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Abstract

The multilateralism, regionalism and bilateralism trends are so dominant that
nations, industries and individuals are fundamentally affected by them. The re-
cent stagnation of the multilateral negotiations, the deepening and widening of
regional integration especially in Europe as well as the spread of bilateralism
reveals the dynamic nature of the trade liberalization developments. Moreover,
the importance of following up and further studying these issues is emphasized.

Mexico’s trade activism and parallel participation in multilateral, regional and
bilateral negotiations makes it a perfect example of a multifaceted trade policy
environment. The Mexican bus industry, due to its importance to the country
and its engagement in international trade, serves as a suitable case when exam-
ining the effects of such a complex trade environment on the corporate level.
The Swedish MNC Volvo Bus provides a good paradigm on which the above
mentioned effects can be exemplified.

This study identifies the effects of the trade policy environment on the corpo-
rate level and suggests that deep knowledge and understanding of the way the
trade policy is implemented, stands for a vital comparative advantage. The aim
of the present study is to highlight the importance of the decisions made by the
national and supranational administrations, regarding trade issues, on the cor-
porate world.

Key Words: economic integration, regional integration, multilateralism, bilat-
eralism, trade policy environment, Volvo Bus de México, bus industry, trade
policy implementation, NAFTA, EU-Mexico Free Trade Agreement.
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Background

1 Introduction

The present study is going to explore the phenomenon of multilateral, bilateral
and regional agreements and their effects on business organizations. The thesis
IS going to be concentrated on the effects of the trade policy environment of
Mexico on the bus industry and will use Volvo Bus in Mexico as an illustration.
The introduction addresses the issues of multilateral, bilateral and regional
trade negotiations in connection to Latin America and Mexico. Moreover, an
overall picture of the thesis, its problem statement and structure are presented.

1.1 The Multilateralism/Regionalism /Bilateralism
Trend

The last decade of the twentieth century can be characterized as one of funda-
mental changes in the world economic scene. The main component of this shift
is the emergence of globalization as the key principle characterizing economic
transactions. The arguments advocating this trend emphasize that an undiffer-
entiated and economically integrated world is going to become reality." Indeed,
in a world of increased complexity and instability, globalization as the
“...geographical expansion of economic activity across national borders but
also the functional integration of such internationally dispersed activities™
seems to be the pervasive movement.

Along with the globalization trend, regionalization is also changing the scenery
of world trade. This process “...whereby countries in a geographic region co-
operate in order to reduce or eliminate barriers in the international flow of
products, people and capital””® has received increased attention and although
different in form and degree of integration, it has been widely spread. Its pur-
pose, as international trade theory suggests, is to improve the welfare of the
member countries through trade creation among them that exceeds the trade di-
version with non member states.*

! Akira K. ( 2000)

2 Dicken P. (2001)

3 Wild J.J. et al. (2000)

* Robinson S. et al. (1995)
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Along with regionalism, bilateralism has emerged as a trend. It has been argued
that the spread of bilateralism is so dynamic that the Uruguay round of the
World Trade Organization (WTOQO) took place *“...in order to defend multilater-
alism from the spread of bilateral and regional responses to trade issues.””’
Even though the countries participating in bilateral agreements argue that such
a policy is compatible with existing multinational institutions, problems seem
to arise from the fact that they are simultaneously participating in bilateral ne-
gotiations and in the Doha rounds and therefore have problems to maintain con-
tinuity between the bilateral and multilateral talks. ®

The impact of these three trends is immense not only at the state or member-
state level, but also at the company level through a considerable number of new
regulations, measures and competition policies which facilitate flows of trade.’

1.2 The Free Trade Agreements

The execution of the Free Trade Agreements (FTA) can be seen as an expres-
sion of the globalization and regionalization trends described above.? Different
agreements between neighboring nations have come to realize ambitious trade
liberalization between them while, lately, multilateral trade negotiations move
slowly towards greater achievements. More and more regional and bilateral
trade agreements are signed and in year 2002 about 168 of them were in force.
Those Free Trade Agreements do not include only neighboring countries but
also liberalize trade beyond traditional regional borders. An example can be the
agreements that the EU has signed with different Latin American countries. °

This Regional Trade Agreements (RTA) explosion has given rise to the debate
about the effect of regionalism on multilateral trade negotiations and the role of
the WTO in moderating these FTAs. There are arguments in favor of the RTAs
which present them as building blocks to a free trade at a global level and de-
scribe them as rounds of free trade that expand until they finally join. On the
other hand, opponents of RTAs argue that they promote preferentialism be-
tween certain blocks of countries, they endorse competition between trade in-
terests and they hinder any multilateral agreement. Moreover, it is argued that

® Dijk van M. P. et al. (1996)
® GTN (2003)

” Akira K. (2000)

¢ Ojeda R.H. (2003)

® GTN (2003)
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regional agreements complicate the WTO unifying efforts. Those arguments
suggest that countries that benefit from regional agreements would be unwilling
to fully liberalize their trade with third counties and face potentially greater
risks. *°

Critics against the Regional Trade Agreements usually use as examples of fail-
ure sectors that are traditionally hard to negotiate such as agriculture, textiles
and automotive. Those sectors are indicative of the remaining obstacles that
complicate the progress of both the regional and multilateral negotiations.*

Various Free Trade Agreements have an important impact on the corporate
level and rules applied will in many ways decide how companies organize their
production domestically as well as internationally. Vehicle manufactory is a
good example of a transitionally organized sector of industry. The Swedish
manufacturer Volvo Bus provides a suitable case, being present in Mexico
through a recent acquisition of a domestic bus company.

1.3 Latin America in the International System

Latin America has been facing social, political and economical challenges. It is
believed that in order to confront those challenges efforts should be made to
improve regional cooperation and thereby diminish conflict between the coun-
tries and strengthen the region as a whole. Most countries in Latin America
now identify the need of trade liberalization as an ““engine for growth™. For a
lot of countries in the area, regional and international trends are of outmost im-
portance for their internal political and economic stability but most signifi-
cantly for the “hope of improved development in the future”. Large poverty
rates, huge gaps between poor and rich and unemployment can cause political
disorder and tension, threatening thereby economic development. *?

Regional cooperation in Latin America has intended to diminish and manage
intraregional conflicts as well as to set the foundation for prosperity in the area.
El Mercado Comun del Sur (MERCOSUR), for example, is believed to have
contributed to reduce tension and border disputes between its member coun-
tries. Added to the conflict reduction, Latin America has been very active in re-
gionalization in order to avert globalization pressures. Hemispheric relations

10 GTN (2003)
™ |bid.
12 Ferguson R. J. (2003)
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have moved towards a more institutionalized cooperation. This is apparent in
the economic cooperation efforts such as the North American Free Trade
Agreement (NAFTA), MERCOSUR and the forthcoming Free Trade Agree-
ment of the Americas (FTAA). It is also evident in political cooperation initia-
tives through multilateral diplomacy and peace-keeping cooperation. Moreover,
even security collaboration seems to take place through measures taken among
traditional rivals. The hemispheric relations are often illustrated with terms
such as regionalism, consensus, multilateralism and convergence. **

Globalization had a direct impact in Latin America. Concerning trade, policies
such as trade liberalization, open competition and access to all markets prevail
over tariff protectionism and import substitution. Previous expectations to
achieve protection for emerging economies until they develop were not met.
The average regional tariffs dropped sharply, mainly due to various multilateral
and bilateral cuts, regional trade agreements as well as the participation in the
General Agreement on Tariffs and Trade (GATT) and the WTO. Nevertheless,
there are still limits with regards to the trade flows created by regionalism in
Latin America. The volume of trade is strongly related to bilateral exchanges,
such as between the U.S. and Mexico or Brazil and Argentina. There is also a
lot of criticism against regional integration in the Americas according to the
fact that the Free Trade Agreements did not diminish the gaps between the

“rich” and the “poor”. **

1.4 Mexico’s Trade Policy

Regarding the multilateralism, regionalism and bilateralism trend, Mexico has
proved that it can manage all three of the trade commitments. Mexico has sup-
ported the Fourth WTO Ministerial conference held in Doha while simultane-
ously it has boosted regional and bilateral agreements. By following this strat-
egy of trade liberalization within the framework of the WTO rules, Mexico has
gained access to some of the most important markets of the world. The country
has declared its ambition to continue playing an important role in the multilat-
eral and bilateral trade liberalization process despite the recent slowdown in the
world economy. *°

3 Ferguson R. J. (2003)
¥ Ibid.
5 Maquila Portal 1
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Nevertheless, when it comes to the coverage and enlargement of Regional
Trade Agreements, it is argued that Mexico is one of the countries that have
more to gain from bilateral Trade Agreements with potential new entrants
rather than pursuing the widest possible coverage. Central to these arguments is
the case of Mexico — U.S. trade and the possibility of the NAFTA enlarge-
ment.*°

1.5 Volvo Bus in Mexico

Volvo Bus in Mexico (VBM) started its operations in 1998 when it acquired
the Mexican manufacturer Mexicana de Autobuses SA de CV (MASA). VBM
operates an assembly plant with a maximum capacity of 12 busses a day.'” At
the time of writing, VBM is not exporting to any other countries but all of its
production is being sold in Mexico. The company has a dynamic presence in
the market at the moment despite the fact that it not using its full production
capacity.’® Notwithstanding the lack of exports, the fact that VBM is importing
various parts in Mexico for its assembly operations makes knowledge on the
trade environment of Mexico and its volatile character vital for its success in
the market.

1.6 Problem Formulation

The processes of multilateralism, regionalism and bilateralism are creating
changing trade conditions and are generating opportunities and threats. Trade
liberalization has a great impact on states, companies and individuals. A num-
ber of new agreements and policies are implemented in order to achieve the ul-
timate goal, which is to create trade and increase the welfare of the states in-
volved. Those agreements include removal of tariff and non tariff barriers, na-
tional treatments, investments provisions, admission rights and other standards
and requirements. Since the main objective is to serve the interests of all parties
involved, those agreements can be complicated and even contradicting. As a
result, their implementation and practical realization is not simple and various
obstacles can threaten the well-function of what has been agreed upon. These
obstacles depend on the industry, the country and even the willingness of the
people involved. Therefore, it is of great interest and importance for the com-
panies operating in any way in a country which is member of a regional inte-

!8Robinson S. et al. (1995)
¥ Fredlund S-A. (2003)
18 Cortéz S. 2003/11/10
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gration agreement, to identify, monitor and compare those obstacles and oppor-
tunities in order to assure their own progress and objectives.

The present project aims at identifying these dynamics regarding the Mexican
external and internal trade relationships and its effect on the bus industry. As a
result, the main problem of this thesis is as follows:

Main Problem

e R e e

How is the trade policy environment of Mexico affecting the
bus manufacturing industry?

The dynamic nature of the trade policy environment in Latin America as well
as the vast changes and commitments towards trade liberalization on behalf of
Mexico are necessary to be tracked by private organizations. Moreover, the fu-
ture trends are vital to be identified in order to set new goals and adjust to the
new conditions. Therefore, a part of the solution to the main problem men-
tioned above is to gain broad as well as in-depth knowledge of the trade policy
environment of the country in focus. That includes understanding of the general
trends regarding the country’s trade orientation as well as awareness of the
signed agreements and their future developments. This aggregates the first re-
search question of this study:

Research Question 1

How can the trade policy environment in Mexico be

described?

The trade policy of Mexico influences all the companies operating in its
environment. Nevertheless, not all of the agreements and practices used within
this trade strategy are implemented in all sectors in the same way. Specific
rules and incentives are designed in order to promote certain industries and
secure their interests. The automotive industry, in most of the countries, has a
great impact because of its size and the employment opportunities it creates.
Therefore, while negotiating an FTA, it is very common that the automotive
sector is being handled as a unique case. These specific regulations are often
complex and procedural; however necessary to be explored and implemented if
a company is to exploit its industry related opportunities. In a highly
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competitive global market where national borders seem to fade away,
knowledge about the developments towards globalization and regionalization is
a basic tool to remain competitive and effective. Therefore, the next step
towards the solution of the main problem is to identify those distinctive issues,
which leads to the second research question:

Research Q

How is the trade policy environment of Mexico implemented

in the bus industry?

In order to illustrate the corporate level of the bus manufacturing sector, Volvo
Bus in Mexico is chosen as an example.

1.7 Purpose

The purpose of the present thesis is to study the Mexican trade policy environ-
ment in relation to the bus industry and to identify and describe possible prob-
lems, obstacles and possibilities when it comes to its practical implementation.
The thesis is going to use Volvo Bus de México as an illustration, and will
identify opportunities and threats for the company in the Mexican trade envi-
ronment.

1.8 Delimitations

Due to the wide range of trade agreements that Mexico is participating in, the
scope of this thesis is limited to the ones with the greater relevance to the bus
industry. The selection has been made throughout the data collection process
and was based on the application and importance of the agreements on the
specific sector. Moreover, not the whole content of those selected agreements
are brought up in detail. Only the sections relevant to the automotive sector are
thoroughly described.

Since the automotive industry is treated in the Free Trade Agreements in
special clauses which are quite extensive, special focus will be put on the
clauses concerning the importation of auto-parts. This does not imply that the
significance of the exports is inferior, but the case of imports has been chosen
after taking into consideration the special conditions under which the company
that will be used as an example is operating.

7
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In the graph above, the layout of the thesis is illustrated by describing the struc-
ture of the project. The study consists of three main parts; the background, the
empirical study and the analysis/ conclusions.

In the first part, the problem and purpose of the study, the method followed in
order to accomplish them as well as the theoretical references are introduced.
Moreover, an overview of the country in focus is presented along with the case
industry. This aims at introducing the reader to the empirical part and to facili-
tate the understanding of the more specified issues that follow.

The second part of the study presents the empirical findings. They are illus-
trated in two different levels according to the project’s research questions, as
shown in the graph above. The national level describes the general trends with
respect to the trade policy of Mexico, the current negotiations and the future
prospects. The Second level, the industry, refers only to those parts of the trade
policy that are relevant to the automotive sector and includes technical details.
As an example of the practical implementation of these issues, Volvo Bus in
Mexico is used. By following these two sequel steps, the focus of the thesis is
transferred from the nation to the industry in order to study the interdependence
of these two levels. This leads to the analysis, which combines and connects the
two descriptions with the theory and channels the study to the final conclusions
and recommendations.

The next paragraph shows the precise disposition of the thesis chapters.
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1.10 Chapter Disposition
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Outcome of the Study
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nected with the automotive industry

. The analysis of the facts presented in the two
Chapter 8 levels of the empirical part in combination
Analysis with the background and the theory
The results of the study are presented by an-
Chapter 9 swering the research questions along with
Conclusions and Recom- recommendations and suggestions for the ex-
mendations

ample- company.
10



Background

2 Methodology

The methodology can be seen as a blueprint for the study. The method con-
cludes a plan on how to collect, organize and structure the data.” The choice
of the method should be in accordance with the problematization of the study
and aim at finding the most appropriate technique in order to come up with a
valuable conclusion.?

2.1 The Research Design

The research strategy applied in the present project is a qualitative one. The
reasoning behind such a choice is the fact that the qualitative research investi-
gates situations in their complexity, such as Mexico’s trade policy environment
and its implications studied in this thesis, trying to interpret them or make them
more logical. The purpose of this project is to make a description and gain a ho-
listic understanding of this political and social phenomenon, rather than to cre-
ate a statistical or numerical measurement. * The nature of the main question
of this project has impelled the use of the most common qualitative method, the
case study. Its ability to answer to “how” and “why” questions and deal with a
big range of different data sources further contributed to this choice. %

In order to study such a broad and multifarious phenomenon, a research design
that would facilitate the collection and organization of the available information
towards the solution of the main problem had to be decided upon. Initially, the
research has been conducted in accordance with a broad problematization ori-
ented towards the general framework of the Mexican trade policy. Therefore,
the research design at this point was rather wide-ranging. At a second stage and
after the field study in Mexico, the research design changed into a more prag-
matic one. After the general framework of the trade had been explored, the
field study gave the opportunity to investigate the bus industry in a more de-
tailed way and to find out which particular parts of the national trade policy en-
vironment mostly influence it and in what way. Guidelines provided by the
company used as an example, changed the focus to a more practical level. The
final research design aims at incorporating both perspectives.

¥ Merriam S. B. (1994)
20 patel R. et al. (1994)
21 Merriam S. B. (1994)
22 Yin R.K. (1994)
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2.2 Data Collection

Both primary and secondary data has been collected during the empirical re-
search. The starting point was to develop a theoretical framework in order to
facilitate this process. This frame of reference is later on used as a pattern with
which the empirical results of the case study are compared.

The data collection process has been divided into two different stages depend-
ing on the time-period and the location the research took place in. In order to
gain a better insight and knowledge about the topic, the study includes a field
study in Mexico.

The first stage was the one of preparation. During this period, an effort to
gather as much secondary data as possible in order to prepare the field trip was
made. The main objective was to gain knowledge about the issues covered by
the project and formulate a general background in order to make the best use of
the short investigation time in Mexico. Furthermore, an attempt to find answers
to the research questions by using secondary data alone took place. This data
was later on revised and confirmed during the field trip. The secondary data
used included web pages, books, and articles, official documents of the agree-
ments, surveys and different reports. A valuable source of information was the
Volvo library in Gothenburg. The intention was to cover multiple aspects of the
thesis topic in order to be able to narrow the focus with more specific inquiries
in Mexico. The secondary data was chosen so as to be updated and consistent.
Sources older than year 2000 were used with caution. All of the reports used
were published by internationally recognized organizations. Different interpre-
tations of various agreements studied were not given priority over the original
texts.

The second stage of information gathering took place in Mexico City and in-
cluded mainly primary data. The objective was to find answers for specific is-
sues and for the specified research questions. The collection of the primary data
has involved a number of personal interviews with selected respondents, cho-
sen because of their knowledge in the area. Depending on the different parts of
the project that the information was needed for, there were three main catego-
ries of interviewees.

12
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The first category of interviews involved personnel from the purchasing, mar-
keting and traffic departments of VVolvo Bus de México. The aim of those inter-
views was to narrow the scope of the thesis into specific issues that the com-
pany has pointed out for further investigation. Information about the company,
its functions and the present procedures dealing with the topics in focus was
obtained. Clarifications on practical issues and problems were used as a useful
guide for the forthcoming interviews outside the company.

The second category of interviews was done at different governmental agencies
dealing with trade issues. These agencies were selected during the preparation
stage. These interviews covered issues such as the national trade policies and
their implementation. Moreover, topics such as the attitude of the Mexican
government towards bilateral and multilateral trade agreements and trade pro-
motion programs were explored. The interviews aimed as well at identifying
the intentions and future goals of the official Mexican state representatives. Is-
sues such as bureaucracy and low responsiveness had to be overcomed during
this process.

The third type of interviews involved private or public organizations directly
involved with the automotive industry. Industry developments, specific parts of
the trade policy that influence the sector and related problems were discussed.
Furthermore the expectations of the sector from the government policy and
needed improvements were under investigation. The respondents’ knowledge
and experience on both the local industry and the trade policy environment dur-
ing these interviews was of great benefit and it led to constructive discussions.

In shape and in contents interviews have been very different. The majority of
them were unstructured and open ended. The questions were loose and asked in
a non specific order. The preparation stage helped formulate a general view on
the industry and on the company. This groundwork was essential in order to
evaluate answers and to be able to continue with a deeper discussion. The face
to face contact with people directly involved in the issue of interest was the ma-
jor advantage of the interviews compared with other sources of information.
Their personal knowledge and experience, as well as the way they expressed it,
gave a deep insight into the situation. Moreover, less familiar concepts and the
latest developments were described and explained by them in detail. The in-
formal style of the interviews created a relaxed atmosphere that allowed discus-

13
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sions, questions and answers that would probably not take place in a different
occasion. Another way to encourage the interviewees was through ensuring
their anonymity in case that was requested. In a lot of cases the interviewees
themselves provided further contacts that according to them would be more
relevant with the topics discussed. That facilitated the access to valuable infor-
mation sources.

The main drawback of the interviews is that the objectiveness of the interview-
ees had to be questioned in some cases. Diverse opinions on the same topic
were in a way constructive; nevertheless they revealed the subjectivity of some
of the respondents. The fact that certain public administrators wanted to pro-
mote specific ideas within their areas of interest was taken under consideration.
Moreover, the open ended questions and informal style of the interviews al-
lowed some of the speakers to avoid the answers to specified questions and
lead the discussion away from the main topic. Those kinds of responses were
however treated with caution. Last but not least, in some cases unwillingness
and reluctance to book the interview appointment had to be dealt with.

2.3 Quality of Research

In order to establish the quality of the study different methods can be applied.
Validity deals with how well the research instrument has measured what it has
indented to measure.”® To reassure this, the interviewees were carefully se-
lected so as the right person answered the respective questions. This was
achieved by studying different organizations and their areas of responsibilities
and by choosing the most relevant ones. The respondents were people working
with the specific issues of interest in these organizations. Assistance with this
selection was provided by Volvo Bus in Mexico. The interviewees were firstly
introduced to the subject in order to reassure their relevance and knowledge.
When that was not the case they were specifically asked to indicate the expert
on the matter.

Different kinds of validity have to be considered in terms of the theoretical
study’s ability to correspond to the reality of the case, as well as in terms of the
study’s ability to generalize the findings to another case.** In order to increase
validity in the present case study, multiple sources have been used so as to con-

28 Keats D. M. (2001)
2 Yin R. K. (1994)
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firm each other. The two stages of data collection mentioned above aimed at
applying this method of “multiple sources of evidence.””® Secondary data col-
lected during the preparation period was confirmed in Mexico City by different
sources. A problem that has occurred during this study is connected with the
validity of the secondary information. Since the bus industry that is in focus is
not as developed as the car and truck industry, most of the sources describe the
later ones. Therefore, it has been of great importance to clarify which part of
the information is specifically referring to the bus industry. In some cases this
has not been possible, which could have been at the expense of the validity of
the project.

In a qualitative method interpretation of data can be subjective and biased due
to its very nature. This means that it is possible to read personal perceptions
and opinions into this data. In case of an interview this personal bias can be ob-
served on both the interviewer and the respondent.”® Personal opinions and in-
terpretations may also take place when documenting the results of the interview
in a report. In order to avoid this and in order to increase the reports reliability,
the preparation before the interviews was based on third “objective” sources
that would decrease the personal involvement while conducting the interviews.
Moreover, the same questions were posed more than once in a rephrased man-
ner so as to verify whether the answer would be the same. Misinterpretation
was also avoided by using a tape recorder and by documenting the interviews
directly after they took place. Possible misunderstandings were able to be
solved in that way at once by contacting the person involved.

Important to keep in mind in this case study is also the changing pace of the
dynamics influencing the progress of the topic in focus. This implies that in
case the same study would take place a year from today the results would
probably be quite different. Therefore, it is difficult to safeguard reliability of
this project with respect to this aspect.

% |bid.
% |bid.

15






Background

3 Frame of Reference

The main part of the theoretical section will be based on the theories of eco-
nomic integration and trade liberalization. The essence of the three integration
trends in the world today will be discussed and the main trade policies used
nowadays will be shown. The issue of protectionism and the reasons behind the
governments’ wish to restrict the trade will as well be addressed.

3.1 Theories of Economic Integration

The overall reductions in tariffs that have taken place through GATT and its
successor the WTO, which will be described further down, have changed the
scenery of the global market place into the one of higher level of economic in-
terdependence between the nations and regionalism.?” Some groups of coun-
tries have negotiated preferential trade agreements under which advantageous
tariffs are applied with respect to each other but not to the rest of the world.”®
This process of cooperation between the countries in one geographical region
in order to reduce or eliminate barriers to the international flow of products,
people or capital is called a regional economic integration.?

There are different levels of arrangements of this kind, involving an ascending

order of degrees of integration. It ranges from preferential trade agreements to

free trade areas, customs unions, common markets, and economic and political
: 30

unions.

- Preferential Trade Arrangements provide lower barriers on trade mutu-
ally or by any of the parties. This is the lowest form of economic integra-
tion.

- In a Free Trade Area member countries seek to remove all barriers to
trade among them while each one retains its own barriers to trade against
non-member countries. The best known example is NAFTA.

- A Customs Union includes a completely free trade without the tariffs or
other barriers on trade between the members of the union and harmonises
trade policies with third countries.

2" Dijk van M. P. et al. (1996)
28 Krugman P. R. et al. (2000)
2 Wild J. J. et al. (2000)

% |bid.
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- A Common Market goes one step beyond the Customs Union by also al-
lowing the freedom of mobility for labour and capital among the mem-
bers.

- An Economic Union implies a high degree of co-operation between the
members and includes unification of the monetary and fiscal policies.**

- Political Union is the ultimate level of economic integration whereby
countries coordinate aspects of both the economic and political sys-
tems.*

3.1.1 Motivations for Regional Integration

Nowadays, the world trend in both developed and developing countries is to
pursue different ways of regional integration, the ideal sequence of which is the
above mentioned order of integration forms. The motivations behind such ef-
forts are rather wide and can be country or region specific. Nevertheless, there
are some general ones that can be identified.

