and industry officials, interviews by
USITC staff, Mexico.
30 Industry environmental analyst, interview by USITC
staff Mexxco Nov. 1992.
31 Government and industry officials, interviews by
USITC staff, Mexico.

Liberalizing Foreign Trade

A major turning point for ‘Mexico occurred in
August 1986, when it joined the General Agreement on
Tariffs and Trade (GATT). Pursuant to its accession
agreement, starting in December 1987 Mexico reduced
the highest tariffs, which still had been 100 percent in
early 1986, to 20 percent; eliminated a 5-percent tax on
imports; significantly reduced the number of products
subject to prior import hcensmg and discontinued
the use of official prices for customs valuation
purposes.33

In the summer of 1990, the Salinas administration
expressed an interest in a free-trade accord with the
United States. Mexican officials have stated that one of
Mexico’s major interests in NAFTA is to secure better

32 For ‘a discussion of import licensing, see chapter 3
of ﬂus report.

3 For detailed information on this process, see the
followmg USITC reports: Review of Trade and
Investment Liberalization Measures by Mexico: Phase I,
USITC publication 2275; Review of Trade and Investment
Measures: Phase II, USITC publication 2326, Oct. 1990;
and the seétion on Mexico in The Year in Trade: The
Operation of the Trade Agreements Program, 43rd report,
USITC publication 2554, Aug. 1992.



access for its exports to North American markets,
particularly in areas where there have been quotas or
other NTBs.34 The United States, meanwhile, wanted
to pursue liberalization of Mexico’s remaining import
and investment barriers, such as lowering Mexico’s
average trade-weighted tariff of roughly 10 percent
(compared with the United States’ 3 percent),
eliminating~ import license requirements for
agricultural goods, reducing Mexico’s trade and
production restrictions for autos,3* and easing limits on
foreign investment in areas such as energy and
transportation.

The annual trade surpluses Mexico was able to
register in the years following the debt crisis have been
replaced by growing deficits (table 1-2). Although
Mexican exports continued to increase, the removal of
import barriers and structural changes in Mexico since
the mid-1980s sparked pent-up import demand. Other
causes included the peso’s continued appreciation in
real terms; slower economic growth in the United
States, which is Mexico’s dominant market; and
depressed world prices of oil, which is still an
important source of foreign exchange for Mexico. In
his recent “Informe,” President Salinas stated that
intermediate and capital goods, which account for 85
percent of Mexican imports, are now needed to
strengthen  production capacity and increase
competitiveness. In fact, massive inflows of foreign
funds in the capital account of the balance of payments
have compensated for deficits in the current account,
permitting a buildup of Mexico’s foreign exchange
reserves.

The United States is Mexico’s major trading
partner (70 percent of exports and 67 percent of
imports in 1991).36 More open Mexican markets and
the vigor of the Mexican economy have enabled the
United States to regain in 1991 its traditional surplus in
U.S.-Mexican trade lost in 1982, and Mexico was the
world’s fastest growing market for U.S. exports for the
fifth consecutive year.3’

-3% Government and industry officials, interviews by
USITC staff, Mexico.

35 For further discussion of the auto restrictions, see
the “Automotive Products” sector analysis in chapter 4 of
this report.

36 Bank of Mexico balance-of-payments data.

37 Based on U.S. Bureau of the Census data (with
imports on customs value basis), the 1991 U.S. surplus
with Mexico amounted to $1.8 billion.

Easing Rules on Foreign
Investment and Improving
Intellectual Property Rights
Protection

Mexico’s foreign investment policy has also
changed substantially. Foreign investment had played a
relatively small role in the Mexican economy.
principally because of highly restrictive provisions in
the Constitution of 1917 and the 1973 Law to Promote
Mexican Investment and Regulate Foreign Investment
(LFI).38 However, in the mid-1980s authorities began
to interpret Mexico’s restrictive laws more liberally to
encourage foreign investment, which quickly began to
rise in 1986-88. In May 1989 authorities issued
regulations governing the 1973 foreign investment law.
The regulations greatly expanded the number of
economic areas wherein majority foreign ownership
was accepted and facilitated the process of approval for
foreign investment.3?

The pursuit of foreign capital and technology is
generally acknowledged to be a major factor in
Mexico's interest in NAFTA., The investment
provisions of NAFTA, including Mexican
commitments in various NAFTA annexes, will
supersede much of existing Mexican foreign
investment legislation and regulations and make
continuation of Mexico’s - liberalized foreign
investment climate more certain.4 In anticipation of
NAFTA’s taking effect, the Salinas administration is
already preparing a new foreign investment law, which,
among other things, would implement the results of
NAFTA’s investment provisions. The timing of the
proposed legislation’s submission to the Mexican
Congress has not yet been determined 4!

38 Diario Oficial, Mar. 9, 1973,

39 Diario Oficial, May 16, 1989. For more
information on these regulations, see USITC, Review of
Trade and Investment Liberalization Measures by Mexico:
Phase I, USITC publication 2275, pp. 5-7 to 5-11.

40 See NAFTA, ch. 11 on investment provisions.

41 Mexican Ministry of Trade and Industrial
Development (SECOF]) official, interview by USITC staff,
Mexico City, Nov. 1992.

Table 1-2 ,
Mexico’s trade and trade balance, 1987 through Jan.-July 1992
. ' _(In billions of dollars) ,
) Jan.-July

item : 1987 1988 1989 1990 1991 1991 1992
Merchandiseexports . .......................... 20.5 205 228 268 271 15.7 15.

Oil products exportsonly ..................... 8.6 67 78 101 87 4.7 ig
Merchandiseimports ..................c.oven... 13.3 203 254 313 382 21.1 273
Tradebalance ................cccviivinennn.. 7.2 2 26 45 -11.1 5.4 -11.4

Note.—Data are from the Mexican:balance of payments. Data do not include the transactions of units under the

magquiladora program.

Source: Bank of Mexico, Economic Indicators, July and Sept. 1992.

1-8



New intellectual property rights (IPR) legislation
promulgated in Mexico in 1991 set the stage for
improvements in the 