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Abstract

Since the North-American Free Trade Agreement (NAFTA) entered into force in 1994,
production within the three NAFTA countries has become more specialized as foreign direct
investment and trade have been allowed to thri ve and firms have taken advantage of economies
of scale and lower wages in Mexico. Extensie regional supply chains for producing motor

vehicles, chemicals, wearing apparel, among ot






According to WTO rules, a free trade agreemen



the small gains in these sectors are more thanoffset by the loses in the motor vehicles and
services sectors.

For Canada and Mexico, production diminishes in several key sectors because of the reversal
of NAFTA, particularly those sectors where produc tion is highly integrated with the US such
as chemicals, metals, and motor vehicles for Canada and textiles, wearing apparel, electronics,
machinery and motor vehicles for Mexico. Canada and Mexico experience greater declines in
production from raising their own tariffs, sugge






The ability to capture sourcing of imports and






products. Table 2 and Table 3 also illustrate that



Table 2: US tariffs on Canadian Mekican imports (preferential and MFN)
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Table 3: Canadian and Mexican tardffsUS imports (preferential and MFN)
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When the US raises tariffs on imports from Canada and Mexico (no reciprocation), US
consumers substitute towards imports from the rest of the world (ROW in Column I, Table 4);
and US exports to both NAFTA and the rest of the world fall, as the rise in tariffs causes the
price of US goods rise (Column I, Table 4). When Canada and Mexico reciprocate, US exports
to the rest of the world increase and imports from the rest of the
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investment to rise. As noted previously, tariffs on investment goods raise the cost of capital
goods, causing the rate of return and investment to decline. When the investment impacts due
to raising tariffs on all three BEC end-use categaies are combined, investment is projected to
fall by 0.19 percent; this is largely driven by th e higher cost of imported investment goods from
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Table 6: Macroeconomic impactrefversing NAFTA on Mexico (peragdrange unless otherwise noted)
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Employment falls by almost 1 million jobs in Me



Figure 2: Impact of reversing NABRAJS production (percent changes)
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Figure 3: Impact of reversing NAFTE&amadian production (percent changes)
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domestic sales is also subdued as US consmers substitute away from Canadian and
Mexican final passenger cars towards those poduced in the rest of the world, rather



23

of the world. Mexican production of final wearing apparel also falls, as demand by the US falls.
Since exports are relatively small, the decline in US exports caused by the decline in exports of
intermediate inputs to Mexico and the real appreciation, do not outweigh the increase in
domestic sales for final wearing apparel and US production rises. When Canada and Mexico
reciprocate by raising tariffs on final goods, pr oduction falls in all three NAFTA countries as
demand for Mexican final goods and US interm ediates falls and consumers purchase more
wearing apparel from the rest of the world.

3.2.4 VERTICAL SPECIALIZATION

To exing28 0 falrO(,vERT(m)30 in )6éwhich vermesfinspe pr
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and in the other direction. Table 7 shows that the US’s reversal of NAFTA reduces the extent of
vertical specialization between the US and Mexico in all commodities by between 59 percent

(wearing apparel) and 14 percent (chemicals).

Table 7: Vertical specialization between USdpoer of intermediatesand Mexico (producer of
final goods) (percent)

Initial After reversal of NAFTA
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sectors where employment rises. Overall, however, the expansion in jobs is not sufficient to
offset the loss of 270,000 jobs in services, ops and livestock, meat, food and textiles.

Employment falls by another 188,000 people, leadng to a total loss in employment of 256,000






workers, then employment falls by over 1.2
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Table Al- 2: Regional aggregation