Firstly, there is an assumption that regional cooperation can promote national
welfare more thoroughly than multilateral liberalization. The benefits of such
agreements are supposed to derive from relocation of factors of production and
from the obvious gains from economies of scale and specialization. Besides
those static effects it is expected that productivity in total will rise due to in-
creased competition and growing investment.

Secondly, being a member of a regional bloc is considered to be advantageous
when it comes to the trade creation or trade diversion issue. These two topics
are widely discussed within the frame of regional integration are. Trade diver-
sion takes place when lower-cost imports from outside the regional bloc are re-
placed by higher cost imports from another union member. As a consequence,
the welfare is reduced because the production is shifted away from comparative
advantage.® But, if taking part in a regional bloc leads to the replacement of
the high-cost domestic production with low-cost imports from other members
of the regional bloc, a country gains due to the trade creation.**

*! Salvatore D. (1999)

%2 Wild J. J. et al. (2000)

% Salvatore D. (1999)

# Krugman P. R. et al. (2000)
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Finally, transportation costs in themselves can be an important motive for re-
gional integrated economic activity regarding the gathering of information,
communication and transportation. Factors such as macroeconomic stability
and attraction of foreign direct investment are also strong reasons for pursuing
integration.

Important to note here is that the drivers towards regionalism are not only eco-
nomic ones but also political. It was more than often that political initiatives
took over and outweighed other issues when decisions were to be made. The
main arguments here are concentrated on the beneficial affects of integration on
political stability and security. Nevertheless, the affiliation with a dominant
power, the loss of national sovereignty and the weighting power in trade talk
negotiations are also topics under consideration.®

3.1.2 Benefits of Regional Integration

The lower barriers to trade and investment and the opening of new markets for
goods and services have resulted in the increase of the level of trade. Main im-
pacts of the trade creation are wider selection and lower prices of goods and
services which has led to higher demand for goods. *

Currently WTO consists of 146 countries. It can be very difficult for them to
take explicit positions on some issues, for example related to trade, and gain
consensus of all of the member countries. Thus the aim to further eliminate
trade barriers in smaller groups of countries within one region can be more eas-
ily accomplished. This is one of the greater benefits of regional integration.
Furthermore, in large forums of countries such as the WTO or United Nations,
a group of countries can have significantly greater political weight than each
country would have individually. Integration that involves political cooperation
between the member countries can be seen as one way of preventing military
conflicts. Finally, free movement of people aggregates the expanded employ-
ment opportunities. Hence, it can be said that this way regional integration is
contributing to the improved quality of life and living standards of people.*

% Dijk van M. P. et al. (1996)
% Wild J. J. et al. (2000)
3T Wild J. J. et al. (2000)
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3.1.3 Drawbacks of Regional Integration

The diversion of trade with countries not belonging to trading blocs is one
negative aspect of regional integration. As mentioned earlier, the latter can lead
to the replacement of low-cost imports from outside the zone with higher-cost
goods from member countries. It also leads to increased trade with less-
efficient producers within the trading bloc and reduced trade with more effi-
cient non-member ones. *°

Because of the fact that the different trade agreements cause dislocations in la-
bour markets, some jobs are lost while others are created. Shift of production to
low-wage nations within the trading bloc will most likely occur in industries
requiring mostly unskilled labour. Countries that are protecting low-wage do-
mestic industries from competition will probably see these jobs move to coun-
tries where wages are low when trade and investment barriers are removed.
This can also be an opportunity for workers to upgrade their skills and gain
more complex job training which could increase the country’s competitiveness.
A more educated and skilled workforce attracts higher-paying jobs. *°

The inevitable loss of autonomy is the greatest obstacle to integration. It has not
been entirely overcomed even in the most successful of the common markets.
However, in a Free Trade Area this is not one of the major issues, due to the
fact that the least amount of sovereignty is being surrendered. *°

3.2 Multilateral Trade Agreements

TheTtrade Agreements Act of 1934

The movement towards coordinated tariff reduction and international agree-
ments regarding trade liberalization dates back to the 1930’s when the United
States of America passed the “Smoot-Hawley Tariff Act”. Under this rule the
tariff rates rose sharply as a means to protect its agriculture production. This
act, combined with the Great Depression that took place in the 1930’s resulted
in world trade fall and general reduced economic activity in the world. The ef-
fect was rather disastrous since a lot of countries started raising their tariffs as

% bid.
% bid.
“0 Ibid.
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an answer to the U.S. policy which led to an almost complete collapse of the
world trade.**

Consequently, the U.S. administration concluded that tariffs needed to be re-
duced if trade volume was to increase. The best solution at the time seemed to
be bilateral tariff negotiations which would create a win-win situation for both
parties. This bilateral trade approach was passed in 1934 as a Trade Agreement
Act which resulted in a 50% cut on the existing tariff rates. Bilateral negotia-
tions however faced the serious inadequacy of including only commaodities that
dominated bilateral trade and although it could have a spill over on third coun-
tries it would not fully exploit world coordination and would limit the trade
creation results. *

The General Agreement on Tariffs and Trade (GATT)
The next step in international trade liberalization after the bilateral agreements
would be their generalization under multilateral negotiations which would in-
volve a larger number of countries. The multilateral tariff reductions that took
place after the World War 11 were realized within the framework of the GATT
launched in 1947. GATT was an organization, which was dedicated to the pro-
motion of free trade through multilateral agreement negotiations. GATT s
based upon three basic principles:
= Nondiscrimination: Refers to the unconditional acceptance of the so-
called most favored nation principal, according to which any reciprocal
tariff reduction negotiated between two nations would be extended with
any of each trade partners.
= Elimination of non tariff trade barriers. Exception to this is the agricul-
tural products and nations with balance of payments obscurities.
= Consultation among nations in solving trade disputes under the umbrella
of GATT

GATT covered 90% of the world trade by 1993. By that year, 123 nations
signed the agreement and another 14 had applied for entrance. Among these na-
tions were ones with major production outcome. A lot of developing countries
were outside GATT. Nevertheless, GATT was extended to allow preferential
trade treatment to developing countries so they can profit from tariff reduction
between industrialized nations.

! Krugman P. R. et al. (2000)
“2Wild J. J. et al. (2000)
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The Uruguay Round

In 1993, the 8" and most ambitious round of trade negotiations was completed
after seven years of torturous negotiations. The Uruguay round started in 1986
in Punta del Este in Uruguay and was scheduled to be completed by 1990. Due
to political disagreements, especially between the United States and the Euro-
pean Union, the final document was not ready before 1993. The agreement in
which 123 countries participated was signed in Morocco in 1994. The most im-
portant results of the agreement can be grouped under two categories: Trade
liberalization provisions and administrative reforms.

Trade Liberalization: As previous GATT rounds the Uruguay agreement re-
duced tariff rates. The already low tariffs imposed by the developed countries
fell almost 40%. Furthermore, the agreement provided a stricter framework to
resolve disputes caused by antidumping laws, more measures regarding protec-
tion of intellectual property and services.

Administrative Reforms: The Uruguay round called for the replacement of the
secretariat that administrated GATT with a new institution, the World Trade
Organization. The WTO is to carry out old GATT functions under a different
name and with some additional responsibilities. The main difference between
GATT and WTO is that the latest will include a new process according to
which the organization will be able to solve disputes between member coun-
tries. WTO has the so-called “Dispute Settlement Understanding” (DSU) which
aims at reaching judgments regarding nation’s non-compliance with the agree-
ment. Moreover WTO not only can penalize countries but also has the right to
retaliate on the organization’s decisions. Last but not least the Uruguay round
established a sub-agreement called the General Agreement on Trade in Services
(GATS). That was the first time that services were included in any interna-
tional agreement. *

Benefits and Drawbacks

Although the impact of the Uruguay round is difficult to estimate, due to the
complexity of the agreement and the fact that it was signed recently, GATT it-
self and the Organization for Economic Cooperation and Development** sug-
gest that the gain in the world economy will be immense. Regardless if this is
confirmed or not, it is claimed that the usual trade liberalization logic will ap-

“WTO (1994)
4 Another international organization consisting of developed countries, based in Paris
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ply. According to this argument the costs of the Uruguay round will be concen-
trated on small clusters whereas the benefits are going to be diffused in broad
population groups. The success of this round did not only result in the above
mentioned benefits but more importantly it sealed the progress towards free
trade that had already taken place during the past decades.

At this point it should be mentioned that there is a considerable amount of criti-
cism against the Uruguay Round and the creation of the WTO. One of the prob-
lems that arose is that the Uruguay round has omitted to include in the agree-
ment some important sectors and tariffs in some others remained too high. De-
spite the efforts to settle a dispute in a tighter legal framework, the possibility
of antidumping action is not completely absent and the potential for disputes
still remains. At a second level the Uruguay round and WTO is heavily criti-
cized for not addressing a lot of trade problems of developing countries or for
not accelerating the process of trade liberalization. *

The Doha Round

A new round of global trade negotiations took place in November 2001 at the
fourth WTO Ministerial Conference in Doha, Qatar and is to be finalized by
2005. Moreover, issues to be considered in the fifth ministerial conference in
Mexico in 2003 were brought up. The main aim of the Doha round was to pro-
mote the developing nations. It is stated that the agricultural subsidies alone in
the developed countries worth six times more than their combined aid budgets
towards developing nations. Among the benefits that should be created by the
Doha meeting is the better access of developing countries production in devel-
oped markets. Moreover, poor nations were to receive more aid in order to be
better integrated in the world trade environment.“® Finally, it was in the Doha
round that China and Taiwan became members of the WTO after 15 years of
negotiations which gave to organization a genuinely global character.”’

The Cancun Meeting

Recently, on 10-14 September, 2003 the WTQO’s Fifth Ministerial Conference
took place in Cancun, Mexico. This meeting can be seen as a continuity of the
Doha development agenda described above. The Cancun meeting is not the end
of the Doha agenda which, as said, is to be completed in 2005 but more an in-

** Such us Prebisch, Singerand and Myrdal
¢ World Investment Report (2001)
EU 1
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termediate phase in the process where negotiators are to evaluate the progress
of the agenda. “®

Despite the high expectations for further integration between developed and
developing countries, the meeting was deemed to failure due to serious discrep-
ancies between the so-called “rich” and “poor” countries. The collapse of the
talks has further hindered the world economy which has been staggering to-
wards recession during the last two years. The main dispute was over the denial
of developed nations to cut down on the large amount of subsidies to their agri-
cultural sector. Moreover, the European proposals on foreign investment poli-
cies were rejected by developing countries out of fear of opening the way to
foreign multinationals which would take over control of their own industries.

The main development of the Cancun Meeting is that rich and poor countries
agreed to disagree and blamed each other for the breakdown. However, it was
agreed that the ministers should meet up again on December 15" in order “to
reassess the future of the trade talks”.*® Also on the bright side, the agreement
to provide cheap medicines to developing countries will still be realized.

As a result of the described developments it is feared that the world trade sys-
tem will lose its holistic character and will fragment into regional or bilateral
agreements that in the end will be more harmful for poor nations. According to
World Bank estimations, a successful global trade agreement would result in
about 150 million people less suffering from poverty.” Trade has been setting
in motion world economic growth for the last 50 years. However in the past
few years there was a sever slowdown. Therefore a new successful deal would
boost both growth and confidence. Despite the failure developing countries
have still opportunities to benefit through the opening of the some markets and
promises set up for the future.”

The New Politics in World Trade

As described above, the world trade took successive steps towards liberaliza-
tion for the last 50 years. This liberalization process had largely involved po-
litical interaction. Over time, the more complicated the negotiations were, and
the more countries were involved the more the trade talks were ensnared into

®EU2
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political conflicts. Nowadays, these political quarrels have reached their peak
as proven in the resent Cancun meeting. A good example is the incident in Se-
attle in 1999, when trade negotiations broke in the middle of mass demonstra-
tions and deep disagreements between the two fronts: “the rich and the poor”.
Two years later, these issues were disregarded as Western countries were keen
to show their willingness to deal with global poverty. After the Cancun meet-
ing, it was made obvious that a lot of controversial matters that were believed
to be tackled in trade negotiations should be re-examined.* It is therefore ra-
tional to claim that the collapse in Cancun “may prove a historic turning point

in the history of free trade”.*®

3.3 Bilateral Trade Agreements

Bilateral trade agreements have a long history and have even played a key role
in the early rounds of GATT in creating multilateral trade agreements. In gen-
eral, GATT prohibits preferential trade agreements in which the tariffs that
countries apply to each others’ products are lower than the tariffs imposed on
the same goods coming from other countries. However, it even makes an ex-
ception to this rule that says: “It is against the rules for country A to have
lower tariffs on imports from country B than on those from country C, but it is
acceptable if countries B and C agree to have zero tariffs on each others’
products.” In general, a violation of the Most Favored Nation principle is pro-
hibited, but if preferential trade agreement leads to free trade between the
agreeing countries then the exception mentioned above is applicable.>

The strength of bilateral agreements is their capacity to control parties. The
possibility of monitoring them in a more effective way is higher than in a mul-
tilateral agreement. However, the problem of having a large number of bilateral
agreements is that it requires considerable resources to negotiate and monitor
them. Furthermore, it is easier to satisfy the needs of domestic interest groups
through bilateral arrangements.™

Important drawbacks lie within the inability to take full advantage of interna-
tional coordination. This means that benefits gained from bilateral trade can be

52 Schifferes S. (2003)
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“spilled over to countries that are not directly involved in bilateral negotia-
tions and are not taking part in reduction of their own tariffs.®

Even though the process of trade liberalization through multilateral negotia-
tions seems to have stagnated during the last couple of years, the multilateral
processes have in the past proven to be more successful. Some of the most fa-
mous economists have also made the predictions about the future of the bilater-
alism. It has been concluded that ““although a world that consolidates into trad-
ing blocs could simultaneously reduce tariffs so as to avoid trade diversion, the
optimal non-cooperative behavior of the blocs is actually to increase external
tariffs.””>" This will result in a reduced inter bloc trade. Moreover, predictions
are that the net effect of bilateralism will be reduced world welfare.®

3.4 Methods of Promoting Trade

Subsidies

Subsidies are financial assistance to domestic producers in the form of cash
payments, low-interest loans, tax breaks, product price supports or others. The
main purpose of subsidies is to help domestic producers impede international
competitors either in the home market or through increase of the competitive-
ness in international markets. The international agreement and WTO does not
support this kind of assistance and is often called on to investigate charges of
unfair subsidies. Furthermore, the critics argue that subsidies can lead to ineffi-
ciency and complacency by covering the costs that should be absorbed on their
own in truly competitive industries.>

Export Financing

Export subsidies are financial assistance to domestic exporters or potential ex-
porters in the form of direct payments or the granting of tax relief, subsidised
loans and offering reasonably priced insurance services in order to stimulate the
country’s exports. Those incentives give producers an encouragement to export
and make it more profitable for them to sell abroad than at home. Export fi-
nancing is especially crucial to the success of small businesses that are just be-
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ginning to export. In many countries, there are special agencies that are special-
ised in helping their domestic companies to gain export financing.®

Even though many countries provide this form of financing in order to promote
exporting, it contradicts with the rules set by the WTO.** The most criticised
form of export financing is the one for large multinational corporations, while
support of small business exporting activities, in general, is not so controver-
sial.®?

Foreign Trade Zones

A foreign trade zone (FTZ) is a selected geographic region in which merchan-
dise is allowed to pass through with lower customs duties (taxes) and/or fewer
customs procedures. Foreign investors in these zones are able to reduce produc-
tion costs and the time it takes to get into different markets. The main purpose
of the FTZs is to increase the employment by offering these possibilities to the
foreign investors.®®

Special Government Agencies

Special government agencies are responsible for promoting exports and are in-
volved in helping companies, often small and medium size ones to generate
contacts for new businesses outside of their home country. They are in charge
of organizing activities promoting the home country’s exports in other na-
tions.*

3.5 The Case of Protectionism

Despite the advantages of free trade national governments continue to intervene
in the trade of goods and services. The main explanation of such a behavior can
be found in the fact that beside the economic motives governments are also in-
fluenced by political, social, and cultural drivers. The motives behind the case
of protectionism are summarized further down.®®

The main argument against free trade is that foreign competition costs jobs to
the domestic economy. The social problems brought about by the industry-

% Ibid.
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specific unemployment caused by foreign competition are immense.®® An addi-
tional political motive is the preservation of national security and the safeguard
of valuable national resources. Certain sectors of the economy may appeal for
protectionism because they are closely related to national security. Protection-
ism is also driven by the international influence game that a lot of countries are
involved in especially when it comes to big developed countries and their au-
thority over smaller nations.®’

The most common economic motive behind protectionism is the attempt of na-
tions to defend their own infant industries from international competition dur-
ing their phase of development. The drawback here is that such strategies di-
minish competition, raise prices and limit incentives towards innovation. Fol-
lowers of a protectionism strategy argue that governments can help companies
exploit economies of scale and have a first mover advantage which will result
in increased national income. Nevertheless, with such a policy there is a risk of
inefficiency and increased costs. ®

Last but not least it is argued that protectionism discourages dependency. This
is a strong argument used by a lot of small or developing countries who don’t
want to end up relying on bigger countries and therefore they protect the indus-
tries they hold a comparative advantage. Moreover the issue of national identity
Is at stake and governments take action against imports that are considered to
be harmful for their cultural heritage.®

3.6 Trade Policies

While free trade maximises world welfare, most nations impose some trade re-
strictions that benefit special groups. They have become popular tools for gov-
ernments to promote exports and protect domestic firms from import competi-
tion. Trade barriers that are available to governments in order to restrict un-
wanted trade can be divided into two general categories. Tariffs, are taxes or
duties levied on products as they cross a national boundary and, different kinds
of non-tariff barriers that limit the quantity of an imported product. Histori-
cally, the most important type of trade restriction has been the tariff. Nowa-
days, most government intervention in international trade is in the form of non-
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tariff barriers such as import quotas, local content requirements, embargoes,
etc.”® In this section, both types of trade restriction will be discussed.

Tariffs

There are three categories of tariffs which are classified according to the coun-
try that levies them. Export tariff is levied by the country that is exporting a
product when the government of that country find the price of the product
lower than it should be. This is often applied by developing countries in order
to get better prices and raise revenues on exports that consist mostly of low-
priced natural resources. A transit tariff is levied by the country that a product
Is passing through on its way to its final destination. These kinds of tariffs have
almost entirely been abolished through international trade agreements. Finally,
the most important and the most common tariff used by governments is an im-
port tariff levied on the imported products. It can be ad valorem, specific, or
compound. Ad valorem tariff is levied as a fixed percentage of the value of the
traded product. The specific tariff is levied as a specific fee for each unit of an
imported product. A compound tariff is a combination of an ad valorem and a
specific tariff.” Generally, since World War 11, tariffs have declined in indus-
trial nations and now average less than 5% on manufactured goods. However,
trade in some goods is still subject to relatively high trade barriers.”

Non-Tariff Barriers

As mentioned earlier, non-tariff barriers limit the quantity of an imported prod-
uct. In turn, the lower quantity of the product available in the market tends to
increase its price and thus decrease sales. As tariffs were negotiated down dur-
ing the post-war period, the importance of non-tariff trade barriers has greatly
increased and is now threatening the world trading system that has evolved
since then.

Quota is the most important non-tariff trade barrier. It is a quantitative restric-
tion on the amount (measured in units or weight) of a good allowed to be im-
ported or exported during a certain period of time. Quota involves the distribu-
tion of quota licenses by the governments to the companies or governments of
other countries (in the case of import quotas), and domestic producers (in the
case of export quotas).

% Krugman P. R. et al. (2000)
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Import quotas are imposed in order to protect the domestic producers by set-
ting a limit on the amount of goods allowed to enter the country. This way,
domestic producers get to keep their market shares and prices because competi-
tive forces are restrained. For the consumers this means an increase in prices
and limited selection due to lower competition. Domestic producers whose own
production requires the import subjected to a quota loses as well. With a quota
the government receives no revenue either. An import quota always raises the
domestic price of the imported good.

Export quotas are imposed when a country wishes to maintain adequate sup-
plies of a product in the home market which is most common among countries
that export natural resources. Secondly, a country can restrict export of a good
to restrict its supply on world markets, which would thereby increase the inter-
national price of the good.”

Embargoes are a complete ban on trade (both imports and exports) in one or
more products with another country. This is the most restrictive one of the non-
tariff barriers and in most cases it is applied to accomplish political goals. To-
day, embargoes are not used to the same extent as before due to the fact that
they are very difficult to enforce. They can be declared by individual nations or
by supranational organisations such as the United Nations.”

Local Content Requirement is a regulation that requires that some specified
amount of a final good must be produced domestically. Local content laws
have been widely used by developing countries trying to shift their manufactur-
ing base from assembly back into intermediate goods. Local content require-
ment does not produce either government revenue or quota rents. Instead, the
difference between the prices of imports and domestic goods in effect gets av-
eraged in the final price and is passed on to consumers.”

An interesting improvement in local content regulations is that the legislation
allows firms to satisfy their local Content Requirement through exporting in-
stead of using parts for domestic needs. “...This has become important in sev-
eral cases: For example, U.S. auto firms operating in Mexico have chosen to
export some components from Mexico to the U.S., even though those compo-
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nents could be produced in the U.S. more cheaply, because this allows them to
use less Mexican content in producing cars in Mexico for Mexico’s market.””"

Administrative delays are regulatory controls or bureaucratic rules which are
designed to setback the rapid flow of imports into a country. This barrier con-
tains a wide range of government actions, such as requiring international air
carriers to land at inconvenient airports, requiring product inspections that
damage the product itself, purposely understaffing customs offices to cause un-
usual time delays, and requiring special licenses that take a long time to obtain.
Their main objective is to discriminate against imported products.”’

Technical regulations and standards include safety regulations for automobile
and electrical equipment, health regulations for the hygienic production and
packaging of imported food products, and labeling requirements showing origin
and contents.”

Other trade restrictions include laws requiring governments to buy from domes-
tic suppliers, international commodity agreements and multiple exchange rates
and currency controls (restrictions on the convertibility of a currency into other
currencies).”

Antidumping. Under international trade law, dumping refers to a situation
where a company exports a product at a price that is either lower than the
“fair’” price normally charged in its domestic market, or lower than the cost of
production. According to Article VI of GATT, fair value is either the price at
which the good is sold in the foreign market that fully allocated cost of produc-
tion or the price at which the good is sold in a third-country export market.*

Antidumping laws are made to prevent such a situation. In order for govern-
ments to be able to impose those rulings on dumped imports, it must be shown
that the domestic industry has suffered material injury due to dumping.®* How-
ever, it is often difficult to determine the type of dumping and there is a risk
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that the domestic producers demand protection against any form of dumping
which can result in unfair protectionism and abuse of antidumping laws.

3.7 Theory Application

The above mentioned theoretical framework will be used throughout this study
both as a base for the empirical research and later on as an evaluation base for
the analysis of the empirical findings.

The description of the forms of regionalism and economic integration as well as
the relevant benefits and drawbacks will serve as guidelines when analyzing the
specific choices of participation in regional agreements of the case country.
Moreover, methods used by nations in order to promote trade were also ad-
dressed with the purpose to be identified during the case study. The discussion
on the issue of protectionism and the reasons behind the governments’ wish to
restrict the trade as well as a presentation of different forms of trade policies
used today aim at providing a better understanding of how these policies are
applied with regards to this study. Both the analysis and evaluation of the ad-
vantages and disadvantages of economic integration, multilateralism, regional-
ism and bilateralism depend on the knowledge of the present and future devel-
opments of the trade patterns. Therefore, in order to be able to understand these
trends, the evolution process of the world trade liberalization under GATT and
its successive steps, together with the multilateral and bilateral trade agree-
ments were discussed.
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4 The Bus Industry Business Environment

The engagement of a country in trade negotiations is closely related to its po-
litical and economical state and stability. Therefore, before examining the
Trade Policy environment in Mexico, a political and economical overview of
the country is presented, aiming at identifying the drivers towards its trade
strategy and at assessing its effects. Within the same context, the trade flows
and trade partners of Mexico are briefly presented. This will be used as an
evaluating factor of the most important trade associates and as a base of rea-
soning before choosing the regions that will be in focus with respect to Mex-
ico’s trade relations. Moreover, since this study is going to estimate the im-
pacts of the trade policy on the bus industry, a general description of that in-
dustry is also presented as a background. Part of this description is the presen-
tation of Volvo Bus in Mexico, which will be used as an empirical example dur-
ing the study.

