
Mexico: NAFTA deal with Washington delays impact on Mexican automakers

Event: On August 27, President Trump announced a preliminary agreement with Mexico to
revise crucial parts of NAFTA.

Significance: Global stock markets rose to a six-month high following the announcement,
although the deal does not yet include Canada. Canadian Foreign Minister Chrystia Freeland cut
short a tour of Europe and flew to the United States on August 28 to attend urgent trade
negotiations in Washington, and Mexico is keen to see her succeed in retaining a trilateral deal.
Canada may sacrifice some dairy sector protections in exchange for salvaging NAFTA's dispute
resolution mechanism.

Analysis: Mexico's outgoing administration has two main aims in agreeing to the US deal. One
is to protect NAFTA in the face of Trump's belligerent rhetoric, and the other is to protect it from
the perceived threat of Mexico's President-elect Andres Manuel Lopez Obrador (AMLO).

The first aim involved ensuring an accord that would provide certainty and end the threat that
Trump might either impose stiff tariffs on Mexican exports (notably automobiles and agricultural
products), or withdraw the United States from NAFTA by executive order. Even if such an order
had been challenged in court, it would have dealt a significant blow to the economies of all three
countries before being resolved.

President Enrique Pena Nieto will hail the avoidance of such a scenario as a political victory,
citing economic certainty as the main justification for his government's actions even though the
deal with Washington can appear in some respects as a major climbdown for Mexico.

More quietly, Pena Nieto and his officials fear what AMLO might do to the agreement and are
determined to prevent him from taking over the negotiation process when he is sworn in on
December 1. ALMO has used protectionist rhetoric in the past, and few within his National
Regeneration Movement (Morena) have expressed any great enthusiasm for free trade. While
AMLO has said he would not scrap NAFTA, his election win raised concerns about the possibility
of extended negotiations and economic uncertainty, pushing Pena Nieto's team to make
progress quickly.

AMLO's attempted reassurances on NAFTA were part of broader efforts to ease concerns about
his economic policies more generally, and saw him announce several early appointments
designed to demonstrate his economic competence. His nomination in March, of Jesus Seade
as his top NAFTA negotiator was a shrewd move. As a respected economist with extensive
experience of working in international trade bodies, Seade was integrated easily into the
negotiations alongside Pena Nieto’s team.

The unusual cooperative gesture of including Seade has allowed AMLO to endorse the outcome
while distancing himself from it at the same time. Given that Morena will have a working majority
in Congress from September 1, his endorsement is crucial in securing the deal's future.
However, the fact that AMLO is not yet president and will not be seen to have had any direct
involvement in formulating the deal will also allow him to distance himself from any negative
impacts.
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Both US and Mexican negotiators have given ground on their initial demands, though Mexico
appears to have conceded more, especially regarding the auto sector. The US government
initially proposed a tightening of rules of origin in the sector, calling for new North America-made
content requirements of 85%, up from 62.5% currently, with a guaranteed minimum of 50% for
US content. Mexico staunchly opposed such a move but has ultimately accepted a rise in North
America-made content requirements for cars to 75%.

Around 30% of cars exported by Mexico do not meet the new figure, but producers will have a
transition period of up to five years to reach it. This will delay any negative impact on the
Mexican economy for years. Vehicles that fail to reach the limit will still be exportable to the
United States, subject to a 2.5% tariff.

What might have a greater impact on the Mexican auto industry is the new requirement that
40%-45% of automobiles be manufactured in countries where workers earn at least 16 dollars
per hour. This stipulation that will only affect Mexican factories, as the average wage in Mexico's
auto industry is estimated to be 7-8 dollars per hour as compared with 29 dollars in the United
States. The extent to which that requirement will affect Mexican producers has yet to become
apparent, but it is likely to hinder the manufacturing of auto parts.

Another important concession by Mexico, and one that is particularly likely to frustrate Canadian
negotiators, was the cancellation of NAFTA's dispute resolution mechanism. Trade disputes
between member countries are now to be resolved by US courts rather than independent
panels.

On the US side, negotiators relaxed their demand for a 'sunset clause' that would see the
agreement expire automatically after five years unless all parties confirmed its continuation.
Such a provision was unacceptable to Mexico and Canada, due to the uncertainty it would
create among investors. Instead, the accord will be valid for 16 years, with reviews taking place
every six years starting in 2024.

US negotiators also dropped a proposal that Mexico could only export certain agricultural
products at certain times of the year. Agricultural trade will remain free of any tariffs or subsidies.

Canada is now under pressure to secure any amendments and reach an agreement as soon as
possible. Some aspects of the new deal, such as the wage clause in the auto sector, suit
Canada well and the Mexican government has been emphatic that it wants Canada on board.
Mexico's decision to negotiate bilaterally nevertheless isolated Canada, emboldening Trump in
his demands. If Ottawa proves unwilling to accommodate the US position, there is a serious risk
that NAFTA will collapse altogether.

The US Congress gave Trump the authority to pursue a renegotiated trade agreement with two
other countries, not one. Legally therefore, Congress cannot at this point consider voting on a
bilateral US-Mexico deal that excludes Canada. Moreover, the extensive US-Canada trade
relationship is important to US legislators, governors and business groups.

NAFTA's collapse therefore, rather than resulting in bilateral deals, may ultimately force all three
countries back to the negotiating table, perpetuating the economic uncertainty they hoped to
avoid. Even then, the point of reaching final agreement and ratifying it will likely be delayed by
the onset of the US midterms in November, which could alter the political arithmetic in the US
Congress on NAFTA.

Looking ahead:  Mexico will seek to ensure the continuation of a trilateral agreement, even
though the Trump administration has sent strong signals to Ottawa that Canada might be
jettisoned from the accord if it does not join quickly. If ultimately there is accord on a reformed
NAFTA, rather than new bilateral deals, that will need to be approved by the legislatures of all
three member states.
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