4.1 Mexico’s Political and Economical Overview

4.1.1 Political Overview

Since independence from Spain in 1821, Mexico has undergone civil wars and
predatory invasions.®” An important development was the creation of the Na-
tional Revolutionary Party (PNR) in 1924 which was renamed Institutional
Revolutionary Party (PRI) in 1945. This party stayed in power until year 2000
and has been alleged for a lot of electoral frauds that kept it in power. It was not
until 1994, when PRI representative Ernesto Zedillo won the presidency, that
the elections were recognized as transparent. Mr. Zedillo, despite his efforts for
political reforms, lost creditability over his ability to manage the economy. The
main reason for that was the peso crisis that broke out in the beginning of his
term and made his administration very unpopular.

In July 2000, Vicente Fox Quesada, representative of the National Action
Party (PAN), was elected as president of Mexico. His election was very mo-
mentous as it put an end to the seven decades of political domination by the
PRI. Governmental ability has been rather weak, since the ruling does not en-
joy a majority either in the Chamber of Deputies nor in the Senate, which se-
verely delays the legislation acts.® Vicente Fox introduced a new style of gov-
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ernance. The new government’s advisors and cabinet members came mostly
from the private sector and the academic world, whereas the whole style of
governance became more informal. His election has been associated with
promising forecasts for job creation and tax reductions. Central to these estima-
tions were the increasing well-paid automotive related jobs.2* Mr. Fox, despite
the fact that he is not a novice in the political arena, is described as having a
lack of political know-how in several issues. Moreover, his government’s popu-
larity has been falling, as it seems to have consistency issues unsolved. Adding
to this, the period 2001-2002 was one of sharp economic downturn and one of
government’s failures to achieve its objectives included the creation of new
jobs in the automotive sector. However, Mr Fox’s personal approval ratings
continue to be high as he is considered honest and well-intentioned. The next
elections in Mexico are going to take place in 2006.%

Mexico’s foreign policy has been fundamentally determined by the country’s
relations with the U.S. The political relations between the two countries have
been intense. The expansion of the petroleum production after the mid 1970’s
empowered Mexico to favor left-wing administrations such as the one in Cuba
which was opposed strongly by the U.S. The bilateral political relations re-
mained tense until 1996, due to a series of events such as murders and U.S. al-
legations of Mexico’s inability to control drug trafficking. This situation im-
proved in 1996 after the arrest and deportation in the U.S. of one of the most
notorious Mexican drug dealers. After the NAFTA was signed the goal of the
Fox administration regarding the relations with the U.S. has been to persuade
the U.S government to adopt a more liberal policy regarding Mexican immigra-
tion flows towards the U.S. Progress on immigration issues has been slow so
far without any concrete results. %

4.1.2 Economical Overview

During the 1970’s and 1980’s, expansionary policies in addition to external
shocks caused inflation pressures and balance of payment problems in Mexico.
The fact that the country was cut off from the international markets added to its
difficulties to pay its external dept, made the change of economic policy im-
perative in the 1980’s. The policy changed during the Madrid and Salinas ad-
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ministrations by the adoption of a more orthodox economic policy which fol-
lowed the guidelines of the WTO and the IMF. Mexico joined GATT in 1986
and NAFTA in 1994. This lead to a major restructuring of the Mexican econ-
omy which was also encouraged by domestic structural reforms. These reforms
included the decrease of restrictive laws on inward Foreign Direct Investment
(FDI), a considerable reduction of protection measures in terms of tariff and
non-tariff barriers, as well as privatization of large state owned organizations.
As a result, a more favorable investment climate has been created in Mexico
since then.®" 8

While in the 1970’s the economy heavily relied on oil for foreign exchange
earnings, the manufacturing sector quickly took over. In 2002, manufacturing
accounted for 20% of the GDP. The majority of exports were produced in the
maquiladoras further described in Appendix I. However, it is services that
contributed mostly to the economy’s output, accounting for 37.9% of GDP.*
Table 1, presents some basic Mexican economic indicators for year 2002.

Table 1 Main economic indicators, 2002

GDP US $ 900 billion

Real GDP growth 0.9%( based on constant 1993 prices)
GDP per capita US$ 9,000

Consumer price inflation 5.7%

External Dept US$140.8 billion (June 2002)

Exchange rate Ps: US$ 9.68
Population below poverty line 40 %

Labour Force 39.8 million (2000)
Industrial Production Growth Rate || 4.9%

Sources: The Economist Intelligence Unit Limited (2003)

The Peso Crisis 1994-1995

Mexico faced a severe financial crisis in 1994 during the Zedillo administra-
tion. In 1994, Mexico’s economy seemed promising. Its potential to prosper
was based on the NAFTA membership, solid steps towards economic reforms
and positive growth rates during the second and third quarter of 1994. How-
ever, the over-valuated exchange rate and expanding current account deficits
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created a serious imbalance. In order to avoid an economic slowdown, the gov-
ernment tried to maintain its quasi-pegged exchange rate by limiting monetary
retrenchment with pure intervention policies. Those policies proved to be un-
sustainable. Moreover, a sequence of “political shocks™ occurred at the same
time, contributing to the already unstable situation. These events included a
revolution in the state of Chiapas, the murder of a presidential candidate, the
kidnapping of local personalities and the assassination of another high level po-
litical figure. Added to this, the internationally rising exchange rates and fears
of currency devaluation resulted in undermined investor confidence and con-
tributed to large outflows of capital. The Central Bank of Mexico has used the
foreign currency reserves in order to defend the currency. The diminishing re-
serves forced the government to alter its exchange rate strategy and allow the
rate to flow freely in the last days of 1994. For decades the exchange rate had
always been managed with a band or peg used as a tool to control domestic in-
flation. The subsequent adjustment in the Mexican financial markets resulted in
a 30% to 40% devaluation of the peso relative to the US dollar. The ultimate
result was a collapse of the exchange rate and elevated interest rates. President
Zedillo, announced an emergency recovering economic program that included
budget cuts and privatizations. Nevertheless, investor confidence failed to be
re-established.**"

The Recovery of the Economy

The above described economic crisis was proved to be disastrous to domestic
investment and consumption. Nonetheless, the weak exchange rate and the
preferential access to the U.S. and Canadian markets due to NAFTA became
engines of export growth. Until the second quarter of 2002, external trade grew
remarkably. This development is at a large extent attributed to the Maquiladora
industry, described in Appendix I. Despite the fact that the economy has largely
recovered since the peso crisis in 1995, private consumption remained low due
to the decline in real wages, high unemployment and an immense debt.*

Except for a brief period in 1997, it is said that in reality Mexico has never re-
covered after the peso crisis. Proof of this is the next crisis that followed in
1997 and 1998. This crisis was a spin effect of the international crisis that
started in Asia in 1997. Despite the efforts of the government to keep capital in
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the country through increasing interest rates, capital outflows were not pre-
vented. At the same time unemployment started to rise and the living standards
of the workers dramatically fell. This situation was further accentuated by seri-
ous hits in the agriculture sector due to disastrous floods as well as scandals in
the banking sector. This series of events contributed to a great destabilization of
the economy.”

Growth slowed down in 1998 and in 1999 but in 2000 growth surged to 6.6%
despite the fact that it was a year of presidential elections and traditionally a
crisis would take place. Mexico suffered from the economic slow down in the
U.S. in 2001 but managed to keep the private consumption levels due to the
strong peso and dropping nominal interest rates. Although in that year GDP
was at its lowest levels since 1995, the fall in demand resulted in lower infla-
tion rates. As a matter of fact, in 2002 inflation reach a 30-year low level of
4.4%. During 2002 the economy started to recover due to the export sector
which was the most important factor boosting GDP to higher levels.

The flexible exchange rate that was adopted in 1994, as described above, be-
came a significant factor in maintaining stability in the volatile international fi-
nancial markets. The floating rate has resulted in regular adjustments to exter-
nal factors rather than rare but immense shocks. Moreover, the capital flows
changed towards a more long term perspective and diminished the possibility
of attacks through speculations.*

Despite the economic volatility during the last decade, with respect to the
automotive sector, Mexico remains an important market. Mexico’s advantages
are its steady credit availability, strong peso, reasonable interest rates and as
said declining inflation. The fact that president Fox’s social and fiscal initia-
tives have not yet been realized is a serious drawback. These plans included
new vehicle taxes and corporate income taxes elimination in order to promote
foreign investment.”®

The above described instability during the 1980’s as well as the peso crisis are
reflected on the exchange rate of the Mexican Peso in relation to the US dollar,
before and after these periods and is shown in table 2.
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Table 2 Exchange rate fluctuation 1984- Sept.2003

Exchange rate fluctuation

Peso per 1000 Peso per US $
Uss$

1984 1985 | 1986 | 1987 | 1990 | 1995 | 1996 | 1999 | 2000 | 2001 | 2002 | Sept.
2003

167,825 | 266,87 | 0,611 | 1,37 | 2,81 | 6,41 | 7,59 | 9,56 | 9,45 | 9,34 | 10,16 | 10,92

Source: IMF-IFS (2002)

Technological Development

In 2001, the UN has released a report which has ranked countries according to
their technological development. In this ranking, Mexico, Costa Rica and Chile
were ranked as developing economies which are potential technological lead-
ers.®

Within the automotive sector, since 1997, Mexico has moved towards the de-
velopment of more complicated industrial processes. Advanced research cen-
ters have been established which provided technological innovations to the in-
dustry by recruiting high skilled personnel graduating from technological insti-
tutions in Mexico. Companies established in Mexico, such as General Motors,
Nissan, Volkswagen and Delphi have developed an extraordinary capability in
enhancing new processes and products.”’

As a result of NAFTA and the other Free Trade Agreements, for the period
1994-2001 Mexico has received more than US$ 10 billion in new investments
in the automotive sector. In that way, not only the sector was modernized but
the whole region was also developed. Moreover, a whole cluster of suppliers
and related industries was build up that promoted vertical integration and fur-
ther supported the supply chain. Specialization in production was also en-
hanced. Moreover, FDI inward flows have contributed to the transfer of new
technologies in the automotive sector which can partially explain the 40% in-
crease of productivity levels since 1994. The enhanced auto industry has cre-
ated many new and better paid jobs in Mexico and thus contributed to a better
standard of living for the inhabitants. *®
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4.2 Mexico’s Trade

Mexico is one of the most active trade countries in the world and the leading
trade nation in Latin America, having a 16% share of the total regional trade. If
one considers EU as one nation, Mexico is the 7" exporting nation in the world
accounting for 2.6% of the world exports.

The most important job creator in Mexico is the export sector which is the most
dynamic one of the economy. For the period 1993-2001, Mexican exports have
accounted for more than half of the country’s GDP. More than half of the gen-
erated jobs are linked to the export sector and to FDI inflows. Export activities
have been expanded all over Mexico, allowing in that way every region to
grasp the benefits of trade and growth. It should be stated that in the past, eco-
nomic activity was concentrated in the biggest Mexican cities and in the Mex-
ico-U.S. border area. The Free Trade Agreements Mexico has signed promoted
the country as a manufacturing hub where a lot of foreign companies are rush-
ing to invest and exploit the unique position and the trade policy environment
opportunities provided by Mexico.”

Table 3 and Table 4 show Mexico’s exports and imports for the period 1993-
2002. The tables also show the main trading partners of Mexico regarding ex-
ports and imports as well as the evolution of their trade relationship over time.
As seen, the U.S. is by far the most important trade partner of the country re-
garding both exports and imports. The trade figures show that an immense per-
centage of Mexico’s exports are concentrated to the U.S market. There is a
small decrease in the Mexican exports towards the U.S. as a percentage of total
exports after year 2000. This can be combined with the slowdown in the U.S.
economy that year. As seen in the tables, there is a growing share for the EU
especially when it comes to imports. Trade with the EU is more important than
trade between Mexico and Canada, despite the participation of both countries in
NAFTA. Also impressive is the increase of the share of China regarding both
exports and imports during the last years.

% The NAFTA Office of Mexico in Canada
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Table 3 Mexican exports per trading Partner: 1993-2002(in US$ million)

1993 51,886 43,117
1994 60,882 51,943
1995 79,542 66,475

1996 96,000 80,673
1997 110,432 94,531
1998 117,460 103,306
1999 136,403 120,393
2000 166,400 147,686
2001 158,547 140,296
2002 168,682 123,767

Source: IMF: Direction of trade statistics (2002)
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Table 4 Imports to Mexico per trading Partner: 1993-2002 (in US$ million)

1993 67,367 46,542 69 1,163 1.7 8471 126 3,369 353 1,312 7.5
1994 79,346 57,009 72 1600 2.0 9,848 124 3,812 429 1,326 7.0
1995 72,453 53995 75 1374 19 7,401 102 3,680 521 622 6.7
1996 89,469 67,629 76 1,744 19 8506 95 3,901 760 759 6.1
1997 109,802 82,182 75 1,968 1.8 10,891 9.9 4,334 1247 956 6.0
1998 125,373 93,252 74 2,292 1.8 12,867 10.3 4,553 1,818 1,142 6.0
1999 142,064 105,267 74 2949 21 14,006 9.9 5,083 1,921 1,242 5.8
2000 168,400 127,534 76 4,017 2.4 16,253 9.7 6,466 2,880 1,983 6.7
2001 168,276 113,767 68 4,235 25 16,166 9.6 8,086 4,227 2,120 8.6
2002 168,679 97,531 58 1,509 0.9 14,145 8.4 3,766 2,864 2,282 5.3

Source: IMF: Direction of trade statistics (2002)

NAFTA Trilateral Trade
NAFTA has resulted in increased trade between the three member countries.

Because of the product accessibility provided by NAFTA, Mexico has the op-
portunity to attain quality products produced in North America more economi-
cally. Outstanding business dynamics have been created in the area just because
of the favorable conditions and trade flows have seen a great rise between the
three countries. Consequently, North America is erected not only as one of the
bigger and more competitive Free Trade Areas but also as one of the most
promising trading regions. '

10 The NAFTA office of Mexico in Canada
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One third of the region’s total trade takes place within the NAFTA partners. In
2001, trade between Mexico, Canada and the United States accounted for 113%
more than the respective figures of 1993. The trade flows per country-member
were as follows: "'

» Mexico —Mexico’s merchandise exports to NAFTA partners increased 225%
from 1993 and to the rest of the world 93%. Only in 2001, Mexico exported
US$139 billion to its NAFTA partners. U.S. market accounted for 89% of
Mexico’s exports in the end of year 2002, despite Mexico’s efforts to diversify
its trade.'®

* United States - U.S. merchandise exports to NAFTA partners nearly doubled
between 1993 and 2001. Growth in exports to the rest of the world within the
same period was significantly lower amounting to 44%.

» Canada — From 1993 to 2001, Canada’s merchandise exports to its NAFTA
partners was 95% higher. Within the same period of time, exports to the rest of
the world increased only

The EU- Mexican Bilateral Trade
Until 2001, Mexico has been a rather insignificant trading partner to the Euro-

pean Union. During the 1990’s Mexico did not fully exploit the outward trade
strategy of the EU. The bilateral trade between the two areas actually declined
during this period, which coincides with the creation of NAFTA. Figure 1
shows the EU merchandise trade with Mexico during the 1980’s, 1990’s and
2002.

Figure 1 EU merchandise trade with Mexico
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Source: Europa — DG Trade (2003)

101 NAFTA at Eight
102 The Economist Intelligence Unit Limited (2003)
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EU relies strongly on manufacturing exports whereas Mexican exports consist
of a large mining and agricultural share.'® This difference illustrates a diver-
gence between the EU and Mexico as shown from the share of bilateral imports
and exports in three basic sectors in Table 5.

Table 5 Sectoral Structure and significance of bilateral EU-Mexican trade in 1999.

| ]

Structure’®  Significance’® Structure  Significance
Agricultural products 4.1 0.8 9.0 54
Mining Products 1.2 0.4 214 9.5
Manufactures 89.5 14 68.7 3.1
-Non electrical machinery 29.0 2.3 3.2 2.1
-Automotive products 13.6 2.1 29.2 6.0
-Textiles 15 0.8 1.0 2.1
-Clothing 0.9 0.7 0.5 0.4

All commodities % . 1.3 5.2 3.8

Source: Busse M. et al. (2001)

As presented in Table 5, within the manufacturing sector the automotive prod-
ucts represent by far the largest Mexican exports to the EU and the ones with
the greater significance. Other sectors such as textiles and clothing have less
importance in the Mexico — EU bilateral trade."®’

4.2.1 Trade Within the Automotive Sector

The country’s exports have been diversified during the last decade from oil and
raw materials to manufactured products.’® The automotive sector has been one
of the fastest growing sectors in Mexico representing 20% of the country’s ex-
ports, where it is Mexico’s largest employer. This sector represents 14% of the

103 Bysse M. et al. (2001)

104 Share (in %) of all commodities

1% Share (in %) of bilateral exports in respective total exports (third-country trade in the case of the EU)
1% 1n $ billion for “structure” and in % for “significance”. Including unspecified products.

97 Busse M. (2001)

1% jbid
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Mexican economy’s total imports.’®® It is a strong driving force towards the
country’s welfare and prosperity.™*

In the automotive sector Mexico’s trade is to a big extent concentrated in the
North American region and especially in the U.S., both regarding exports and
imports. Other countries that are important destinations for Mexico’s exports
and origin of its imports both in vehicles and auto-parts are Germany, Japan
and Brazil. The Mexican automotive trade balance for 2002 is shown in

figure 2.

Figure 2 Mexican Automotive Trade Balance 2002

Exports
31.9(US$ Bill)

Imports
23.6(USS$ Bill)

- Vehicl
% 29%
_
Auto-parts
29% <|y\1 71%
. .
Vehicles | % | Auto-parts % Vehicles | % | Auto- %
U.S. 83.6 76.9 parts
Canada | 10.2 4.0 U.S. 72 | US. 70.4
EU 3.9 3.6 Canada | 19 | Canada 7.4
Brazil 0.6 0 EU 8 | Japan 6.1
Others 1.7 15.5 Others 16.1

Source: Bancomext (2003)

The automotive sector trade within the North American region has been bene-
fited by NAFTA. Due to this agreement, the intraregional trade arrived to be
almost 80% of the total NAFTA export of auto and auto parts. It is this industry
that drives the region towards growing international competitiveness and global
development. The three NAFTA countries have exported together more than
US$160 billion in 2001, representing in that way one third of the total world
automotive exports. "

109 Bancomext (2003)
110 Maquila Portal 2
11 just Auto (2001)
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4.3 The Automotive Industry in Mexico

Mexico is the 10" biggest automotive producer in the world, producing ap-
proximately 2% of the world output. At the time of writing, Mexico produces 2
million cars on an annual basis. Moreover, Mexico is the 8" largest engine pro-
ducer in the world and the 7" largest engine exporter.

The basic factor for Mexico’s increasing production in this sector is the supply
of low cost labor as well as the country’s trade liberalization policies, the most
important of which is the country’s membership in NAFTA. That led a lot of
the largest world manufacturers to establish production facilities in Mexico and
use that as a base in order to supply all North America. Mexico is a major
player in the industry. Nevertheless, there is a deficit of vital component sup-
pliers necessary for such a large manufacturing operation.*?

Mexico calculates a rise in vehicle production of approximately 29% by 2004,
two thirds of which will be for exportation. Because of Mexico’s importance as
a vehicle manufacturer in the world scene, leading companies have invested
heavily in the area. Some of these companies are: Ford, General Motors, Daim-
lerChrysler, Volkswagen, BMW, Renault-Nissan and Honda. These companies
produce not only for the needs of the local market but also for the large markets
of U.S., Canada, South America and Europe.'*®

Despite the fact that the biggest foreign investor in the automotive industry of
Mexico is the U.S., European companies have a strong presence. The incentive
for automotive manufactures is that they anticipate enjoying flexibility and
costing efficiency which will derive from the free move of parts in and out of
Mexico to the U.S., Germany, France, Britain and Singapore. ***

Over the years, since 1962, the automotive industry in Mexico has been strictly
regulated requiring rigorous local content, sourcing, and trade balancing as well
as imposing relatively high tariffs. Such regulations have led to a non-
competitive local parts industry."™> Recognizing the importance of competition
in the development of its auto industry, the Mexican government tried to liber-

12 UK Trade & Investment (2003)
13 Maquila Portal 2

14 |pid.

15 Norton J.J. et al. (1995)
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alize the industry. These industry specific liberalization steps will be discussed
further in this study.

4.3.1 The Bus/Coach Industry

For a lot of years the bus industry has been considered only as a separate sector
related to truck manufacturing, which in turn is seen smaller and “inferior” to
the car industry. Despite the fact that the bus is often considered a last resort
means of transportation its significance is growing as the city centers in the de-
veloped world are becoming more congested and polluted. *°

This growing significance of the bus industry is illustrated in the growing pat-
tern of the sales figures in Table 6 below. There is a growth pattern in the
NAFTA markets until 2003. Nevertheless, there is a forecast according to
which demand in the NAFTA area is falling after 2004.'*’

Table 6 Bus and coaches sales 1999-2005 (Units)

2002 2003
W. 23,455 23,690
Europe
E. Europe 22,540 23,565

NAFTA 60,150 60,450
S. Amer- 22,950 24,520
ica

Source: The Economist Intelligence Unit Limited (2000)

118 The Economist Intelligence Unit Limited (2000)
17 Figure for 1999 is actual, the remaining are forecasts made in 2000.
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The bus industry driving forces can be seen in Figure 3. As seen they include
factors such as customers, manufacturers, governments and technologies.

Figure 3 Bus industry Driving Forces

Customers
e Polarization/internationalization
* Productivity
* Total business offer

Manufacturers Government &

*Global Society

« Consolidation/ Change Driv- * Environment
Scale Economy ers »Congestion

*New niche *Legal regula-
players tions

*New features * Safety

*Price pressure

Technology
*New Materials
*New drivelines/Fuels
«|T tools / Electronics
*e-Commerce

Source: Volvo Bus Corporation (2003)

4.3.2The Mexican Bus Industry

In recent years, there have been major changes in the North American bus and
coach industry. The new political and economic environment with NAFTA in
focus has made large-scale investments a real possibility, and has provoked
some major restructuring within the industry. The industry has become more
modern and is enhancing competitiveness. As a result of these developments,
European manufacturers have lately invested heavily in bus and coach builders
in the NAFTA region. **® This European “invasion” is of a great concern for
the major component suppliers.™

The main characteristics of the North American Bus market can be summurized
as follows:

= Registrations are low in comparison to the size of the region

= The manufacturing industry is dominated by W. European manufacturers

= |tis a large market for unique design school buses *?°

118 The Economist Intelligence Unit Limited 1 (1999)
119 The Economist Intelligence Unit Limited (2000)
120 \/olvo Bus Corporation (2003)
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The Mexican bus and coach manufacturing industry is well-established and ex-
tensive. Companies present in the market, produce chassis, complete vehicles
including integrals, and bodywork (For technical definitions see Appendix I11).
It is estimated that there are more than 130,000 buses and coaches in circulation
in Mexico, including more than 40,000 coaches. The figures regarding the pre-
cise number of the bus fleet in Mexico are rather contradictory and depend on
the source. One possible explanation is the fact that the Mexican government
had difficulties publishing accurate formal information. These information dif-
ficulties can be illustrated by the fact that the public sector started to use com-
puters to store relevant information five years ago. Therefore, the exact figures
are difficult to find.*** The rail system is poor and therefore an extensive net-
work of express coach services is available. Some of the coaches are built to
very luxurious standards. There are 10 million passengers per year using the
intercity rail network. This can be compared with the respective coach passen-
gers which are 2.5 billion on an annual basis.'*

Mexico’s Bus market has been growing after its first recovery in 1995. In 2000,
the sales reached over 10,000 units which is a significant increase compared
with 1994. Part of the growth can be explained by the Mexican authorities’ ef-
forts to reorganize the so far completely disordered transport system particu-
larly in Mexico City. Traditionally, in Mexico City, most passenger were
commuting with micro-buses which are “vehicles built over an extended full-
size pickup chassis.” The government has forced operators to use more con-
temporary and upgraded buses which may diminish to some extent the demand
for lower truck class segments.*?* Table 7 shows the bus sales in Mexico for the
years 1994 to 1997 and from 2000 to 2003.'*

Table 7 Total Bus Market sales in Mexico 1994-1997 ,2000-2003

Category/Year 1994 1995 1996 1997 2000 2001 2002 2003
Coach 1,562 169 312 791 1,746 3,262 1,784 1,950

City/Intercity 5,289 637 2,137 3,752 8,460 8,460 7,239 6,350
Total Market 6,851 806 2,449 4,543 10,151 11,722 9,023 8,300

Source: ANPACT (2001)

121 Cortéz S. 2003/11/10

122 The World Bus & Coach Manufacturing Industry (2002)

12 The World Bus & Coach Manufacturing Industry (2002), Volvo Bus in Mexico (2003), ANPACT (2001)
124 1994-2000 figures are actual, the remaining are ANPACT forecasts made in 2000
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In 2000 Mexico’s total bus production has increased dramatically compared
with the 1996 levels. The peso crisis also strongly affected the bus industry.
This effect is apparent in the production and sales figures in 1995 and 1996.
The bus production for the years 1994 to 2000 is presented in Table 8

Table 8 Mexican Bus production 1994-2000

Category/Year 1996 1997 1999 2000
Coach 636 1,045 1,378 1,515

City/ Intercity 1,529 5,362 6,228 8,028
Total Market 2,165 6407 7,606 9543

Source: ANPACT (2001)

4.3.2.1 The Demand

According to data analyzed by Volvo Bus Corporation, 43% of all travel in the
world in 2000 was made by Public Transport. Out of this, transportation by bus
and coaches stands for almost 60%. **

Moreover, data analyzed for Volvo Bus Corporation, shows that; *%°

v “As the average income increases, the annual distance traveled per capita
increases by roughly the same proportion”.*?’

v “Time set aside for travel is typically 60 to 90 minutes per person per day”.

v “The richer you are, the faster you go and therefore the more “mobility”

you consume””. %

According to the same analysis, it is believed that Global Mobility will double
in 2020, compared with the 1997 levels. It also predicted that buses share will
remain the same. As a result, the fleet capacity is going to have to double

within the next 20 years if “utilization rates remain similar to today”.'*®

The average vehicle density in Mexico is estimated to be 7.6 persons per vehi-
cle, which is far below the U.S. and the Western European car ownership stan-
dards. Moreover, it is calculated that 97.5% of public transport between the dif-

125 \/olvo Bus Corporation (2003)

126 |bid.

127 1n developing countries this is 3 to % of household expenditure. This rises to 10 to 15% of household ex-
penditure in developing countries( car ownership)

128 \/olvo Bus Corporation (2003)

129 \/olvo Bus Corporation (2003)
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ferent cities in Mexico is made by coach. This can be explained by the fact that
the rail network is inadequate and is used mainly for the transportation of goods
plus that the domestic airfares are costly.*®

Interurban services in Mexico include approximately 30,000 coaches. Out of
these, 8% are executive and luxury models which are constructed according to
very high standards of comfort. First class coaches stand for 42% of the sector
whereas 50% are economy vehicles used for short distances and are of a rather
basic standard.™" The market of these services is controlled by a small group of
companies which charge according to the comfort they offer. The luxury
coaches usually operate on a non-stop basis between the main centers.**

Out of the whole bus fleet, 24,000 of the buses belong to approximately 100
different transportation companies. These transportation companies in turn are
usually a part of some of the alliances that exist in the country. Three of the
major ones own 60% of the market. These are Flecha Amarilla/Grupo Toluca
(IAMSA) with 7,830 coaches and 18,900 employees, Estrella Blanca with
5,600 units and 18, 900 employees and ADO with 4200 units and 24 400 em-
ployees.'*

The problems related to congestion and pollution in Mexico City are dealt
through banning microbuses and transporters that are old and not technologi-
cally advanced and replacing them with full size busses which have bigger pas-
senger capacity. ** The Mexican government is working on the implementation
of a plan according to which incentives are going to be given to the present mi-
cro-buses owners in order to facilitate the replacement of the micro-buses with
new and more functional ones.®® This opens up some new possibilities for the
players in this market as well.

30 Doug J. (2003)

B Ipid.

32 Ipid.

133 Fredlund S-A (2003)

34 The Economist Intelligence Unit Limited (1999)
135 Cortéz S. 2003/11/10
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4.3.2.2The Competition

This section is going to present the main players in the Mexican Bus Market.
Moreover, a brief description of their profile will take place.

" Mercedes Benz Omnibuses Mexico SA (MB Bus). The company is 85%
owned by DaimlerChrysler’s Mexican subsidiary, Mercedes Benz Mexico.
The remaining 15% is owned by the Brazilian bodybuilder called CAIO.**

. Mexicana de Autobuses SA ( MASA) is based in Tultitlan close to Mexico
City. As mentioned, the Mexican bus and coach manufacturer has been owned
by Swedish Volvo Bus since 1998.%*’

. The Diesel Autobuses SA de CV. (DINA) It is based in Chimalistac and
has a controlling interest in Motor Coach Industries International Inc. The
later has plants in Mexico, Canada and the U.S..*®

. Neobus, which was founded in 1993 is a wholly owned Mexican com-
pany . The company produces among others Citiliner 40 and 45, Jetliner and
Transliner buses **

. Scania, opened its factory in Mexico in 1999. The factory builds truck
and bus chassis and 2000, in which they sold 200 chassis, was the first year of
production. In the 2001 production rose to 384 units. **°

. International , has been present on the market since 1926 as a techno-
logical associate in different stages but not until 1996 did it establish its pres-
ence on the market manufacturing and marketing its product directly. The
manufacturing plant has an area of 1.1 million m? and is located in Nuevo
Leodn. They produce school buses, urban buses and intercity buses.'*

12? The World Bus & Coach Manufacturing Industry (2002)
Ibid.

138 |pid.

% Ipjd.

49 |pid.

Y International (2003)
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The market share of each of the above mentioned actors is shown in Figure 4.
As earlier explained, Volvo Bus in Mexico is going to be used as a practical
example during this study; therefore this company is going to be in focus while
describing the market shares.

Figure 4: Bus Market Mexico — Sales Volume (Jan-Sept. 2003)

MOTOR COACH
;0,2%

VOLVO; 13,7%

OISA; 1,7% SCANIA; 3,2%

International ;
35,3%

Mercedez-Benz ;
45,9%

Source: ANPACT (2003)

As seen, Volvo Bus de México has a market share of approximately 14% of the
total bus market in Mexico. This market consists of two segments: The coach
segment and the City/Intercity Feeder segment. The Coach market in Mexico
represents the 23% of the total bus market whereas the City-Intercity market
covers the remaining 77%. The share of each segment is shown in Figure 5.

Figure 5 Bus Market Segments
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Source: ANPACT (2003)
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The market shares per company in these two different segments are shown in
the figures below.

Figure 6 Coach Market share (Jan-Sept. 2003)
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Source: ANPACT (2003)

Figure 7: City —Intercity Market share (Jan-Sept 2003)
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VBM is the leader in the coach market but has a very small share in the urban
one. The company is planning to develop a special product for the city and
intercity market, since there is a chance to grow in this segment. The idea is to
promote the old MASA model rather that incorporating the new Volvo one
since it is more expensive than what the Mexican market can maintain. The
only way to penetrate this market is by introducing a cheaper bus, which does
not exist at the moment.**?

4.3.2.3The Suppliers

In 2002 there were about 1350 registered auto parts suppliers in Mexico.*** Lo-
cal Mexican suppliers have been through difficult times since the Original
Equipment Manufacturers (OEMS) have upgraded their products and processes

192 Cortéz S. 2003/11/10
143 Bancomext (2003)

52



Background

and started asking for higher quality. These companies were negatively affected
from the peso crisis, since the country was in complete lack of a raw material
supply network which has been made up through imports. As a result and be-
cause of the extra cost, the profitability of the suppliers was seriously sup-
pressed. A lot of auto parts firms were forced to close down when the OEMSs
moved closer to just in time and zero defects systems, since they could not
meet the new upgraded quality standards. Moreover, competition in this sector
became even fiercer because of the large neighboring U.S. component industry
and the dramatically diminished levels of tariffs.'**

4.4 Volvo Bus Corporation

One of the international companies operating in the Latin American trade pol-
icy environment is Volvo Bus Corporation. Volvo became an international
player mainly in the 1990’s. A highly successful move was the acquisition of
the Canadian Prévost, on a 49:51 base with Henlys. After that the two partners
bought NovaBus which is one of the most important bus manufacturers in
North America. The company has rationalized its production in 2000, by con-
centrated on Sweden and Poland, the later being used as a low cost center sup-
plying the Central and Eastern European markets. VVolvo Bus was mainly a
chassis manufacturer in the 1990’s who had close cooperation with bodybuild-
ers in selected markets. Volvo Bus had already bought Saffle in Sweden and
other smaller bodybuilder companies. Only when the company acquired
Prévost and NovaBus did it start to produce complete vehicles. The next step
was the acquisition of the Finnish bodybuilder Carrus which had a long experi-
ence in building with stainless steel. As a result of this acquisition, the bus-
design factory has been transferred to Poland and the inter-urban and luxury
buses continued to be produced in Finland. **°

Table 9 presents the most important markets for Volvo Bus Corporation for
2001. Data for 2002 and 2003 were not available.

%4 The Economist Intelligence Unit Limited (1999)
145 The Economist Intelligence Unit Limited (2000)
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Table 9 Volvo’s most important markets -2001

2001 Position in 2000

Mexico 1,745 1
u.S. 1,112
China & Hong Kong 934

UK 885
Iran 600
Brazil 514
Sweden 427

Source: Volvo Bus Corporation (2003)

4.4.1 Volvo Bus in Mexico

Mexicana de Autobuses SA de CV, also known as MASA, was created in 1959
and moved to its present location in Tultitlan just outside Mexico City in 1972.
During the 1980s the company expanded substantially and in 1988 it was sold
to private investors. MASA considered themselves as one of the top ten largest
bus manufacturers in the world. According to the company, 80% of the transit
buses in Mexico City and half of the coaches operating in Mexico during the
1980s were built by them. It was also a supplier to a number of neighbouring
markets in Central America and it had a couple of strategic alliances with other
producers on the U.S. and Brazilian markets for both inter-city busses and bus
chassis.'*

As mentioned, in 1998 Volvo acquired MASA, and set up a heavy-vehicle as-
sembly operation at the same plant in Tultitlan.*” At that time, MASA opera-
tions consisted basically of the production of complete city, intercity and tourist
models of its own design. The initial aim of Volvo was to continue producing
the models of MASA and not to introduce its own models. But, the increasing
interest for the big, modern coaches built according to the European standards
coaches, made Volvo decide to offer their 7550-series tourist. Soon thereafter,
Volvo received an order for 900 buses from the IAMSA-group, one of the big-
gest players on the Mexican bus transportation market.**® This order encour-
aged Volvo to invest US$23 million in extended facilities at the MASA factory,

146 The World Bus & Coach Manufacturing Industry (2002)
7 Couretas J. (1998)
148 Truck & Bus Builder (2003)
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which were opened in March 2000. Two years after, VVolvo received orders for
over 2,000 coaches and buses from three major customers including IAMSA.
These orders give the company stability for the next three years, starting in
spring 2002.**° This order will be completed by the company by the end of
2005.1°

Today, Volvo’s plant in Mexico occupies approximately 60,000 sg m of cov-
ered area. It has the capacity of producing seven units a day, which is approxi-
mately 1,700 units per year. As said, the maximum capacity is 12 buses per
day.™™! The Volvo Bus plant in Mexico has been modernized in order to meet
the company’s high international standards. Part of the plant produces the ear-
lier MASA model of urban bus, with a high straight frame. A bigger part of the
factory produces the coach range. The chassis for MASA model are produced
in Mexico and in the U.S. For the coaches and integral buses, chassis come
mainly from Sweden and Finland.™ Actually, almost 50% of the company’s
imports come from the EU. *** The TX platform is built on highly accurate
stainless steel. This high standard equipment is complemented by the skilled
local workers, especially when it comes to painting and welding.™™* With the
new models of buses Volvo 9700 with the latest TX rear-engined platform and
the 7350 models on the previous B12 chassis that also will be replaced with the
new TX, Volvo has been able to set new standards and to continue being suc-
cessful on the growing Mexican market.™

At the time of writing, VBM is not exporting to any other countries but all of
its production is being sold in Mexico. The company has a dynamic presence in
the market at the moment, despite the fact that it not using its full capacity of
production.™® Notwithstanding the lack of exports, the fact that VBM is im-
porting various parts in Mexico for its assembly operations makes knowledge
on the trade policy environment of Mexico and its volatile character vital for its
success on the market.

9 Eredlund S-A (2003)

30 Cortéz S. 2003/11/10

51 The World Bus & Coach Manufacturing Industry (2002)
152 Cortéz S. 2003/11/10

153 Reyes R. 2003/11/18

34 Doug J. (2003)

1% Truck & Bus Builder (2003)

1% Cortéz S. 2003/11/10
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The trade policy developments in Mexico are followed by VBM in two differ-
ent stages: The purchasing department which makes the decisions regarding the
location of the part acquisition and the traffic department which is responsible
for the actual implementation of the provisions and specific regulations dictated
by the national policy. This is not to suggest that those two departments are the
only ones influenced by the trade environment, but that they are the ones put-
ting into practice the directives of the trade policies in their everyday function.
Before the purchasing department proceeds with an order of parts from abroad,
the traffic department is consulted regarding the rules that need to be followed
and the cost that needs to be paid with regards to the country’s international
trade relations. If the decision to import the part is made, the logistics depart-
ment is responsible for its on-time delivery.

Traffic Department
The division responsible for following the tariff and non tariff barriers on the

company’s importations is the traffic department. It is this department that
holds the task of tracking any new development regarding these issues. More-
over, its responsibility is to pay the relevant fees and discover saving opportu-
nities. The traffic department keeps track of the 250 most important products
based on their imported quantity. The first ten are the most essential ones due
to the quantity and frequency of their importation. *’

The products are listed according to their codes under the Harmonized System
(HS). As explained by the company, this facilitates the inventorying and regis-
tration of the products since the HS code shows all the technical details of the
part. (For further explanation of the function of the HS system, see Appendix
11).2°® The classification of the products under the HS system is done by the
company in coordination with customs. The traffic department receives the
documents from the suppliers describing all the specifications of the imported
products. As the product enters the country, it is classified according to these
specifications.'*®

Purchasing
The purchasing department, before making a decision regarding the choice of a

supplier, among other factors, considers the trade policy environment of the

157 Alanis A. 2003/11/11
158 Ipid.
159 Ipid.
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suppliers’ country and its trade relation with Mexico. Therefore, the importance
of acquiring the knowledge on issues such as the function of the FTAs and the
specific subjects of the rules of origin and tariff elimination have been empha-
sized by both the purchasing and the traffic department.®® VBM-Purchasing is
acknowledging that *“...the most important barrier with the implementation of
the different agreements is the lack of knowledge about it”’*®* Moreover, the
significance of good communication between the purchasing, traffic and logis-
tics has been emphasized. Purchasing has to have access to updated information
and to make the best use of it.

The purchasing department is sourcing materials from all over the world. As
mentioned, about 50% of the total imports derive from Sweden. Despite the
cost considerations, parts are imported from Europe because of the advanced
technology necessary for the Volvo Bus products and their VVolvo-specific de-
sign. Moreover, cost is balanced due to the economies of scale achieved by the
concentrated production in Europe. '*

The Goals of VBM for the Future
Even though VBM is not exporting at all at the moment, there are discussions

about this possibility in the company. The important issue regarding exports is
that, at the time of writing, VBM does not have the kind of products that could
be used in order to penetrate other markets. When it comes to Latin America,
VBM needs cheaper products in order to be able to compete. When it comes to
the U.S., Volvo Bus as a European producer does not fulfill the technical speci-
fications necessary to enter that market. According to the company, only if an
opportunity arises in the future that would be big enough to justify a consider-
able investment, the redesign of the bus and exports to the U.S. will be under
consideration. For the time being, the U.S. market is not considered offering
such opportunities. According to a VBM research, if exports would have taken
place, the company would be able to sell approximately 20 to 80 buses on a
monthly bases. According to the same research, the fact that 40% own a car
makes the gap in the demand for buses not interesting. The only growing bus
segment in that market is the one for school buses which is out of the VBM
product range. ‘3

160 Reyes R. 2003/11/18, Alanis A. 2003/11/18
161 Reyes R. 2003/11/18
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Despite the relatively good market performance in Mexico, the company real-
izes the risks of being highly depended on one market. According to the presi-
dent of VBM, the company is a member of Volvo’s North American manufac-
turing group and is conscious about the U.S. market. According to his interview
in the bus ride magazine, in April 2003:“Our first priority is to satisfy demand
from our major customers in Mexico. We might even need to raise capacity, but
we know that our coaches could meet customer requirements in the United
States. We would obviously pitch in a different sector from Prevost, which has
its own loyal following. The first logical step might be to look at cross border
coach traffic, and develop from there.”***

VBM aims at exploiting to their maximum all the opportunities given by the
trade policy of Mexico. The goal is to cut cost by finding cheaper sources of
component purchasing that will still comply with the company’s quality and
technology standards. The company’s objective is to use its full capacity of
production and maximize its profits. '*°

184 Doug J. (2003)
165 Reyes R. 2003/11/18
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5 Mexico’s Free Trade Agreements

This chapter represents the first part of the empirical study and refers to the
general framework of the Free Trade Agreements that Mexico has signed as
well as the current trade negotiations. A selection of the most important Free
Trade Agreements according to their importance to the bus industry is made.
Moreover, a discussion about the general effects of these agreements and the
trends for the future takes place. The later will be used in the analysis when
trying to estimate the progress of the negotiations and their impacts. The aim
Is to provide the necessary overview of the trade policy environment so as to
facilitate the understanding of the more specific parts of the trade policy de-
scribed in a later chapter.

As described in previous chapters, Mexico has taken enormous transition steps
away from the closed economy that it used to be. Mexico has been one of the
earliest reformers of its trade policy in Latin America. It assented to GATT
back in1986 and became a member of WTO in 1995. Mexico started reforming
its trade policy after the deep crisis in the early 1980°s. The logic behind this
was to promote trade as the leading sector for economic growth by exposing
local producers to international competition while supporting them through the
provision of foreign, more technologically advanced goods. That would mod-
ernize the production and the commercialization process and would further en-
courage local producers to start exporting activities themselves.*® Nowadays,
Mexico is one of the most opened economies in the world. Mexico has already
singed 11 international agreements and several bilateral ones in order to pro-
mote its competitiveness and exports.'®” Figure 8 shows all the agreements
Mexico has signed in chronological order.

168 Busse M. et al. (2001)
%7 The NAFTA Office of Mexico in Canada
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Figure 8 The Mexican Free Trade Agreements
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In the delimitation chapter of this study, it has been emphasized that not all of
the trade liberalization processes that Mexico is involved in are going to be
studied. The criterion of selection is the importance of each one of these
agreements with regards to the Mexican bus industry.

As previously shown, Mexico’s most important trading partners are the North-
ern American countries, the EU and at a much smaller percentage Japan, Brazil
and lately China. In previous chapters the great trade dependence on the U.S.
and the growing importance of the EU have been made apparent, especially in
the automotive sector U.S., Canada, Germany, Japan and Brazil dominate as
import sources or export destinations. Since most of the trade flows both in
general and within the automotive sector concern these countries, the treaties
and negotiations that take place between them and Mexico have been estimated
as important for further study. Furthermore, the future trends of the trade nego-
tiations with the specific regions are of utmost importance. Thereafter, the fo-
cus of this study will be put on NAFTA and the FTA between the EU and Mex-
ico. Moreover, the preferential trade agreement with Brazil will be briefly de-
scribed. Negotiations taking place with Japan and prospects of the integration
initiated in Latin American and in the Asian Pacific region are also discussed.
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5.1 NAFTA

5.1.1 Motivations Behind the Agreement

During the late 1980’s, bilateral trade between the U.S. and Mexico began to
liberalize. Selected Mexican exports were gradually allowed to enter the U.S.
market through different programs.'®® Talks about the Free Trade Pact came on
the agenda first in June of 1990 when Mexican President Salinas went to visit
U.S. President George Bush in Washington. His vision was to improve the
conditions for Mexico’s increasing labor force by further improving the re-
formed economic structure, rising the reception of foreign direct investment
and catching up with more advanced technologies. Canada joined these talks in
a later stage, since it had already entered a new bilateral U.S. — Canada Free
Trade Agreement (CFTA) in 1989. According to this agreement, over 70% of
merchandise trade between the two countries was allowed to enter duty free.*®®

As a result of this gradual process of trade liberalization between the three
countries, in August 1992, a plan for free trade that would gradually eliminate
tariffs over fifteen years and stimulate trade and investment was agreed upon.
The North American Free Trade Agreement (NAFTA) took effect among the
member nations on January 1, 1994.*"° Canada, the United Mexican States and
the United States of America resolved among other issues “contribute to the
harmonious development and expansion of world trade and reduce distortions
in the bilateral trade...” *'*

NAFTA has created the largest common market in total production with 370
million consumers. While protecting the 1989 CFTA, the overall objectives of
NAFTA are to: “...eliminate barriers to trade, create effective procedures for
the implementation and application of this agreement and establish a frame-
work for further trilateral, regional and multilateral cooperation to expand and
enhance the benefits of this agreement...””*"

168 Zangari B.J. (1994)
169 Gianaris N.V. (1998)
170 zangari B.J. (1994)
INAFTA 1
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5.1.2 The Overall Effects of NAFTA

In 2001, eight years since its implementation, the NAFTA still proved to be
beneficial for the main stakeholders of the signatories. Despite the tough eco-
nomic slowdown for the world economy the results of NAFTA were clear.
Lower trade barriers have caused the expansion of trade in all three countries,
which in its turn led to increased employment, more choices for consumers at
competitive prices, and rising prosperity. NAFTA intra-trade has increased
sharply after the agreement’s implementation. The positive impact of the
NAFTA has made North America one of the most competitive, prosperous and
economically integrated regions in the world.

Investment'’

Due to its ability to foster a healthy environment of confidence and stability,
necessary for long-term investments and partnering commitments, NAFTA has
become an attractive area for foreign direct investment (FDI) from around the
world. An integrated North American market has been stimulating capital
flows, spreading of technology, increasing productivity, and higher wages.
Only in Mexico, the amount of FDI was three times higher in 2000 compared
to the pre-NAFTA period.

Employment, Earnings and Productivity'

Economic activity and production within the NAFTA area has been improved
through the fantastic development of exports and investment mentioned above.
This has resulted in the creation of more and better paying jobs in all three
countries. The export sector in all three countries is not only the leading job
creation machine but it also accumulates the highest wages. In Mexico, the
hourly wage rate in export-supported jobs is 40% higher than in the non-export
sector. More than half of Mexican manufacturing jobs were gained between
1994 and 2000.

The main outcomes of NAFTA - the gradual shift of capital, technology and
new job opportunities — resulted in rise in productivity and increasing standards
of living. Furthermore, tariff cuts on NAFTA imports have kept prices at a
moderate level, which have been beneficial for both households and businesses.

I3 NAFTA at Eight
74 Ibid.
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This benefit will be even bigger when nearly all NAFTA tariffs are eliminated
in the end of 2003.

Trade within NAFTA has also increased in sectors of the economy that have
previously been rather unexploited. Because of its wide range of measures of
dealing with the non tariff barriers, NAFTA can be seen as a milestone agree-
ment.

In contrast to the above mentioned direct benefits of NAFTA, it has been
claimed that the indirect impacts of NAFTA have been even greater. Access to
the U.S. market has not increased markedly since the U.S. market was already
largely opened. On the other hand, Mexico has been granted through this
agreement that there can not be any unexpected protectionism moves from the
U.S. that could seriously threaten its economy. Furthermore, NAFTA has
sealed the path of the restructuring programs in Mexico. The agreement makes
it harder for any Mexican government in the future to advert the economic and
political reforms.*”® Even in the U.S., this indirect impact of NAFTA can be as-
sessed as large. Mexico is on the border of the U.S. and its economic and po-
litical development would diminish U.S. concerns on immigration and corrup-
tion issues. Mexico’s transformation from a low-income, semi-democratic
country into a middle-income, democratic one promotes the U.S. national inter-
ests and security.'”® Although NAFTA is a young agreement and not fully im-
plemented yet, more long run benefits are yet to come."’”

5.1.3 Criticism of NAFTA

A lot of criticism against NAFTA is coming from politicians and economists
from the U.S. Their fear is that low wages in Mexico will cause loss of jobs be-
cause Mexican wages in manufacturing are approximately one-fifth of those in
the U.S. There is as well a fear of an immense flow of U.S. companies moving
to Mexico, especially the firms that assemble goods in Mexico and then send
the finished products back to the U.S. for duty-free exports. The only factor that
is balancing this flow is the level of productivity that is at the moment much
higher in the U.S. than in Mexico.'” Furthermore, there is considerable specu-
lation over NAFTA’s impact on Mexican migration to the U.S. and Canada, al-

75 Gianaris N.V. (1998)
178 1bid.
7 1bid.
178 Gianaris N.V. (1998)
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though NAFTA itself does not provide for open borders or the free movement
of labor.'™

Despite the criticism and skepticism that NAFTA has caused over the years
when it comes to employment, job loses and wage competition there have been
proof of the opposite. One of the UCLA’s institutes'® has estimated that the
employment of U.S.-Mexico trade have not been significantly affected by the
liberalization of tariffs as the result of NAFTA. %

Although NAFTA will most likely only have a modest net effect on the U.S.
economy, it has launched another controversy over issues such as its impact on
the environment, enforcement of labor standards, and migration. Those topics
are not traditionally negotiated in trade agreements. NAFTA is also expected to
encourage trilateral cooperation on environmental issues. **

5.2 FTAA - The Enlargement

The current member countries of the NAFTA have shown interest in extending
the free trade zone in the Americas. This is to be achieved through the expan-
sion of the Free Trade Area rather than through the further integration as a cus-
toms union. In recent years, representatives from 34 countries have been work-
ing to expand the NAFTA to Central and South America and the Caribbean.
The accomplishment of the FTA would cover a combined population of about
800 million people, more than US$11 trillion in production, and US$3.4 trillion
in world trade. Within this agreement a variety of different countries, when it
comes both to size and prosperity, would be included.'®® The whole process is
agreed to be completed by 2005. #

Overall, the FTAA process is on track, although much will depend on the
health of the Brazilian economy and the political will of the U.S. to liberalize
its own well-established trade barriers. Both countries have played an important
role in the creation of the FTAA and are still essential for its success. Both
countries have worked well together in the past and hopefully, they will be able

179 Zangari B.J. (1994)

180 North American Integration and Development Center (NAID)
181 Zangari B.J. (1994)

182 Zangari B.J. (1994)

183 GAO (2001)

BETAA L

66



National Level

to build on these positive experiences and lead the FTAA negotiations to a suc-
cessful conclusion.'®

5.2.1 Benefits of the FTAA

Successful negotiation could produce important economic benefits for the
United States. The FTAA region is already important economically for the
United States. Business groups point out that if relatively high tariffs and other
market access barriers are removed, U.S. trade with the region could expand
further.'®

The FTAA offers as well a number of potential benefits for the Latin American
and the Caribbean countries:

> Greater and more secure access to major markets — Greater access to the
United States or Canadian markets under the FTAA will be very advanta-
geous.

> Trade relief and dispute settlement — Mechanisms for fair settlement of
trade-related disputes are being settled and the security of market access is
being enhanced.

> Investment — One of the greatest potential benefits of the FTAA can be
gained through an increase in foreign direct investments.

» Consolidation of the economic reforms and positive signs for investors — Al-
though the FTAA’s main benefits will come when the agreement enters into
force, the negotiations for the FTAA are already having positive results.
These include a sense of urgency and direction for economic policies, which
IS a positive signs for investors.

Even thought it has been applied that Mexico has no incentives to further nego-
tiate for the FTAA due to the NAFTA and the EU agreements, this statement
has been rejected at the Ministry of Economy. There are many other unex-
plored markets within Latin America that Mexico has not had the access to and
that would be good potential trading partners. Ecuador is just one of the exam-
ples. That Mexican government is actively participating and taking part in both
negotiations with the WTO and FTAA. No matter which way the negotiations

185 1bid.
18 GAO (2001)
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go, Mexico is not going to be negatively affected by the fact that the other
countries will have the same access to the U.S. and Canadian market.*®’

5.2.2 Challenges to the FTAA Process

In order to successfully complete the FTAA, a number of obstacles must be
overcome. Due to the complex and controversial character of some issues and
the diverse nature of the political and economic conditions of the participating
countries, negotiators are facing a challenging task. Only the fact that 34 widely
different countries are participating in the process of creating a hemispheric
free trade zone in itself is an enormous complication.'™ Dealing with the di-
verse objectives of the key participants is another major obstacle. Furthermore,
the FTAA negotiating process is challenging because it requires consensus.
Here are just some of the main issues that are under discussion:

» The United States seeks broad improvements in trade rules and access, in ad-
dition to the lowering of regional tariffs

* Brazil is primarily interested in gaining access to certain sectors of the U.S.
market in which it faces relatively high barriers

» The smaller economy countries are interested in protecting their economies
from becoming overwhelmed by the larger ones while securing special treat-
ment in an eventual FTAA; and

« Mexico has less economic incentive to pursue an FTAA because it already has
preferential access to most hemispheric markets through a comprehensive net-
work of free trade arrangements.'*’

5.3 EU- Mexico Free Trade Agreement

5.3.1 Motivation Behind the Agreement

The FTA between Mexico and the European Union, which came into force on
July 1 2000 is the outcome of two main dynamics: The Mexican economy
modernization that started in 1990’s and as a sequel effect of the NAFTA. After
NAFTA, the Mexican administration continued to negotiate other trade agree-
ments that were also spurred by the Mexican strategic position. The goals of the
Mexican administration at the time were a sequence of three steps. First, Mex-
ico would become a commercial link between North and Central-South Amer-

87 Ochoa A. & Baker J-C. 2003/11/17
188 GAO (2001)
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ica, second it would be a bridge between the Americas and Europe and third it
could serve as a connecting bond between the Americas and Asia.**®°

Trade between Mexico and the European Union, already discussed in this sec-
tion, was rather insignificant during the 1980°s and 1990’s. Mexico and EU
started to strengthen their bilateral cooperation back in 1995. One reason has
been the different bilateral agreements signed by both sides with third coun-
tries. As a result, both parties were trading more with countries they had prefer-
ential agreements with, rather than with each other.’** NAFTA was a growth
catalyst for the Mexican economy, but closeness and dependence on a strong
partner such as the U.S. could be proved to be dangerous. EU-Mexico FTA
would diversify the current U.S. dominance on Mexico’s trade and investment
relations. Furthermore, this agreement makes Mexico the only country in the
world that enjoys a free trade agreement with both the United States and the
European Union and therefore has the opportunity to reach a market of about
eight-hundred million customers.'*

Moreover, the European businesses find Mexico’s strategic position, increas-
ingly skilled workforce and growing market challenging and appealing. Diver-
sification of Mexico’s trade relations will be good for European firms which
will be able to use Mexico as a platform in order to reach the big markets of its
NAFTA partners. Mexico’s attraction is based on the fact that it has become
one of the most open markets in Latin America because of its liberalization pol-
icy. As a result of the EU-Mexico FTA, trade relations between Mexico and the
EU are expected to elevate.'®® EU is Mexico’s second biggest trading partner
after NAFTA. A possible enlargement of NAFTA to other countries of Latin
America is very possible to lead to a larger market share for the European Un-
ion. Any further FTA of Mexico with other Latin American counties would
strengthen the presence of the EU in the area even more and would facilitate its
access to a market with huge growth potential."**In addition, regionalism is a
part of the EU policy and has been pursued since it is believed that “multilater-
alism and regionalism are mutually supportive strategies in the pursuit of the
international economic life.””*®

19 pefia A. (2002)
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The Objectives of the Agreement
The objective of the EU-Mexico FTA is to create a Free Trade Area between
Mexico and the EU, through a transitional period that will last a maximum of
10 years beginning in the year 2000.'

According to the EC- Mexico Joint Council, the objectives of the treaty are:

=To progressively and mutually liberalize the trade of goods between the two
parties

=To unlock the agreed procurement markets of the parties

= To set up a collaboration mechanism with regards to competition

—=To set up a consultation mechanism with regards to intellectual property is-
sues

= To set up a dispute settlement system

5.3.2 The Effects of the Agreement
Table 10 shows the EU-Mexico FTA effect on the two parties’ trade.™’
Table 10 Trade creation, Trade diversion and total effects of the EU-Mexico FTA

Us$ % of pre- Us$ % of non- US$ % of preferred
mill. ferred im- mill preferred im- mill imports

ports ports

In Mexico 1,707 19.4 831 09 2538 28.9
In the EU 107 2.5 106 0.02 212 4.9

Source: Busse M. et al. (2001)

EU benefits in Mexico are higher, according to this table. Total Mexican im-
ports from the EU are expected to rise by 28.9% with trade creation being dou-
ble of the trade diversion. These non-symmetrical effects of the agreement are
due to the considerably higher Mexican tariffs before the treaty. Thereby, when
the tariffs were dismantled there was more for the EU to gain. Before the treaty
Mexico already enjoyed privileged access to EU markets. '

19 pefia A. (2002)

97 According to the calculation of a study made by the Hamburg Institute of International Economics
(HWWA).

1% Busse M. et al. (2001)
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Table 11 shows which countries have been affected by the trade diversion in
Mexico. As shown, while trade diversion in the EU is rather small, Mexico is
concentrated by a large proportion on the United States. *°

Table 11: Regional Distribution of Trade Diversion in Mexico

Affected region/country  Trade Creation
US$ mill

U.S. 685.7

Canada 124

Japan 27.6
Central and South America 17.3
Rest of the world 88.3
Total Trade diversion 831.3

Source: Busse M. et al. (2001)

EU and Mexican preferential trade agreements have not caused serious distor-
tion to third countries’ trade. At a first level, significant trade effects are to be
expected on the agricultural sector in the case of Mexico and in the finished
products such as machinery and transport equipment for the EU. Another
remark could be that because of the agreement trade creation clearly exceeds
trade diversion and the EU is gaining much more from that compared with
Mexico. 2%

Despite the fact that EU exports have mounted during the last decade, Mexican
exports to Europe have not followed the same upward route. European invest-
ment in Mexico has taken place mainly in the manufacturing sector, transport
and communication. Mexico is now EU’s 18" export destination and the most
important one in Latin America.?*

The EU-Mexico FTA Effects on Mexico

The FTA entails new opportunities not only for Mexico and the EU but also for
the other two NAFTA countries. This agreement opens up the European Union
market for U.S and Canadian companies than now have the opportunity to ex-
port products that are manufactured in Mexico to the EU and thus pay low cus-
toms duties or not pay any customs duties at all. In order to be able to do that,
the products need to comply with the rules of origin of the agreement. These
conditions oblige U.S. and Canadian companies to invest in manufacturing fa-

199 Ibid.

200 Bysse M. et al. (2001)
201 | atin Advisory (2000)
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cilities in Mexico. A consequence of this will be large employment opportuni-
ties for Mexico and the following positive economic and welfare effects. More-
over, EU companies will have a great incentive to invest in Mexico in order to
reach the U.S. and the Canadian market with eliminated duties according to the
NAFTA agreement. It is believed that this agreement will result in greater in-
vestment inflows in Mexico deriving from the European Union rather that the
United States or Canada. This is because the investments already made by U.S.
and Canada are much larger compared with the ones coming from EU in the
area. Therefore, this agreement will be a tool that will mainly promote EU in-
vestment in Mexico.?®?

It is argued that exports from European affiliates in Mexico can complement,
rather than be at the expense of sales of parent companies in Europe. This is
particularly relevant to European industries such as automobiles and machin-
eries which can use Mexico as a base in order to penetrate the U.S. market. On
the other hand, U.S. firms can use the MEXICO-EU FTA in order to relocate
exports towards the EU from domestic to Mexican sources or even increase ex-
ports to the EU through subsidiaries operating in Mexico.?*

The above stated effects are not to say that the EU-Mexico FTA is a one way
and perfectly unambiguous agreement regarding its impacts. Whether the FTA
IS going to increase FDI in Mexico or not is rather unclear. That is because the
country’s improved investment climate, due to the 1980’s reforms, are not an
economic growth guarantee themselves. Complex rules of origin discourage in-
vestors and deter companies, especially non-NAFTA ones. In addition, a con-
siderable amount of corruption, crime and inflexible labor markets are not fur-
ther promoting foreign investment in Mexico since they are to be taken under
serious consideration.”®*

The effects of the EU-Mexico FTA are often compared with the ones of
NAFTA. The comment of the European Union office in Mexico on this issue is
that when it comes to NAFTA, trade already was taking place to a large extent
and the agreement just added to an existent situation. On the other hand, the EU
believes that the EU-Mexico FTA is clearly underused. Despite the fact that in
the last ministerial level meeting between the two regions it has been proved

202 pefia A. (2002)
203 Bysse M. et al. (2001)
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that trade increased by 25%, more unused opportunities have been identified.
The EU considers that these prospects mainly concern the importation of Mexi-
can products in the European market which should have been at much higher
level, especially at a time that Mexico has a relatively weak currency. The EU
office in Mexico explains this phenomenon as a result of the luck of support on
behalf of the Mexican government to its companies in order to help them ex-
plore and enter the EU market.”®

5.3.3 The Future of EU-Mexico FTA

The EU-Mexico FTA will liberalize trade between the two regions, further en-
hance their relations and as said promote foreign investment in Mexico. The
future and the success of this agreement are very closely related to the
achievements of NAFTA and the further integration of the Americas. There-
fore, in order to examine the EU-Mexico FTA future trends one should look
into the future of the NAFTA as well as the other agreements taking place in
the Americas.

In the case of the realization of the FTAA, the agreement between the EU and
Mexico will be the unique commercial link between the two continents and
Mexico will become a bridge for trade and investment. However, such a devel-
opment may be alerted by potential agreements between other American coun-
tries and the EU. Even in that case though, the EU-Mexico FTA will still have
the advantage of being the first and probably the most advanced one, since it
started so much earlier. 2%

In accordance with the EU office in Mexico further negotiations between the
EU and Mexico will include the agricultural sector and services. A future de-
velopment may be the acceleration of the tariff phasing out, especially if certain
industries request the faster elimination of tariffs in certain goods. 2’

As with this agreement, tariff levels are falling and since the Auto-Decree men-
tioned below is going to be seized in 2004, new issues have arisen between the
two trade partners. One example is the emission and safety levels on cars, buses
and trucks. Mexico has considered harmonizing these standards but: *... the

205 gjllvetti R. 2003/11/19
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big question has been whether to standardize them according to the European

OneSnZOS

5.4 Other Agreements

Mexico has concluded Agreements with more than 30 countries, whereas more
trade negotiations are carried out at the time of writing.?® The next section is
going to briefly present some of those agreements and negotiations that are ex-
pected to have the greater influence on the automotive industry.

The Latin America Integration Association (LAIA) is an example of the intra-
governmental organization in which Mexico takes part. Its objectives are to
promote trade and expand the integration of the region. Through this integra-
tion, the goal is to secure the economical and social development and in the end
to create a common market. Within this organization twelve Latin American
member countries are represented.*

Within the framework of LAIA, in 2002, Mexico and Brazil signed a preferen-
tial trade agreement which would intensify trade between the two regions by
eliminating tariffs on a wide range of products.”** This agreement is a supple-
mentary agreement to the Economic Complementation Agreement with MER-
COSUR. It is temporary and is planned to be substituted in the future by the
FTA between Mexico and MERCOSUR.?*? The agreement will be effective on
January 1, 2003. Its main goal is to strengthen the bilateral relationship between
the countries involved and send out a political message to the rest of the mem-
bers of MERCOSUR and LAIA. For the Mexican government, additional
stimulus to make this agreement possible was the opportunity to access a new
large market, satisfy the needs and interests of Mexican companies and com-
plement the negotiation that will eventually lead to the agreement with MER-
COSUR.**®

Regarding the future process and progress of the agreement with Brazil, it is
believed that it will be dictated by the market forces and by political factors.
Nevertheless, it seems that the major parts of this process would follow the

208 Baker J-C 2003/11/17
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steps towards integration in the whole continent and finish up with the negotia-
tions of the FTAA.?* At the ANPACT office, further negotiations with Brazil
are seen as not very possible. “For our sector (The autotransportation sector),
the agreement with Brazil would not be beneficial. In Brazil the government is
giving a lot of subsidies to the companies. This makes the competition much
harder for us....”*> Moreover, the completion of this agreement will be dis-
couraged due to complicate negotiations and bureaucracy obstacles.*®

This treaty has already made Mexico a major export destination of Brazil auto-
makers that could use this agreement in the future in order to reach the U.S.
market. Based on this, there are contradictions with the above opinions that
suggest that integration between Mexico and Brazil will speed up because of
the vehicle manufacturers’ willingness to persuade the policy decision makers
in proceeding with such an agreement.*’ This can be the only way for them to
rationalize their production and eliminate their big losses in South America.
There are reasons to believe that such a pressure can be rather persuasive given
the great employment opportunities that these manufacturers give to the respec-
tive countries they are located in.?*®

A part of Mexico’s policy of expanding the range of Free Trade Agreements in
order to promote certain sectors and their interests is the current negotiations
with Japan.?® So far the two nations have only studied the feasibility of a
treaty. This agreement is for both sides part of an ambitious plan to deepen
their economic association. Japan’s main aim is to be able to equally compete
with the U.S. and the EU when it comes to exports of Hi-technology products
to Mexico. Mexico, on the other hand, will benefit from investment flows com-
ing from Japan. The agreement will cover all sectors; agriculture being the
most sensitive and hard to negotiate.??® Japan is pressing on the closure of the
agreement since there are opportunities for the Japanese industry discovered in
Mexico. For Mexico this treaty will be one of the most important ones since it
will connect the country with one of the most prosperous economies in Asia
and will expand Mexico’s FTAs to another continent.?**

214 Baker J-C 2003/11/17
215 Espinosa . 2003/11/19
218 Alanis A. 2003/11/18
217 Just Auto (2001)

218 Just Auto (2001)

219 Baker J-C 2003/11/17
220 Magquila Portal 4
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China has been a major destination of FDI during the last years basically due to
its improved business clime and the country’s accession to the WTO. % The
above described FTA negotiation with Japan and the possibility of a deal comes
at a very good time for Mexico since a lot of concerns have been expressed
about the country’s competitiveness as a manufacture base compared with
some Asian countries and especially China. The Fox administration is working
towards securing the maintenance of foreign manufacture companies by dis-
courage them to move to China where labor is cheaper. Despite the benefits for
tax-free importation given by the Mexican government, such as the PROSEC
program described below, China seems to prevail as a cheaper location due to
Mexico’s strong currency and higher wages. Moreover, the economic slow-
down in the U.S. constrains Mexico’s argument of proximity to a big market,
and encourages companies to look for cheaper locations.”®

The lower cost competition from China is identified by the Mexican admini-
stration. According to the vice president of the automotive sector in Ban-
comext, Mexico is realizing that ““...China is creating problems at the mo-
ment™. As he states, Mexico used to be the second largest trading partner of the
U.S. until China came into the picture and brought Mexico to third place. He
also describes what kind of policy the Mexican administration should follow in
order to create more competitive conditions for the companies in the country.
This policy includes measures for the support and integration of the local sup-
pliers which would encourage companies to purchase components locally. The
establishment of a new energy policy would also decrease the cost for produc-
tion along with programs designed to promote the labor productivity levels. #*

Moreover, Mexico participates in the Asia-Pacific Economic Cooperation
(APEC), another inter-governmental grouping of 21 member countries work-
ing together in enhancing economic growth and prosperity in the region. The
members are under no treaty obligation and decisions made in the forum are
undertaken on a voluntary basis. The main goals of APEC are to reduce tariffs
and other trade barriers across the Asia-Pacific region, create efficient domestic
economies and increase exports. Among the participating countries are China,
the U.S. and Chile.”®

222 \World Investment Report (2001)
228 Donnelly R. (2002)

224 Carrasco R. 2003/11/14

5 APEC
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5.5 The Goals of Mexico for the Future

Mexico’s location in the centre of the Americas and with access to the Pacific
Rim and the Atlantic Ocean places it as a trade doorway between the four car-
dinal points. Mexico’s basic goal for the future is to proceed to deeper integra-
tion with its already existing trading partners as well as opening new markets
for its export products. Within the Western hemisphere, Mexico is in a negotia-
tion process with Mercosur (Argentina, Brazil, Paraguay and Uruguay) and bi-
laterally with Panama. It is argued that these agreements are going to be the
foundation for the FTAA. Moreover, Mexico is looking for trade opportunities
in areas beside the Americas. Currently it is negotiating with Singapore and Ja-
pan. ® These actions are part of Mexico’s strategy to broaden its trade activi-
ties away from NAFTA, and thus avoid the U.S. dominance by launching itself
as a link between the Americas and Europe as well as between the Americas
and Asia. However, Mexico has to preserve its position into NAFTA and pro-
tect it under the new circumstances that could have been created with the im-
minent Free Trade Agreement of the Americas. %’

Bancomext considers NAFTA to be a well negotiated agreement that has
brought a lot of benefits in the country, especially in the automotive sector.
Therefore, there are no specific goals to amend it or further negotiate it. There
are only some restrictions left to be discussed between the North American
partners that are not considered to be as significant. Mexico intents to change
its policy and focus more on strengthening its industry. The aim is to support
medium and small enterprises through training, financing or with technology
upgrading programs. According to Bancomext, Mexico has no intention to con-
tinue signing Free Trade Agreements since the already existing ones are con-
sidered to be enough. The agreements with Uruguay and Japan are going to be
the last ones. When it comes to the further integration of the Americas with
FTAA, it has been stated that in the forthcoming negotiations in Miami, U.S.,
Mexico will participate but without any specific proposal or initiative. More-
over, it has been stated that Mexico is more focused on bilateral rather that
multilateral agreements. As the vice president of the automotive sector in Ban-
comext said: “...In Mexico we are convinced that the best way to fight poverty

is to open our country”. %

228 The NAFTA Office of Mexico in Canada
227 Busse M. et al. (2001)
228 Bancomext (2003)
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The Mexican Ministry of Economy has described the future goals of the coun-
try as combining bilateral and multilateral Agreements at the same time since
they are not considered to exclude one another. The aim for the future is also to
simplify and work towards a better functioning of the already existing agree-
ments by introducing new creative ideas as for example how to simplify the
rules of origin.”*

229 Baker J-C 2003/11/17
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6 The Automotive Related Parts of the FTAs

The next section presents the parts of the selected FTAs that are related to the
automotive sector. Since the specific clauses are rather technical and some-
times complex, an example is going to be used in order to provide a better un-
derstanding of their function. For this purpose Volvo Bus in Mexico has been
chosen. Therefore, while describing the specific regulatory framework, its ap-
plication on the company is going to be exemplified.

In order to facilitate the process of describing the specific clauses of the agree-
ments, 9 specific products were given by VBM. Those products are listed in
Table 12 after their Harmonization System (HS) fraction number. As it will be
shown during the description of the automotive related articles, the HS code of
a product is of great importance since the products are categorized by the
agreements in accordance with this fraction number and special rules are ap-
plied to each group of them. This table shows the percentage of tariffs on each
one of the products that needs to be applied in accordance with the various
FTAs and trade promotion programs that Mexico is implementing. Moreover,
the product description is presented and the imported quantity as a percentage
of the company’s total imports.

81



Industry Level

Table 12 The 9 most important import products of VBM

Fraction Description % Of Applicable Tariff
Total
Imports
Normal U.S. CAN EU PROSEC

87060099 Chassis fitted with en- 44.59% 50 0 0
gines

87082999 Parts and accessories 9.31% 18
of the motor vehicles

84152001 Air-conditioning ma- 8.81% 20
chines

73066099 Steel welding machine 4.02% 25

87089999 Parts and accessories 3.67% 13
not included in
87082999 code

70072102 Glass manufacturing
equipment

84159099 Components for air-
conditioning machines

87089915 Other parts for power
trains

72193301 Welded steel

Source: Volvo Bus in Mexico (2003)

Those nine products alone represent almost 75% of the company’s entire im-
portation. As shown, almost 45% of them concern one specific product which
is the bus chassis (See Appendix Il for technical definitions), most of which
are imported from Volvo’s plant in Boras, Sweden. Unfortunately, no informa-
tion on the origin of the rest of the nine fractions was given by the company. As
said, the table also shows the applicable tariff on each fraction according to dif-
ferent agreements or programs. The first code, for example, is applicable to a
50% tariff if it is imported from a country that Mexico has no preferential
agreement with. If the product is imported from the U.S. or Canada there is no
tariff to be paid, whereas it is applicable to a 10% tariff if imported from
Europe. Nevertheless, the company has a choice of using PROSEC which is
one of the governmental programs aimed at promoting sectoral trade. Under
these terms, this part can be imported with a zero level tariff from any country
where it exists in the PROSEC list and the program can be applied. PROSEC
will be further described in the next chapter.
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6.1 NAFTA at the Industry Level

The automotive industry is among the largest in each of the three NAFTA
countries constituting the largest trade sector between the U.S. and Canada and
between the U.S. and Mexico. Due to the importance of automotive sector in
the economies of Canada, Mexico and the U.S., the automotive industry is
treated differently in different parts of the NAFTA agreement. The principal
goal of the negotiations of this complex and sensitive issue was to establish
market and investment conditions that will lead to a fully integrated North
American automotive industry. Particular attention was given to diminishing
Mexico’s restrictions on automotive trade and investment and the integration of
Mexico’s highly protected automotive industry with the already highly inte-
grated U.S.-Canadian one. This process of liberalization of trade and invest-
ment was planned to be gradually achieved. Rigorous rules in the agreement
prevent non-NAFTA products from enjoying the preferential treatment given to
the three NAFTA countries. **°

To liberalize and integrate the North American market, NAFTA establishes tar-
iff phase-out periods on automotive products,?** specifies clear rules for phas-
ing out Mexico’s investment restrictions, Auto Decree”®” and Auto -
transportation Decree®®® and mandates rigorous rules-of-origin requirements
which are described below. Moreover, it establishes a North American Auto-
motive Standards Council with the objective of facilitating compatible stan-
dards-related measures applicable to automotive goods and other related mat-
ters. According to the agreement, all parties have a *“...right to adopt, apply and
enforce standards-related measures, to choose the level of protection it wishes
to achieve through such measures and to conduct assessments of risk to ensure
that those levels are achieved...” These measures include even the prohibition
of the importation of a good or service that does not comply with the applicable
requirements.”** Recommendations from the council require unanimous agree-
ment. Where the adoption of a law is not required, each party will implement
the council's recommendations voluntarily within a reasonable time. In the

%0 Norton J.J.et al. (1995)

21 According to the definition in the Agreement: “Automotive products means motor vehicles and autoparts”
232 “Decree for the Development and Modernization of the Automotive Industry” that covers vehicles with the
Gross Vehicular Weight less or equal to 8864kg

283 “Decree for Development and Modernization of the Autotransportation Vehicle Manufacturing Industry”
applicable to all vehicles exceeding the Gross Vehicular Weight of 8864kg

Z4 NAFTA 2
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cases that the adoption of a law is required, each party is obliged to adopt the
law and implement it within a stated period of time.

The ultimate goal of NAFTA is that, during the maximum period of 15 years,
each country will phase down to zero all duties on its imports of North Ameri-
can “originating” automobiles, trucks and buses. Mexico, as the most pro-
tected market within the NAFTA area, has most trade barriers to eliminate.

When it comes to the U.S. and Canada and according to the treaty:

v The already low U.S. import duties on auto parts will be lifted over a 10
years phase-out.

v’ Light truck tariffs, which the U.S. has maintained at a relatively high level of
25%, will be immediately lowered to 10% for vehicles from Mexico that
comply with NAFTA originating rules. Those tariffs will be phased-out
completely over five years.

v" Canada will eliminate its tariffs on vehicles imported from Mexico on the
same schedule as Mexico will follow for imports from Canada.?*

Upon implementation of NAFTA, Mexico is required to:

v Immediately reduce its tariffs on automobiles and light trucks imports from
the U.S. and Canada from 20% to 10%. Then, it is required to phase out the
remaining tariffs on autos to zero over 10 years, and for light trucks over 5
years. Mexico will phase out its tariffs on medium-sized and heavy trucks
and buses over a 10 year period.*®

v" Slowly phase down the national added value for production in Mexico over a
period of 10 years, though with slight concessions for manufacturers already
established in the country. Mexico’s local content requirement will be
phased down from 36% to 34% for the first 5 years of NAFTA implementa-
tion, to 29% over the next 5 years, and to zero after 10 years with start in
January of 2004.%%

v" Trade surplus requirements ($2 exported for each $1 imported in the sector)
were immediately cut down to less than 1 to 1, and will disappear over a ten
year transitory period.”®

2% Norton J.J.et al. (1995)
2% 7angari B.J. (1994)

27 |bid.

228 7angari B.J. (1994)
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v Mexico’s general ban on used car and light truck imports will stay in place
until January 1 2009, and then be phased out over the subsequent 10 years
That is due to the concern that the elimination of the import ban would dis-
rupt Mexico’s new vehicle market by flooding it with large quantities of
used vehicles from the U.S.**

v" Phase out, during a period of 5 to 10 years, its tariffs on auto parts.

In the following sections, parts of the NAFTA agreement will be illustrate and
explained. The structure is made according to the chapters of the agreement.

6.1.1 Tariff Elimination (Chapter 3)

The tariff elimination within NAFTA leads to a reduction in the final prices
which is one factor for sales recovery as well as for the biggest variety of vehi-
cles offered in the Mexican market.?*® This tariff elimination takes place over a
phase out period. In reality, the actual NAFTA tariff schedules contain dozens
of variations on these general phase-out rules.”** Table 13 shows the NAFTA
tariff elimination schedule that concerns the automotive sector, per vehicle
category.

Table 13 Mexico, NAFTA tariff rate schedule per vehicle type 1994-2003

Source: The Economist Intelligence Unit Limited (1999)

2% Norton J.J.et al. (1995)
20 The Economist Intelligence Unit Limited (1999)
24 [pjid.
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This table clearly shows that tariffs on both buses and auto-pars are already
zero since the beginning of this year.

In addition to tariffs, other existing non tariff barriers and “duty drawback”
programs that allow duty rebates on re-exported goods were also about to come
to an end. By June 30, 1999, each party eliminated many of the requirements
that have been applied in the past to restrict trade, such as quotas, import li-
censes, export taxes and customs processing fees.*?

6.1.2 Trade and Investment in the Automotive Sector (Ap-
pendix 300A.2)

One of the main goals of NAFTA has been to set the ground for the full inte-
gration of the Mexican automotive industry into the North American one. This
has not been an easy task due to the much protected Mexican market. The
country’s automotive policy has been implemented through a series of decrees.
Two of the most important ones have been the already mentioned, Automotive
Decree which concerns the vehicles with the Gross Vehicular Weight minor
than 8864kg and the Autotransportation Decree applied to vehicles with the
Gross Vehicular Weight above this level including heavy trucks and buses.
Both of the decrees have been imposing the restrictions on trade such as limita-
tions on imports of vehicles, trade balancing- and national value-added re-
quirements. The auto decree will be completely abolished in January 2004.%

The Autotransportation Decree

The Decree for Development and Modernization of the Autotransportation Ve-
hicle Manufacturing Industry has been legally binding since January 1990.
During the NAFTA negotiations, the goal of the U.S. and Canadian negotiators
was to eliminate the Autotransportation Decree over a period of time. Mexican
negotiators’ goal was, on the other hand, to extend the elimination over as long
period of time as possible.*** One possible explanation, behind this reasoning is
the perception that the Mexican industry needs time to adjust to the new regula-
tory framework in order to avoid the losses by opening up the market too
fast.”* According to the NAFTA Agreement (Appendix 300A), upon its im-
plementation Mexico has immediately eliminated its Autotransportation De-

242 Norton J.J.et al. (1995)
#3 NAFTA 2

244 Johnson J. (1999)

5 Espinosa |. 2003/11/19
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cree. However, until 1999, there were still restrictions on the importation of the
types of vehicles that were covered by the decree.?®

Today, the decree has been almost entirely eliminated. Rules applying to im-
portation of autotransportation vehicles have stopped being valid in 1999 and
the only one remaining are the ones considering the Importation of Used Auto-
transportation Vehicles. In the agreement, it is stated that Mexico is allowed to
adopt or maintain prohibitions or restrictions on imports of used vehicles from
the territory of another party until January 2009. After this year this exception
will gradually be phased out. 2%

6.1.3 Rules of origin (Chapter 4)

Chapter 4 of the agreement outlines the basic rules of origin that define which
goods are entitled to the agreement’s preferential tariff treatment. They are an
essential part of any Free Trade Agreement and their purpose is to assure that
the preferential treatment of goods, accorded by the NAFTA, safeguards the
benefits for its participants.>*

Article 401 — Originating Goods
Article 401 determines the four basic rules according to which a good origi-
nates in NAFTA. The preference criteria are as follows: %*°

“Except as otherwise provided in this chapter, a good shall originate in the ter-
ritory of a party where:

a. The good is completely attained or produced in one of the participating
countries.

b. Each of the non-originating materials that are used in the manufacture of the
good goes through the related transformation in tariff classification as deter-
mined in Annex 401, described below. This transformation has to take place
entirely in the territory of any of the parties. In some cases where the good
satisfies relevant requirements set out in Annex 401, change in tariff classi-
fication is not necessary for the good to originate in NAFTA.

246 NAFTA 2

247 | bid.

248 Norton J.J.et al. (1995)
29 NAFTA 1
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c. The product is wholly manufactured in one of the signatories exclusively
from originating materials, or

d. The product is completely produced in the territories of any of the parties®°
but, one or more of the non-originating materials which are used in the pro-
duction of the good does not go through a change in tariff clarification be-
cause:

a. Although the good was imported to any of the parties in an unas-
sembled or a disassembled form it was classified as assembled
good due to the General Rule of Interpretation 2(a)**! of the Har-
monized System

b. The heading of the good particularly includes information for both
the good and its parts, and is not further subdivided into subhead-
ings. In the case that it does include subheadings, that good still
applies to the exception if that subheading specifically describes
both the good and its parts.

Appendix IV presents additional information with definitions of the terminol-
ogy used above.

Prerequisite for the above mentioned conditions is that the Regional Value
Content of the good that will originate in the territory of NAFTA is not less
than 60% according to the transaction value method or is not less than 50% ac-
cording to the net cost method. Both of the methods will be discussed further
down. Additionally, all other requirements stated in the Rules of Origin Chap-
ter must be satisfied.

Certificates of Origin

Certificates of Origin are documents used for verifying the origin of the prod-
ucts manufactured in one country. These documents are confirming that the
products fulfill the criteria of origin set by different agreements. For example,
in order for a Mexican manufacturer to import products under the preferential
custom duty under NAFTA from the U.S. or Canada the Certificate of Origin
must be obtained from the supplier. The same basic rules apply for the parts
coming in from the European Union and other countries that Mexico has FTAs

250 Except for a good provided fro in Chapter 61 through 63 of the Harmonized System

1 Goods that fall under the General Rule of Interpretation can be classified as complete goods, even though
they were imported into the country in disassembled or unfinished form, provided that they have “the essential
character” of the complete or finished product.
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with. However, the procedures regarding issuing of the Certificates of Origin
are not the same. Within NAFTA, this process has been rather simplified over
the years, which has been both beneficial and disadvantageous at the same
time. Beneficial, because of the fact that the process is not hindering trade be-
tween the countries and because of the simplified administrative procedures.
Disadvantageous since, due to the loose procedures, there have been cases of
goods that have been traded as NAFTA originated ones without really comply-
ing with the relevant requirements. These processes and certificates should be
simplified but not at the cost of the rules set up in the agreement.*?

Annex 401

Annex 401 specifies the applicable change in tariff classification for each good
in order for it to originate in NAFTA. The ones that can not undergo a suffi-
cient change of tariff classification and in order to be considered as originating
even if they contain non-originating materials, must fulfil the Regional Value
Content Requirement. Furthermore, Annex 401 categorizes those goods that
must comply with the Regional Value Content requirement.”*Automotive
goods can be considered to be NAFTA originated only if they satisfy the Re-
gional Value Content requirement and not according to the change in tariff
classification set in Annex 401.*

Article 402 - Regional Value Content

Article 402 of the NAFTA, specifies the methods of calculating the Regional
Value Content of a good.”® This Regional Value Content is always expressed
as a percentage and may be determined by one of two methods:**®

1.) The transaction value method

RVC = (Transaction Value — Value of Non-Originating Materials) X 100
Transaction Value

52 gjllvetti R. 2003/11/19
23 NAFTA 2

24 Alanis A. 2003/11/18
2% Norton J.J.et al. (1995)
26 NAFTA 1
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2.) The net cost method

RVC = (Net Cost — Value of Non-Originating Materials) X 100
Net Cost

Generally, the North American regional value content must be at least 60% un-
der the transaction value method or 50% under the net cost method for those
goods requiring regional value content in order to be considered as originating.

The regional value content level of automotive goods rises in two stages over
an eight year period. The “net cost” regional value content began at 50% and
on January 1, 1998 it has been elevated to 56% on automobiles, light trucks and
engines. On January 1, 2002, it was further elevated to 62.5% on the same
items. A similar regional value content transition for Heavy Weight vehicles
and parts ascends from 50% to 55% and then 60% during the same time peri-
OdS.257

Originating materials that comply with the required tariff change and / or re-
gional value content rules are generally considered as 100% originating inter-
mediate materials when incorporated into a finished product.”®

Regional value content rules are used for automotive goods and chemicals, but
are quite limited in other product areas. Generally, exporters and producers
may choose which valuation method they prefer, but there are exceptions. For
automotive goods, footwear and word processing machines, only the net cost
method may be used. Goods nominated as "intermediate materials” and goods
for which "accumulation™ of regional value content is used must also use the
net cost method. For more information on accumulation and intermediate prod-
ucts, Article 404 of NAFTA and paragraph 10-11 of NAFTA Article 402 can
be consulted.”

Article 403 — Automotive Goods™
Compliance to the requirements set in the regional value content are necessary
in order for goods containing non-originating materials to be considered as

%7 Norton J.J.et al. (1995)
%8 |pjd.

29 NAFTA 2
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originating and thereby enjoy the NAFTA benefits. As earlier mentioned, the
regional value content of automotive goods can only be calculated under the
net cost method. Within the NAFTA, Article 403 is the one establishing the
special rules for calculating this value. According to this article, each producer
is required to report the value of specified parts imported from outside North
America to the next producer in the production chain. The second producer has
to include that value when calculating the value of non-originating materials in
each good. This tracing applies to the value of non North American parts im-
ported under the tariff provisions identified in Annex 403.1 for cars, light vehi-
cles and their original equipment parts. “For example, the tariff provisions
listed in that Annex include the sub-heading for brakes and their parts. If a
brake producer imports a non-North American brake part to manufacture
brakes that are sold to a car assembler, the brake producer reports the value of
the brake part to the assembler. The assembler, in turn, includes the value of
that non-North American part in its calculation of the value of non-originating
materials in its good.”%®*

Parts identified in Annex 403.2 are required to be traced when calculating the
value content in the case of Heavy Weight vehicles and their engines and
transmissions. Special averaging provisions for parts and vehicles and produc-
ers are also set out in the article. The purpose of these is to provide the automo-
tive producers with greater flexibility. Vehicle producers are allowed to aver-
age their regional value content for one fiscal year over:

- the same model line produced in a plant;

- the same class of vehicles produced in a plant; or

- the same model line produced in the territory of a NAFTA party.

Vehicle producers that are investing in new plants within the NAFTA region
and are producing a prototype product that has not been produced before in the
same area qualify for a preferential tariff treatment at a 50% content level for
that product over the first five years from its release. Moreover, a vehicle that is
produced in a “re-fitted”” plant and differs from the vehicles produced before
the plant was “re-fitted” is also qualified for tariff preferences at a 50% content
level, but in this case only for a period of two years. %%

261 | pid.
%2 NAFTA 2
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In order to illustrate how the rules of origin of NAFTA regarding the Bus in-
dustry are used, the case of VBM can be applied. Since, as said, VBM is not
exporting at the moment there is no need to add regional value according to
NAFTA rules. In the case that the company will consider starting exporting to
the U.S., the only way that it could use the preferential tariff treatment under
NAFTA would be to comply with the Regional Value Content Requirement
since it belongs to the automotive sector. That implies that more national value
must be added to its products. The precise value that would have to be added in
that case can be calculated by the company’s cost department by using the net
cost method according to the NAFTA rules. As it has been described, Volvo in
that case would have to demand each of its suppliers to report the value of the
non NAFTA originating materials to the company so as to add this value in its
own calculations of the regional value content according to the net cost method.
According to this method, the good originates in NAFTA if the regional value
content is at least 60% after January 2002 as described above. Therefore, the
fact that the company imports most of the materials for its production from
Europe at the moment means that it does not comply with the rules of origin of
NAFTA for automotive goods and cannot export to the U.S. under NAFTA
preferential terms.*®

6.1.4 NAFTA Implications on the Automotive Industry

NAFTA enhanced the upgrading of Mexico’s automotive industry through
cross-border production partnerships which have improved the country’s com-
petitiveness and output. Mexico’s automotive and automotive parts exports to
the U.S. almost tripled since 1993 whereas Mexico’s imports of U.S. automo-
tive products have reached their peak. Nowadays, Mexico is the biggest export
market for the U.S. automotive industry.”®

Numerous manufacturers that have been operating in Mexico have been ex-
tremely profitable since their plants have been running to practically full capac-
ity. Moreover, this extreme profitability is a result of the phasing out of other
trade restriction which gave Mexico’s manufacturers the opportunity to import
almost 50% of the domestical sales vehicles. In addition to that, it should be
stated that Mexico happened to grow economically at the time that its neighbor,

263 Alanis A. 2003/11/11
264 Carrasco R. 2003/11/14
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the U.S., experienced a long economic expansion. That was particularly benefi-
cial for its automotive industry.?®®

The agreement provided the vehicle manufacturers with clearly defined rules
that have been crucial for planning and it enabled them to integrate production
and marketing schedules with the operations in the U.S. and Canada. As a re-
sult of the agreement a truly North American automotive industry, in which
Mexico has been able to rationalize production, has been created.?® In the case
of NAFTA, there are no bad negotiations concerning the automotive industry.
The openness of the market has been very beneficial for the companies operat-
ing within this sector and the industrial activity has been enabled to further
grow and develop.?’

The status of the North American automotive sector will be reviewed by all
three parties, no later than December 31, 2003. The aim is to assess the effec-
tiveness of the above mentioned measures and to determine actions that could
be taken to strengthen the integration and competitiveness of the sector.?®®

6.2 The EU-Mexico FTA at the Industry Level

According to the U.S.-Mexican chamber of Commerce, the *““auto and auto
parts industries are winners of the EU-Mexico FTA”. Mexico has been export-
ing almost one million cars to the North American market, because of the pre-
viously high EU tariffs on cars. This previous duty of 7% fell to 3.3% in July
2000 due to the FTA with the EU. This tariff is expected to fall to zero by the
end of 2003 and given that the agreement’s rules of origin are met. Moreover,
Mexico is giving access to its market to the automotive manufactures of
Europe. Before the FTA came into force, Mexico levied a tariff of 20% to
automotive companies. Under the agreement lower tariffs have been estab-
lished by Mexico. As an answer to this, opportunities brought the large invest-
ments from European companies such as Volkswagen and DaimlerChrysler.”®
The EU-Mexico FTA will provide the European companies with the opportu-
nity to start exploiting the rich and big markets of North America. The EU-
Mexico FTA has provided the basis for further development of the industry

265 Just Auto (2001)

265 [pjid.

%67 Carrasco R. 2003/11/14

2% NAFTA 2

289 Mexico — EU Free Trade Agreement 2
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since it has enhanced bilateral trade between the two regions. Following is a
short description of the most relevant parts of the content of the agreement with
regards to the present study.

6.2.1 Tariff and Customs Duties Elimination

The EU-Mexico FTA covers all goods that are originating in the territories of
the parties. The agreement considers a gradual reduction of tariffs or customs
duties, having their complete elimination as an objective. This reduction, as
will be described further down, is not symmetrical.?’® No new customs duties
are to be imposed between the two regions whereas the ones already imposed
cannot be increased. Moreover, the two signatories declared their willingness to
accelerate the procedure of customs duty elimination or improve conditions for
access in each-other’s markets. The classification of the goods takes place ac-
cording to each region’s tariff regime and in agreement with the Harmonized
System (HS).?"*

Industrial Products

The FTA between EU and Mexico will liberalize over 96% of EU- Mexico
trade by 2007. Most of the tariffs will be reduced by January 2003. At the time
of writing, 82% of Mexico’s industrial products can enter the EU market tariff
—free whereas at least 50% of EU products do not pay duties when exported to
Mexico. By the end of the same year, when industrial products are fully liberal-
ized in NAFTA, all Mexican imports will enter the EU territory duty free
whereas the European products will only have to pay a maximum tariff of
5%.272

According to the agreement, all the customs duties on exports for products
originating either in the EU or Mexico were totally removed as of July 2000.
Moreover, the abolishment of customs duties on imports from both parties
will be gradual, as follows:

270 pefig A. (2002)
2™t Europa — DG Trade (2003)
22 Europa — DG Trade (2003)

94



Industry Level

—Customs duties on imports of products originating from Mexico are subject
to Annex | of the agreement which is establishing three main groups of re-
duction:

v’ Category A: Contains customs duties that were completely eliminated on
July 1, 2000

v’ Category B: includes duties that will be eliminated in four phases: first is the
one taking place on July 1, 2000 and the remaining three taking place on
January 1 of each of the successive years, aiming at their complete elimina-
tion by January 1, 2003.

v" Other Categories: include different duties that are to be reduced in 2010 at
the latest.

= Customs duties on imports of products originating from the EU are subject
to Annex Il of the agreement which is establishing five reduction groups:

v’ Category A: Reflecting customs duties eliminated on July 1, 2000

v' Category B: Includes customs duties that are to be reduced in four phases:
first is the one taking place in July 1, 2000, and the other three phases that
will take place on the first of January of each successive year aiming at their
complete removal by January ,1 2003.

v’ Category B+: Consists of duties that are to be reduced until January 1, 2005

v’ Category C: Consists of duties that are to be reduced until 2007

v" Other categories: include different duties that are to be reduced in 2010 at the
latest.

The customs duties relevant to EU or Mexican products depend on the classifi-
cation of each industrial product that is to be imported. As said, Annex | regu-
lates the Mexican products imported to the EU, whereas Annex 11 will control
the EU products exported to Mexico. The liberalization process which is rele-
vant to Mexican products (Annex 1) is different than the liberalization plan ap-
plicable to the EU products (Annex I1). As described above, most of the cus-
toms duties applicable to EU products will be reduced by 2007, whereas the
majority of duties referring to Mexican products will be eliminated by 2003. As
seen, the liberalization process is more firm when it comes to EU products

95



Industry Level

compared to the Mexican ones. This gives a temporary advantage to the Mexi-

can economy.?”®

The customs duties on imports into Mexico, as listed in Annex Il and falling
under the above mention category B, are to be eliminated in four equal stages
and they were completely eliminated by the beginning of 2003.%”* The schedule
of elimination of the customs duties on imports into Mexico on the products
that fall under category B+ and C are shown in Tables 14 and 15

Table 14 Category B+ customs duty elimination schedule

20 18 12 8 5 25 0
15 13 10 7 5 25 0
10 8 6 4 4 2 0
7 5 4 3 2 1 0
5 4 3 2 2 1 0

Source: Mexico — EU Free Trade Agreement 1

The given products by VBM can be once again used as examples in order to
show the function of the tariff phase out schedules. The fraction 84152001 (air-
conditioning machines) for example, according to the treaty is listed under
category B+. It was reported from the company that the Mexican base rate on
the specific product is 20%. That means, according to the table above, that the
specific fraction if imported from the EU in Mexico is applicable to a tariff of
5% until the end of the year 2004. The tariff on this product is not completely
eliminated until 2005.

Table 15 Category C customs duty elimination schedule

20 18 12 8 5 5 4 3 0
15 13 10 7 5 5 4 3 0
10 8 6 5 4 4 3 1 0
7 5 4 s < 2 2 1 0
5 4 3 2 2 2 1 1 0

Source: Mexico — EU Free Trade Agreement 1

273 pefia A. (2002)
2% Mexico — EU Free Trade Agreement 1
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A fraction belonging to this category, from the VBM example, is fraction num-
ber 73066099 (steel welding machine). This product is normally applicable to a
tariff of 20%. If the product is imported from the EU in Mexico and if qualifies
to be treated with preferential terms, then the tariff level on it will phase out in
accordance with the table above. As shown in the table, this fraction is applica-
ble to a 5% tariffs for 2003 and it can be imported completely tariff free in
2007.

Beside the above mentioned tariff reduction groups (A, B, B+, C) there are
seven other categories of tariff elimination schedules (categories 1 to 7). Mex-
ico is to successively eliminate the customs duties on products imported from
the EU that fall under category 2 and completely remove them three years after
the decision enters into force. This successive tariff elimination is expressed as
a percentage of reduction on the basic duty. For example, customs on products
which are imported to Mexico from the EU and fall under category 2 shall be
reduced to 50% of the basic duty one year after the agreement was singed. In
the same way, customs on products falling under category 4 are going to be
sequentially reduced. Tariffs on these products will be completely removed ten
years after the entrance into force of the agreement which is in 2010.*

In the VBM example, the product which represents the biggest percentage of
the company’s imports, fraction 87060099 (chassis fitted with engines) falls
under category 4. Knowing (from the company) that the basic tariff on this
product is 50%, it can be calculated according to the treaty’s schedule that for
2003 that this product is applicable to a 10% tariff rate. Knowing that that this
product is imported from Boras Sweden to Mexico and that it complies with the
EU-Mexico FTA rules of origin,?”® one concludes that this product is applicable
to a 10% tariff due to the agreement, which is one fifth of the normal tariff.

6.2.2 Automotive Tariff Quota (Annex IT)

In Annex Il of the EU-Mexico FTA there is a section regulating the automotive
tariff quota. According to this, and after the entry into force of the decision,
Mexico is eligible to apply a tariff quota on imports of motor vehicles that are
originating from the EU. The specific product coverage of this decision accord-
ing to the treaty is :“Motor vehicles classified under headings 8703 and 8706

25 Mexico — EU Free Trade Agreement 1

2% Alanis A. 2003/11/18
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of the Harmonized System, and under headings 8702, 8704 and 8705 of the
Harmonized System with a weight of less than 8 864 kg” >/

In this section of the treaty, the minimum amount of the tariff quota is speci-
fied. In particular, the minimum size of the quota must be:

» “For each year until 31 December, 2003, a quantity equivalent to 14% of the
total number of vehicles, relevant to this decision as describe above, sold in
Mexico during the previous years.”?

» “For each year from 1 January, 2004 until 31 December, 2006, a quantity
equivalent to 15 % of the total number of the above mentioned motor vehi-
cles sold in Mexico during the previous year.”*”

This means that until the end of 2003, Mexico will allow up to 14% of its
automobile imports to derive from the EU with special low tariffs (the in-quota
tariff). For the period between 2004 and 2006, this percentage will rise to 15%.
Mexico will distribute up to 10% of its imports to EU firms already established
in Mexico and another 4% to EU firms that are going to be new in the coun-
try.280

According to the EU office in Mexico, this quota amount has been calculated to
be about 136,000 units. In reality all exports from the EU at the moment go un-
der this quota.”®

In addition, preferential customs duties on the above mentioned kind of vehi-
cles imported to Mexico from the European Union under the tariff quota may
be applied. The tariffs on these “in-quota” vehicles that will be imported from
the EU are identical to NAFTA: 3.3% for 2000, 2.2% for 2001 and 1.1% for
2002. After 2003 these duties will be completely eliminated. Mexico will still
import automobiles from the EU above this quota, only that those will be sub-
ject to a 10% tariff. The title specifically rules that customs duties of the above
mentioned vehicles are to be eliminated completely by January 1, 2007.%%

27" Mexico — EU Free Trade Agreement 1
278 H

Ibid.
21 |pjd,
280 Mexico — EU Free Trade Agreement 2
%L Sillvetti R. 2003/11/19
282 Mexico — EU Free Trade Agreement 2
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Quota Management
Mexico is compelled to manage the tariff quota by following specific methods
or their combination. These methods are defined by the treaty as follows:

a. Method based on the chronological order of the filing of applications (i.e.
the ““first come, first served rule”)

b. Method of distribution in proportion to the quantities requested when the
applications were filed (i.e. the “simultaneous examination” method)

c. Method based on taking traditional trade patterns into account (i.e. the *
traditional importers/new arrivals™ method)

Any of the above mentioned methods used must allow the ““full utilization” of
the tariff quota and avoid any kind of discrimination between the involved op-
erators. Mexico is allowed by the treaty to preserve part of the tariff quota for
manufactures as formulated by the Auto Decree of December 1989, and its
amendments of 1995. It is required though, that “At least an amount equivalent

to 4% of the total sales in Mexico is offered first to other operators™.?*®

The method that Mexico has been using during the last year in order to manage
this quota is published in the country’s official newspaper. According to this a
mixed system is employed: One part of the quota was assigned to Mexican au-
thorized distributors of vehicles. However, this practice is going to stop with
the abolishment of the Auto Decree in the beginning of 2004. The other part of
the quota was given through a bidding procedure.”® 1t will be interesting to see
how they are going to manage the quota next year when the Auto Decree is go-
ing to stop.

6.2.3Rules Of Origin (Annex IIT)

The products that are applicable to the EU-Mexico FTA and its advantages
must originate either in the EU or Mexico. The products origin requirements
are set by Annex 111 of the agreement. According to this:

» The product that receives the EU-Mexico FTA benefits must be “considered
to be originating in the territory of either Mexico or the EU” - compliance
with the rule of origin

283 Mexico — EU Free Trade Agreement 1
284 Sillvetti R. 2003/11/19
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» The originating status must be obtained without disruption either in Mexico
or the EU - Territorial rule

» Products have to be transported in a straight line between EU and Mexico -
Direct Transportation Rule

Compliance with the above mentioned rules is necessary if a product is to re-

ceive the advantages or benefits originating by the agreement. 285

The Rule of Origin
The rule of origin provides the originating feature to two kinds of products:

a) Those that are wholly obtained in the EU or Mexico

b) Those that are obtained in the EU or Mexico but they include materials that
have not been wholly obtained in these two territories. For those products it
IS necessary to have been through a sufficient transformation (working or
processing) in the EU or Mexico

For the purpose of this project and in order to give a more comprehensive de-
scription of the provision of the treaty regarding the rules of origin, some basic
definitions as described in the original text of the agreement will be presented
in Appendix V. This will serve as an attempt to simplify and to better under-
stand the legal framework of the treaty by clarifying some of the legal terms
used.”®®

With regards to the automotive industry and according to the agreement, local
content should be at least 50%, based on the value added by Mexican producers
for the three first years of the agreement. This is more firm than the relevant
rule of origin of NAFTA, which gives all the value of an auto part to Mexico in
the case that the components for that part have been significantly transformed
in Mexico. This local requirement is raised to 60% after the third year of the
agreement.”®’

The Territorial Rule
The territorial rule ensures that the above described originating status “must be
constantly applied in the territory of the parties”. According to this rule, the

285 Mexico — EU Free Trade Agreement 1
28 Mexico — EU Free Trade Agreement 1
287 bid.
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transformation that foreign materials have to go through in order to be con-
verted into originating products must take place in the territory of the two par-
ties. The main objective of this rule is to promote investment and increase em-
ployment opportunities in both Mexico and the EU.

The Direct Transportation Rule

According to the direct transportation rule, the products are to be directly trans-
ferred between the EU and Mexico. The transmission of the products through
other countries to their final destination is still allowed. Nevertheless, the tran-
sit of the products through these countries must be temporal. This rule aims at
altering any effort to include additional foreign materials in the products which
do not originate in the parties. For VBM, this rule implies that the parts im-
ported from the EU in the assembly plant in Mexico must be transferred di-
rectly between the two regions.

6.2.4Rules and Exceptions Related to the Automotive In-
dustry

Standards, Technical Regulations and Conformity Assessment Procedures
(Article 19)
This article confirms the obligation of the parties related to the WTO Agree-

ment of standards and technical regulations and verifies their will to intensify
their bilateral cooperation in this field. In order to do so the two signatories are
to exchange information on these issues, promote the use of international stan-
dards and facilitated the adoption of their respective systems. Moreover, the
treaty establishes a Special Committee on Standards and Technical Regulations
responsible for compromising representatives of the two regions on these is-

sues.”®

Prohibition of Quantitative Restrictions -Article 12

This article asserts that all import and export exclusions or restrictions to trade
between Mexico and the European Union (except for customs duties and taxes)
no matter their form (quotas, import or export licenses, etc.) must be removed,
and no new such procedures are to be initiated.”® Nevertheless, this condition
has some exceptions. When it comes to the automotive industry, Mexico can

288 Mexico — EU Free Trade Agreement 2
28 |pid.
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maintain prohibitions and restrictions on the importation of the goods listed in
Table 16 until 31, December, 2003. (Annex 1V)*°

Table 16 Exceptions to article 12 in the automotive industry

Item Description

8407.34 Reciprocating piston engines of a kind used for the propulsion of vehicles of
chapter 87, of a cylinder capacity exceeding 1 000 cc

87.02 Motor vehicles for the transport of ten or more persons. Only on vehicles weigh-
ing less than 8 864 kg.

87.03 Motor cars and other motor vehicles principally designed for the transport of

persons, (other than those of heading 8702), including station wagons and
racing cars

87.04 Motor vehicles for the transport of goods. Only on vehicles weighing less than 8
864 kg.

8705.20 Mobile drilling derricks. Only on vehicles weighing less than 8 864 kg

8705.40 Concrete mixers. Only on vehicles weighing less than 8 864 kg

87.06 Chassis fitted with engines, for the motor vehicles of headings 87.01 to 87.05

Source: Mexico — EU Free Trade Agreement 2

If one considers the products given by VBM as an example, it can be seen that
the fraction 87060099 (chassis fitted with engines) falls under the exceptions of
article 12. That means that until the end of 2003 Mexico can maintain prohibi-
tions and restrictions on its importation. The rule however is not going to be
valid after the end of the year. Moreover, no restriction on this products impor-
tation from Sweden has been reported by the company.?*

6.2.5Practical Implementation

When it comes to the implementation of the above mentioned provisions, it
seems that there are practical obstacles that need to be overcome. In order for a
European supplier to enter the Mexican market under the beneficial provisions
of the agreement, origin has to be proven. This can be done in two different
ways: Either with the submission of the Eurol document or with a relevant
declaration in the invoice. In order to have this invoice declaration one must
obtain the status of frequent exporter from the European Union Customs office.
The Eurol document is used in the case of small and occasional exporters and
is not recommended for regular exporters since it must be filled every time an
export takes place. This document has the form that the European Union has

2% Mexico — EU Free Trade Agreement 1
L Alanis A. 2003/11/18
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been using with all other Free Trade Agreements it has signed for a long period
of time. Therefore, customs in Europe are used to stamp these documents in a
certain way, which is adjusted to different needs and can be characterized as
flexible. When it comes to exports from the EU to Mexico there is a special dif-
ficulty. The Mexican customs apply rules and procedures in a very strict way
that contradicts the European Union flexible way of filling in the necessary
documents. That persistence to follow rigorous rules is an explicit instruction
deriving from the Mexican government in an attempt to prevent corruption,
which has been an issue in the Mexican customs authorities. This inflexibility
often leads to the rejection of EU imports even in cases that the relevant docu-
ments are filled in correctly.*?

In Mexico companies are obliged by law to use a customs agent, so they cannot
do the importation on their own. Those customs agents are private bodies that
have a relative license and hold joint responsibility with the exporters regarding
the compliance with the importation rules.**

Both the European Union and Mexico acknowledge that the rules of origin are
quite complicated when it comes to their implementation. Therefore, the Brus-
sels committee constituting experts on the rules of origin and the respective
Mexican committee have been working on the simplification of the rules of
origin since the agreement entered into force and have agreed upon the issuance
of explanatory notes on procedural issues. The committees meet on a yearly ba-
sis whereas the last meeting was in November 2003. During this meeting, a
new text of explanatory notes was agreed upon which specified in which cases
there can never be a justification of a rejection of an import. At the time the
EU-Mexico FTA was signed the Mexican government insisted that the rules of
origin were much more complicated, compared to NAFTA which requires the
filling of different kind of documents. Nonetheless, it seems that in the new
trade agreements Mexico is signing the documents used to certify origin are
similar to the ones with the European Union FTA. The reason the Mexican side
changed its strategy regarding this topic is the detection of cases where non-
NAFTA originating goods were entering the country as NAFTA originating
ones due to relaxed implementation of the rules of origin. *

22 gjllvetti 2003/11/19
2% |pid.
2% |pid.
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Successful practical implementation of the agreement is also discouraged by
the lack of communication between the government and the private companies
operating in the country. In the private sector there are discussions about the
lack of support and information regarding trade issues and technical details that
could help the companies better apply the benefits deriving from the agree-
ments in terms of tariffs, norms, standards and conformity assessments. Beside
the practical problems regarding the implementation of the trade policy, the in-
dustry needs to deal with other obstacles. Although ANPACT (see Appendix
V1) is concentrating industry related information and distributing it to the asso-
ciated companies, the government does not proactively update the private sec-
tor. Nevertheless, the firms usually have at their disposal specialized depart-
ments and personnel that handles these issues. Frequently, the inability to use
this information is depriving them from transforming it into concrete bene-
fits.?®

It is important to mention that the companies can take advantage of the flexibil-
ity of the Mexican administration, which allows them to participate in the for-
mulation of the policy that concerns them, by proposing amendments for the
legislation. Most of the original suggestions regarding legal modification come
from the private sector.”*®

In the European Union office in Mexico, concerns have been expressed about
the tendency of the Mexican government to sign agreements and then not use
them to their potential. As mentioned, the Mexican government’s strategy is to
widen the range of FTAs and there is no focus on how to make these agree-
ments work. Mexico has a good negotiation team that has a lot of experience
but not as good implementation and support mechanisms. For example, the unit
managing the EU-Mexico FTA consisted mainly of three people, two of which
have been given the responsibility to negotiate other agreements. That leaves
one person and one assistant managing the remaining implementation issues
deriving from the EU-Mexico FTA. According to the EU office in Mexico, the
support that has been provided so far by Bancomext is not enough and there is
more that needs to be done. %%’

2% Cortéz S. 2003/11/19
2% Espinosa I. 2003/11/19
27 Gjllvetti 2003/11/19
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In the Volvo example, at present, there are no major complications or difficul-
ties when it comes to the importation of parts from the U.S. and the compliance
with the NAFTA rules. When a good is transferred between the U.S. and Mex-
ico and for some reason the certificate of origin is not the correct one (which
implies that preferential tariffs can not be applied) the procedure of correcting
this certificate is rather simple. One phone call is enough, since the two coun-
tries have been working together for a long period and through this experience
they have managed to simplify the processes in favor of the private opera-
tors.*®

Nonetheless, as shown, most of the company’s imports come for the EU. The
implementation of the treaty with the EU is harder and creates practical prob-
lems for the company. There are a lot of cases where the documents proving
the EU origin are not correctly filled in. In the case of an importation coming
from the EU, it takes a long procedure to correct these false documents. That
procedure requires that the document is sent back to Europe to the products’
producer for correction. The certificate of origin comes at the same time with
the shipment, which means that the importer’s products are stopped at customs
until the false document is sent to Europe and re-delivered back to Mexico. The
only way to unblock the parts from customs is to pay the general tariff that ap-
plies to products not originating in the European Union. However, the company
is unwilling to pay such a tariff knowing that the product indeed originates in
the EU, and that the price that it has to pay actually is the cost of a wrongly
filled document.”*®

One solution to this problem could be the spread of the use of the classification
custom codes to all the suppliers. The other solution could be simple consulta-
tion of the customs authorities in Mexico on the correct procedures and docu-
mentation.>®

ANPACT maintains that the rules of origin are not complicated themselves, but
the lack of knowledge on the treaties and their regulations creates an ambigu-
ous situation. Companies that are not exporting have less interest to keep track

2% Alanis A. 2003/11/18
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of often complicated methods since they can import materials for their produc-
tion duty free due to the PROSEC program, described in the next chapter.®*

6.3 Mexico-Brazil Economic Complementation
Agreement at the Industry Level

The bilateral agreement with Brazil has a great impact on the automotive indus-
try; one of the strongest export sectors in both countries. One part of the
agreement sets provisions applicable to the bilateral trade in the automotive in-
dustry between Mexico and Brazil. According to those rules, trade for vehicles
weighing less that 8845kg will be liberalized starting on 1 January, 2007. This
agreement contains norms considering the market access, rules of origin, tech-
nical formalities and applications. It is valid for the automobiles, vehicles with
Gross Vehicle Weight smaller or equal to 8845kg, tractors and other vehicles
used in agriculture and some of the automotive parts.****

The tariff reduction that has been negotiated so far does not apply to the Heavy
Weight Vehicles. Furthermore, the auto parts have been only partly negotiated
but far from all. There are many parts that still have not been included. As the
situation is today, there are no suggestions of widening this agreement and in-
cluding the Heavy Weight Vehicles as well. The most probable reason behind
this is the difficulty to negotiate this sector of the automotive industry.*** When
looking at the VBM example, and while testing if any of the given codes are
included within the auto-parts that will undergo a tariff dismantling, none of the
specific fractions can be found. Moreover, since VBM produces vehicles that
weigh more than 8845Kkg, it can be concluded that the company derives no ad-
vantages from this agreement at the moment.

The two parties do not seem to be able to agree on one particular matter.
“Whenever we come to negotiate, both of the parts have to be interested. This
industry is one of the most integrated industries worldwide, so | suppose that
Brazil does not necessarily want to have an agreement with Mexico. The other

%0 Espinosa I. 2003/11/19
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Mexicanos
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side of the coin is that the sector in which these two countries are most inte-
grated is the automotive one”%®

The benefits and the future developments of this agreement are rather unclear.
According to Bancomext, the fundamental thought behind this agreement was
to promote joint ventures between Mexican and Brazilian small and medium
size auto-producers. That would facilitate the transfer of technology from the
technologically stronger Brazilian component sector.*® Despite the Brazil’s
aim to include some 70 more auto-parts in the agreement, for the time being
only some parts are included due to Mexican opposition. Mexico’s objection is
based on the fears that its suppliers will be exposed to fierce competition com-
ing from Brazil. That is one of the reasons Mexico has stopped further negotia-
tions and tried to promote joint ventures instead. The country is counting on its
NAFTA membership to attract Brazilian companies to join the local ones.*”’

%05 Baker J-C. 2003/11/17
3% Carrasco R. 2003/11/14
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7 Trade Promotion Programs

In addition to the agreements that Mexico has signed, different industry sup-
port programs have been developed in order to promote productivity and im-
prove quality and prices of the local products. The ones that are relevant to the
automotive sector will be briefly described further down. The reason these pro-
grams are treated separately within the industry level of the present project is
their great importance and level of application in the bus industry. Thereby,
those programs are not considered by this study within the national level since
their application only in the automotive industry will be in focus during the fol-
lowing description.

7.1 Export Incentives

There are different programs in Mexico aiming to give incentives to companies
and promote exports. The intent of these programs is to promote productivity
and improve quality in order to boost the local companies’ competitiveness.
The “Temporary importation program for production of exportation articles”
(Pitex), gives permission to firms to enter temporary imports of raw materials,
parts, machinery and equipment that are used to produce export products. Hav-
ing access to basic imports with better conditions in price and quality is crucial
for the exporting companies in Mexico in order for them to compete interna-
tionally. Moreover, the “program for highly exporting companies™ (Altex), re-
funds value-added tax (VAT) and import tariffs for customs clearance. Export-
ers may also get credit with interest below commercial banks rates from the
National Bank of External Commerce (Bankomext). Furthermore, exporters
are encouraged by the absence of foreign exchange controls. The import license
requirements have been phased out and there are only a few in effect. Most of
Mexico’s imports quotas have been converted into tariff-rate quotas (TRQs,
volume quotas), due to the big range of international trade agreements Mexico
has signed.*®

7.2 Promotional Sectoral Program (PROSEC)

As a consequence of the implementation of the NAFTA and its Article 303,
that became effective on 1 January, 2001, manufacturing companies operating

%% The Economist Intelligence Unit Limited (2003)
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in Mexico under a Maquiladora or PITEX program, mentioned earlier, had to
begin to pay duties in Mexico. These duties are applied to the NAFTA non-
originating materials, used in the manufacture of finished products that are to
be exported to the U.S. and Canadian markets. Furthermore, according to Arti-
cle 304 of NAFTA and Mexico’s obligations under the WTO, machinery and
equipment importation was no longer exempted from payment of import duties.
This has resulted in an increased overall cost of doing business in Mexico for a
number of companies that have been importing their materials outside of
NAFTA. The Mexican government has tried to approach this problem in two
different ways. One way included an attempt to persuade companies faced with
increased duties to source their materials within Mexico. Nevertheless, inability
of the existing suppliers in Mexico to provide them with comparable quality,
price and delivery times as their non-NAFTA sources, led the government to-
wards another approach and made it adopt other measures in order to counter-
balance the losses. Mexico pursued a strategy of negotiating FTAs but not even
that has been enough to offset the impact of costs caused by import duties.**

For this reason, in 2001, Mexico’s Sectoral Programs went into effect. The of-
ficial name of this program is PROSEC, which is the short term in Spanish for
“Programa de Promocion Sectorial” (Promotional Sectoral Program).®*°

The main drive force behind the creation of PROSEC was the need for in-
creased international competitiveness of national manufacturing operations.
Moreover, this program is seen as an opportunity to promote openness and
commercial competitiveness as the fundamental elements of a dynamic and
progressive Mexican economy and as an instrument for supporting the integra-
tion of different chains of production.*™

PROSEC reduces or eliminates import duties on certain materials imported
to Mexico, regardless where they originate from. It is available to all manufac-
turers in Mexico that produce finished goods listed in any of the 22 sectors and
import inputs of the programs. The final products may or may not be exported.
It applies for any kind of importation, both temporary and definitive. For many
of the materials the PROSEC duty rate is 0%. The other duty rates applied are
3% up to 7%. The reason some materials still have duty rates and some materi-

%9 Maquila Portal 5
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als are still not negotiated is that the Mexican administration wishes to protect
the domestic manufacturers that could provide satisfactory material. The com-
panies that qualify to apply PROSEC can at any time apply for submission of
another product or sector, if they consider that the conditions for its inclusion
are right and that the local suppliers can not satisfy their requirements. This
process is a complicated one though and includes significant costs. While sub-
mitting these kind of applications companies should be very cautious.*? Firms
that are not allowed to use this program are non producing companies, like dif-
ferent kind of distributors.**®

Because of its availability to all Mexican manufacturers, PROSEC complies
with NAFTA Article 303. If the Mexican government would offer this plan
only to maquiladoras, it would not be in compliance with NAFTA Article
303.%

There are no quotas on the imported parts under the PROSEC as long as the
custom fraction of the product is on the program’s list. This means that a manu-
facturer within one sector can not use PROSEC to import products or materials
not listed within this special sector. A vehicle manufacturer, for example, can
not import promotional material like T-shirts, pencils and others under the
PROSEC duty rate. *°

When it comes to the implementation of the program, there is a general notion
that PROSEC has been negotiated very well for the automotive industry and
that it is, for the time being, functioning flawlessly. The representative of AN-
PACT maintains that this is a stable program that benefits many of the compa-
nies. It gives the opportunity to import many kinds of products from any coun-
try in the world at a preferential duty and it functions like a worldwide treaty.
“The government is protecting industries through programs like PROSEC by
making it easier to operate in the market. This brings more benefits to the peo-
ple working there and it gives companies’ the opportunity to acquire knowl-
edge and know how. This can eventually lead to price decreases.”®*®
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However, there are a number of problems and drawbacks regarding this pro-
gram. One of them is that there is non-equal distribution of the program’s bene-
fits on the whole automotive sector. While PROSEC is helping the automotive
manufacturers to become more competitive, at the same time it is providing
unbeneficial conditions for the small and medium size local suppliers that are
not given the chance to develop and grow. By importing parts from other
countries this sector is being undermined.*"’ Actually, one of the main critics
on the Mexican policy is that the given incentives do not promote a certain in-
dustry as a whole but rather encourage companies to have only assembly opera-
tions in the country. This creates pressures deriving from the small and medium
size auto-parts suppliers.*®® On the same issue, the comment of ANPACT is
that no matter what the small and medium producer’s reaction is, Mexico’s
automotive and bus industry survives thanks to the big international producers
operating in the country which benefit from PROSEC. “Without PROSEC the
whole industry would die and that would not lead to any kind of improvements
for the manufacturers nor the suppliers. Small and medium size firms need to

be supported through other programs”.

Another drawback is the risk of unexpected changes in approved products and
the duties applied to them. Many companies could suffer serious damages as a
result of the instability and unpredictability of such programs.® There are in-
dications that with future administrations PROSEC can undergo certain
amendments.*?* Moreover, there is a long bureaucratic application procedure in
order for companies to enjoy the benefits derived from PROSEC.

PROSEC is a trade policy tool extensively used by VBM. The company is
aware of the specific rules that apply to the use of this benefit. For example, it
is clear to the company that raw materials cannot under any circumstances be
imported under PROSEC by VBM with the purpose of reselling them to their
suppliers for further transformation. This is not allowed even if the end user of
this transformed material is again VBM.
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According to the director of the traffic department in VBM, for the time being
no matter how much the tariffs are reduced due to Mexico’s Free Trade nego-
tiations with other countries, when it comes down to the company level, it is
more useful to use PROSEC. As seen in Table 12, the products that comprise
the larger part of the company’s total imports fall under the PROSEC list and
may be imported with zero tariff from any country. In the specific example,
there is one fraction, the 72193301(welded steel), that is not listed under
PROSEC and therefore the program cannot be applied. Thus, if this product is
imported from the EU it is eligible for a 5% tariff and if it is imported from
NAFTA it receives 0%. If this good is imported from a country that Mexico has
no agreement with a 20% tariff needs to be paid. This example emphasizes that
not all imports are applicable to PROSEC.

In connection to the previous discussion about the program’s weaknesses, the
traffic department at VVolvo Bus is bringing light to the problem of termination
of this program. “The minute the government would say no to this program, we
would have a problem....... the risk is that our best benefit is in government
hands, so it is better to find better ways to negotiate with suppliers” The same
view has been expressed at the European Union office in Mexico: “This is an
internal measure that can change tomorrow, not even tomorrow, it can change
any minute. An international agreement can not. Therefore, the objective of an
international agreement is to bind certain internal decisions”. The objective of
an international agreement is to bind certain decisions. In a lot of cases interna-
tional agreements add nothing new to the existing legislation besides binding
the two signatories to a certain decision. ** The negative aspects of the pro-
gram are also emphasized by the director of the Japanese External Trade Or-
ganization in Mexico who believes that PROSEC has certainly helped compa-
nies but does not include all sectors and inputs. ***

The governmental office representatives at the Mexican Ministry of Economy
gave another perspective to this issue. On the comment that PROSEC is just a
temporal solution, it has been stated that PROSEC is unilateral tariff elimina-
tion in contrast with the Free Trade Agreements where tariffs are eliminated bi-
laterally. It is argued that as the country moves towards total liberalization due
to its array of FTAs, PROSEC will not make any difference. “...Just look at the
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developments so far. 10 years with NAFTA and we are duty free with them. And
10 years from now it will be the same with the EU and so on”**® There is no
specific prediction regarding the maintenance or not of PROSEC in the fore-
seeable future, by the NAFTA office in the Ministry of Economy. However, in
the auto-part industry department of the same ministry it has been argued that
there is no intention to stop PROSEC for the time being, despite the pressures
for the opposite coming from other industries than the automotive. *%°

7.3 Fiscal Deposit

An important part of companies’ costs is the payment of import taxes when
goods are entering Mexico. Fiscal deposit is a promotion program according to
which companies have the right to store their imported materials in specified
warehouses without paying tax for the period these products are stored. Under
this system, companies can avoid paying taxes immediately after the importa-
tion of the materials. Therefore, the private sector has a time advantage. The
firm has the opportunity to store materials for a period of time and if, for any
reason, these goods are going to be returned to the country of origin, there is no
tax cost for the period that these materials have been stored in Mexico. In the
case that this material is going to be kept within the country, the tax on it will
be paid within a specified period of time.**’

This program is very beneficial for the automotive industry. All of the duties
that are supposed to be paid can be delayed and when it comes to the customs
procedures they are much simpler. The automotive materials are usually al-
lowed to get into the country without any major check ups. This diminishes the
administrative costs for the companies.*?® Furthermore, deposit certificates are
a powerful instrument because they are widely accepted for guaranteeing credit
operations. Thus, companies using these certificates can easily obtain a bank or
stock market loans.**® This program is a good complement to the PROSEC.*®
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These specific rules are not very well used by the companies overall. The ones
that are having administrative problems could use this program in order to
make the whole importation process easier.*

VBM is one of the companies using this program. The main benefit for them is
the possibility to delay tax payment on imports. This is specifically valuable if
the company, for different reasons, can not use the imported products and needs
to return them. In this situation they are not obliged to pay any taxes. The prod-
uct can be stored in their warehouses for a certain period of time. This program
Is also used when the company imports parts that are not shipped with the cor-
rectly issued certificate of origin; it can anyway store the material without pay-
ing taxes until the certificate is replaced with the correct one. If the distur-
bances with the documentation remain, the company can still send the shipment
back to the country of origin without having to pay tax for the period that the
materials were stored in Mexico. **
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8 Analysis

“Analysis and synthesis ordinarily clarify matters for us about as much as tak-
ing a Swiss watch apart and dumping its wheels, springs, hands, threads, piv-
ots, screws and gears into a layman's hands for reassembling, clarifies a watch
to a layman.....”” Unknown Author. 3

The analysis is going to combine the two levels of description of the empirical
part and will link it with the final conclusions. This part of the thesis is struc-
tured in accordance with the research questions and follows the pattern of the
empirical study. The aim is to present an understanding of the two described
levels and determine the degree of their interdependence. The focus of the
analysis narrows the perspective down from the nation to the industry and ulti-
mately to the company that has been used as an example throughout the whole
study.

The starting point is to identify in what way the decisions made from the na-
tional government are implemented by the industry in order to study their im-
pact. VBM is once again going to be used as an example in an attempt to clar-
ify more the aspects that concern the bus industry.

Moreover, it will be shown how the industry’s concerns influence the decisions
made by the national administration. The idea is that both streams of influence
exist and their final dependence on each other will be explored while taking
into consideration the goals of all sides as well as the general trends for the fu-
ture. Figure 9, shows the structure of the analysis.

Throughout the analysis, the theoretical part of this thesis is consulted and used
as a reference in order to provide an understanding of the described trends and
strategies. The theory is not used to narrow the perspective and restrict the
range of the possible explanations by providing already made solutions and
rigorous rules that need to be followed, but it will be used as stimulation for the
discussion.

33 The Quotation Page (2003)
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Figure 9 Analysis Disposition
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8.1 National Level

In the debate of an unformulated, so-called “World order’” the two concepts of
globalization and regionalization have gained more and more attention. These
two processes that are occurring simultaneously deeply affect the world trade
system and contribute to the transformation of the world order.

As shown in the theoretical part of this study, some of the reasons countries are
engaged in multilateral, bilateral and regional agreements are the potential
benefits from the expansion of the economy’s choices and from their contribu-
tion to the income redistribution in such a way that everybody wins. Regional-
ism, bilateralism and multilateralism are expected to result in economic integra-
tion of countries. However, as theory has suggested, multilateralism is based on
non-discriminatory trade while regionalism and bilateralism are based on coop-
eration between specific countries alone, which can be seen as a discriminatory
trade policy. Therefore, one way of seeing regionalization and bilateralism is as
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counter-processes to the globalization movement. Regionalization, unlike glob-
alization which entails a homogenization of the global system, is formulated
between different cultural areas in the world. Nevertheless, it also homogenizes
regional areas and diminishes the role of nation states in the political and eco-
nomical decision making process.

It has been described that during the last century multilateralism has been pur-
sued through agreements under the auspices of GATT and its successor the
WTO. Nonetheless, after the Uruguay round there has been criticism regarding
the slow process of the negotiations and the effects of the agreement on the de-
veloping countries. The recent WTO ministerial meeting in Cancun did not
succeed to prove that multilateral agreements are offering solutions and bring-
ing countries towards a coordinated course of action. Moreover, this meeting
highlighted the political differences and the diverse goals between the partici-
pating members. It seems that a lot of trade issues cannot be reached with mu-
tual understanding and willingness to compromise in favor of the common in-
terest. Concerns about the efficiency and effectiveness of GATT have led the
way towards more regional and bilateral agreements instead of multilateral
ones. Within this context, preferential trade agreements can be seen as having a
negative connection with GATT.

Nevertheless, the contribution of the FTAs to the speeding up of the liberaliza-
tion process cannot be ignored. Having this in mind, bilateralism and regional-
ism came to be considered as “building blocks” rather than constraining
worldwide trade harmonization. Furthermore, based on this, it is possible to
explain the described world trend towards regionalism and the eagerness of
countries to choose the bilateral Free Trade Agreements.

Mexico is one of the world leaders when it comes to regional and bilateral trade
agreements, converting in this way its economy to one of the world’s most
open. This strategy of Mexico has been characterized as aggressive and force-
ful. Before analyzing the FTAs one by one and their impact, it is interesting to
explore the driving forces behind such a policy and try to estimate the trends
for the future.

Mexico’s political environment has been unstable and explosive. It was not un-
til 1994 that the president was elected with democratic procedures whereas the
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governance of the country was controlled by the same party for many decades
until 2000. This instability can partially explain the country’s eagerness to
change its policy and to open up its economy as a tool towards a solid eco-
nomic revival. This change of policy started, as described in the mid 1980s,
with the most important development the country’s accession to GATT.

Despite the obvious democratization steps, the peso crisis in 1994 and the crisis
after that, as well as the repeated criticism against the current government for
lack of political know-how, a rather unstable political situation was created.
The trade liberalization policy can be connected with the recovery of the econ-
omy. For example, after the peso crisis, the combination of the weak exchange
rate and the preferential access to the U.S. and Canadian markets due to
NAFTA helped the economy recover. Moreover, since international agreements
have a binding character, the policy of pursuing them may be interpreted as an
effort to maintain this stability in the future. An administration that in the long
run may want to change this liberalization practices cannot do it because of the
commitment to international laws. As said in Bancomext: “...In Mexico we are
convinced that the best way to fight poverty is to open our country™.

However, Mexico did not only open trade with its neighboring countries or
with its biggest trading partners. The presented trade figures make the trade de-
pendence on the U.S. apparent, whereas there is an increasing importance of
the EU. The basic export destination being the U.S. and the principal import
trade partners being the U.S. and the EU makes it interesting to investigate why
Mexico chose a policy of opening up trade with more than 30 countries in total
and what the implications are of such a policy.

The first hypothesis is that a big range of FTAs would diversify Mexico’s trade
away from specialization and U.S. dependence. In 2002, the U.S. market ac-
counted for almost 75% of Mexico’s total exports. Yet, it seems that the impor-
tance of Mexico’s market access in North America will continue, especially
due to the integration achieved in key sectors in the area, such as the automo-
tive.

A second course of reasoning is that Mexico’s experience with NAFTA has

created a learning curve effect of signing multiple FTAs. This argument is in
line with the view expressed in the EU office in Mexico, which implied that the
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country uses its NAFTA knowledge in order to sign more agreements since it
has a skilled and experienced negotiating team familiar with the procedures. In
such a case, NAFTA becomes Mexico’s vehicle for trade liberalization. How-
ever, along with this argument there should be a discussion regarding the au-
thorities’ ability to administrate all these agreements. After considering the im-
plementation problems and concerns expressed in the EU office in Mexico, it is
clear that the Mexican authorities have pursued a lot of agreements but did not
show the same enthusiasm in establishing good follow up and implementation
mechanisms.

A third hypothesis could address political reasons behind Mexico’s trade activ-
ism and it can be assumed after considering the future objectives of the Mexi-
can administration of becoming the trade connecting link between the two
hemispheres. Therefore, it can be stated that Mexico’s strategy aims at
strengthening its position in the international trade arena and increasing its bar-
gaining power in the multilateral negotiations.

It is obvious that currently Mexico is engaged in some kind of a bilateral
agreement hyperactivity which is giving the impression of a competition to sign
as many agreements as possible regardless of the current trade relation. This
supports the political hypothesis mentioned above. There seems to be some in-
consistency between the Mexican administration representatives when it comes
to the prediction on whether this policy will continue or not. On one hand,
Bancomext has emphasized that the range of the country’s FTAs have already
offered the maximum of their potential regarding trade liberalization. Based on
this argument it was highlighted that the future policy will change focus to-
wards the strengthening of the local industry as a means to gain international
competitiveness rather than opening up trade with more countries. One of the
sectors in focus for future development is the automotive. On the other hand,
the Mexican Ministry of Economy has declared that Mexico will continue to
pursue bilateral agreements with more countries at the same time while partici-
pating actively in the multilateral organizations. For Mexico there is no multi-
lateralism versus bilateralism dilemma. Moreover, the future policy will in-
clude the strengthening of the current FTAs and the simplification of their pro-
cedures. The first argument appears to be more realistic and is confirmed by
Mexico’s plans only to passively participate in the next FTAA meeting in Mi-
ami.
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8.1.1 The Impact of NAFTA

NAFTA is the most important of Mexico’s FTAs. This is based on the overall
effects of the agreement on almost all of the aspects of the nation’s economic
activity. The presented figures on trade flows, investment and employment ver-
ify the magnitude of the impact of the treaty and place it as a cornerstone for
the country’s further policy incentives.

Coming into force in the mid 1990s, NAFTA can be seen as an expression of
the regionalization movement described above, whereas its trade integration re-
sults can place it together with the EU on a pedestal as the most complex re-
gional integration attempt in the world today. The basic difference between
those two regional blocks is that NAFTA includes countries with a very diverse
political and economical background and in contrast to the EU, no further inte-
gration steps were made beyond the Free Trade Area. A Free Trade Area has
been described as the second level of a regional integration form and as one of
the less binding ones. These specific characteristics of NAFTA can also explain
the criticism against the agreement that has been expressed on both sides of the
U.S. and Mexican borders. The mentioned criticism regarding the uneven dis-
tribution of the treaty’s benefits must be seriously taken into consideration be-
cause it can be used as an argument against the further integration or even ex-
pansion of the NAFTA.

The bilateral negotiations between the U.S. and Mexico imply the interest of
the U.S. to expand trade, to find more production opportunities and to support
Mexico’s free trade policy. The Mexican side apparently tried to expand trade
and investment through this agreement and create employment opportunities in
its territory. Moreover, it has been made evident that Mexico is using its par-
ticipation in NAFTA as the core argument for investment attraction. If a com-
pany invests in Mexico it can take advantage not only of the incentives given
by the Mexican government but also from its close relation with the prosperous
and promising U.S. market. With NAFTA, Mexico extends its powers by rep-
resenting a set of countries. This argument however refers only to trade and in-
vestment areas and should be evaluated with caution when considering political
power issues.
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8.1.2 The Impact of the EU-Mexico FTA

One of the main expressions of Mexico’s policy to avert U.S. dependence is the
agreement with the EU. This agreement is an initiative that Mexico took sepa-
rate from NAFTA. Given the fierce competition between the U.S and European
businesses in a lot of sectors, Mexican action could be seen as one that does not
serve the interests of the group of countries it belongs to. Therefore, the treaty
between Mexico and the EU may be considered as a treacherous act against
NAFTA. The closure of the EU-Mexico FTA has been possible to realize away
from the auspices of NAFTA due to the low level of integration of the free
trade areas under which category NAFTA falls. In the case of an Economic Un-
ion such as the EU, there would be no possibility for any country-member to
act in the same independent way. This treaty builds up a strong economic
bridge between the two sides of the Atlantic and gives a more international di-
mension to regional integration agreements. The agreement is a “new-
generation” trade agreement since it includes issues other than trade in goods,
such as services, investment public procurement, intellectual property and
competition.

Regionalism is at the heart of both the EU and Mexico trade policy and thereby
this treaty can be seen as not a purely economic matter but rather a political
one. The agreement has strengthened the links between the two continents by
inserting a new dimension to regional agreements and placing it in a more mul-
tilateral context. Mexico’s persistence in trade liberalization and its extensive
networks of regional agreements have set the basis for long-term economic
growth. Mexico has focused on negotiating liberalization, reflecting in this way
its wish to pursue free trade at both a deeper and wider level. This approach has
made Mexico an important partner for the European Union.

The preferential trade terms between the two parties did not only replace local
production with more efficient imports but also substituted imports from non
member countries. This is clearly shown in the presented trade crea-
tion/diversion effects of the agreement. Additional attention should be put on
the comparison between the trade creation - trade diversion effects of the treaty,
since as theory suggests, trade diversion may be one of the most important
drawbacks of regional integration.
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The trade effects of this agreement are non-symmetrical and the benefits are
greater for the EU. However, Mexico will strengthen its position on the world
trade scene by affiliating itself with one of the world’s biggest trading blocks.
EU and Mexico may also benefit from dynamic affects of the agreement such
as the economies of scale that will be created and will positively influence both
parties’ income. In this sense, the outcome can be characterized as well-
balanced and this agreement can be seen as a drive towards further liberaliza-
tion moves in the area and therefore contributing to the objectives of the WTO.
The agreement provides the EU firms with a unique opportunity to compete in
the Mexican market since the European Union is provided with such rapid pref-
erential treatment.

If one accepts that other FTAs were a response to the EU’s preferential strat-
egy, then it can be stated that the EU-Mexico FTA is a response to NAFTA, or
even to the forthcoming Free Trade Agreement of the Americas. The protection
or the elimination of the negative effects on European business because of
FTAs in the Americas can be seen as a strong incentive behind the initiation of
the treaty. Consequently, Mexico which has a relative economic and political
stability in Latin America, is becoming a centre of foreign investment and a
great FDI attraction hub. This agreement has sealed the aggressive trade policy
of Mexico described above and confirmed Mexico’s inclination towards trade
liberalization.

8.1.3 The Future Trends

The ambition of expanding NAFTA is not only on a hypothetical or theoretical
basis, but the first steps towards its achievement have been already made. A
possible expansion of NAFTA would create a whole new world of opportuni-
ties for countries within and out of the continent. This puts Mexico in an advan-
tageous position. Since Mexico already has a wide range of FTAs, in case
FTAA will be realized the country will be the link connecting its current trad-
ing partners from other continents with all of the Americas. Nonetheless, it has
been claimed that Mexico has no economical incentives in pursuing such a de-
velopment since it already has preferential access to two of the largest markets
in the world. The prospect of the FTAA may have a dramatic impact on Mex-
ico, since it could overshadow the significance of NAFTA. In terms of reduced
tariffs for U.S. trade, Mexico will no longer hold any advantage over other
Latin American countries, since trade within the entire region will be tariff-
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free. However, due to its beneficial position in between the rest of Latin Amer-
ica and the U.S., Mexico will be able to compete with other countries not in
terms of tariffs but, in terms of service, shorter delivery times and easier flow
of information originating from the already established relations.

The fact that the Mexican administration representatives have denied the case
of Mexico’s negative attitude towards an FTAA can be considered with cau-
tion. The possible enlargement of NAFTA is a two sided coin case for Mexico.
An FTAA would on one side create more market opportunities for Mexican
companies by providing access in a large growing market area. On the other
side, this expansion of NAFTA would mean creation of greater competition.
Although it may be claimed that this competition would give an additional spur
to the actors in the Mexican market, it could also undermine totally the local
small and medium size suppliers that are obviously still in need of a certain
level of protectionism in order to survive. Moreover, there is a likelihood that
Mexico could begin to lose its appeal as a production base due to the FTAA, if
one assumes that there are cheaper production locations in the American conti-
nent. The pressure is on for Mexico to redefine the advantages it possesses as a
profitable export base over other countries in the region.

The plans of completing this process by the end of year 2005 seem to be rather
unrealistic and optimistic. Mexico alone has already shifted focus and is cur-
rently negotiating a preferential agreement with Japan, the realization of which
would place the country as a free trade partner with the three most prosperous
economies in the world. Nevertheless, it can be assumed that the negotiations
will be hard to conclude since indirectly there are more parties involved. This
agreement apparently will expose the U.S. and European firms that can already
access preferentially the Mexican market to a more fierce competition. The
agreement with Japan will benefit Mexico in its low cost competition with
China, regardless of the current indications that Mexico needs to do more than
signing FTAs in order to win this antagonism. Moreover, the case of Japan
added to the participation of Mexico in the APEC show the tendency to expand
trade relations with Asia and attract more investment from this location.

One step towards Latin American integration is set out by LAIA, which was the

first sign of efforts towards trade liberalization and willingness for cooperation.
The slow process of these negotiations and the poor results added to the non
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binding nature of the rulings and the reluctances to further initiatives creates
doubts about the final success of this cooperation. Within this Latin American
integration process the negotiations between Mexico and Brazil stand out as
another example of stagnation and reluctance. Despite the ambitious project to
replace the current agreement with one between Mexico and MERCOSUR all
the evidence shows that this agreement will take a lot of time to be realized and
will be hard to implement. Proof of this are the fears about both the Brazilian
and Mexican bureaucratic administration and the so far unwillingness of the
two countries to compromise. The relevance of the agreement, if completed,
will go beyond the two trading partners to develop trade links throughout the
region. Knocking down trade barriers between Latin American countries will
create an engine for economic growth, technological innovation and improved
living standards.

The stance of the U.S., Brazil and Mexico has been described as a decisive one
for the development of the FTAA process. The fact that a possible agreement
between Mexico and MERCOSUR involves these three countries directly and
indirectly raises questions on the reasons this agreement is still in Mexico’s
agenda and not abandoned as inferior and partial compared with the FTAA.
There are a lot of integration processes that take place in the Americas on bilat-
eral and multilateral levels in parallel to the FTAA, such as LAIA. This can be
interpreted as a sign of inconsistency and can create doubts on how realistic the
FTAA ambition is. There can be two possible explanations behind this phe-
nomenon. The first assumption is that even if the FTAA will be realized, bilat-
eral agreements will still be essential since the objectives of the countries in the
Americas are so diverse at the moment that it seems to be impossible to satisfy
the entire range of different requirements and find compromising solutions.
Another explanation could be that the different bilateral agreements are used as
fields of testing of possible compromising solutions before proceeding with the
FTAA. A lot of bilateral agreements will give the opportunity to member na-
tions to negotiate their individual interests and show the way to a more general
CONsensus.

8.2 Industry Level

The development and advancement of the automotive sector in Mexico is closely
related to the overall economical growth of the country due to the magnitude and
the importance of the industry compared with other economic activities. This
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gives more incentives to the Mexican administration to pursue policies and
agreements that would largely benefit this sector.

Up to the 1990s, the automotive industry has been under strict regulations. Many
of the trade restriction policies have been imposed by the Mexican government
through a series of decrees, such as the Auto Decree and the Autotransportation
Decree. High levels of national value added, ad valorem import tariffs, trade
balance and surplus requirements as well as import quotas have been disturbing
the development of the Mexican automotive industry and restraining the com-
petitive forces on the market.

The North American bus market is one of the most flourishing worldwide. The
main bus industry driving forces include new tendencies regarding the manufac-
ture, technology, customers and governmental attitude. These tendencies such as
the customer polarization, technology developments and manufacture consolida-
tion rely heavily on trade liberalization and initiatives that would facilitate the
industry flow of information and technology. This can be used as an argument
when connecting the trade liberalization programs in North America with the
specific industry and can be used when evaluating the effects of such a policy.

Because of its importance and impact on the Mexican economy, the automotive
industry is given a lot of attention and is included in separate clauses in different
laws and Treaties. In order to get an understanding of the opportunities and
threats given by these policies and regulations, each treaty needs to be studied
separately and placed within the general context of Mexico’s trade policy. The
agreements that had the biggest impact on the automotive sector are the NAFTA
and the FTA between Mexico and the EU. Moreover, important agreements or
negotiations that may play an important role in the future with regards to the
specific industry are the FTAA as well as the bilateral ones between Mexico and
Brazil and Mexico and Japan.

As described, NAFTA has had the greatest impact of all the FTAs on the automo-
tive industry. It has provided a new political and economic environment which
has put the foundation for some major restructuring within this sector in Mexico.
Besides the mentioned output and trade effects that have boosted productivity and
profitability in the sector, the spin effect of NAFTA should be considered when
evaluating the total effects of the Agreement. Trade creation and investment can
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be highlighted as technology upgrading factors which in turn caused the mod-
ernization of the whole industry. This creates more opportunities in terms of
choices of technologies and suppliers. This statement leads to the argument that
NAFTA should be definitely connected with the UN ranking of Mexico as one of
the developing economies with great prospects regarding technological develop-
ment.

It can be said that NAFTA is a wide-ranging trade agreement that improves prac-
tically all aspects of doing business within North America. It establishes the pro-
gressive elimination of all tariffs and quotas, some of the most important trade
barriers, on goods qualifying as North American. The NAFTA agreement also
removes almost all the tariffs imposed on automotive sector goods that are traded
within its area and is imposing quotas only on a small percentage of imports from
the U.S. to Mexico.

Since almost all the tariffs are going to be zero after the end of this year, when
evaluating the impacts of the agreement in the bus industry, attention should be
shifted towards non-tariff barriers, which according to the theory may be quotas,
embargoes, local content requirements, technical regulations and antidumping
laws. When it comes to NAFTA, the most important factor that should be consid-
ered in connection with the bus industry should be the rules of origin and how
they are implemented.

Rules of origin determine the nationality or “regionality”” of a product in order
for it to be subjected to preferential tariff rates within the FTA. In the case of
NAFTA they are used as the main protection device since products originating in
non-member countries are excluded from the benefits of the treaty. The sufficient
transformation in order to comply with the rules becomes a cumbersome and
complicated issue and is obviously used as a tool of promoting local production
and attracting investments within the area of the signatories. According to
NAFTA, in order for a good to comply with the rules of origin it must undergo a
specified by the treaty change in tariff classification or satisfy the Regional Value
Content requirement. When it comes to the automotive sector the only way for a
producer to prove NAFTA origin is to comply with the Regional Value Content.
Since the RVC requirement according to NAFTA is 60%°*, that means that a
producer operating in the country must incorporate in its production at least 60%

334 Calculated under the Net Cost Method
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of originating materials if the NAFTA benefits are to be used. Origin must be
proven by the relevant certificates. Although this rule is technical and complex its
understanding and implementation is of utmost importance. The only way for a
company belonging to the automotive sector to enjoy the NAFTA treatment is the
correct implementation of this requirement.

It has been shown that the automotive is the second most important manufactur-
ing sector in terms of trade between EU and Mexico. The EU-Mexico FTA cre-
ates more investment opportunities for European companies which already before
the agreement found Mexico as an appealing investment location. The EU- Mex-
ico FTA eliminates the tariffs imposed on automotive goods. Most of the tariffs
are reduced until the end of the current year. Therefore, it can be said that the
beginning of year 2004 is the beginning of more export opportunities for Euro-
pean auto-producers as well as for Mexican manufacturers that wish to start ex-
porting activities in Europe. Moreover, the flows of parts and materials between
the two regions are largely facilitated.

Volvo Bus is a case of an EU company that has invested in Mexico. VBM is an
assembly plant and as described, all of the company’s production is sold within
the country. However, most of the materials used in the manufacturing process
are imported out of which the biggest percentage derives from Europe. Those
materials are presented in the empirical part of the study and as said, they repre-
sent almost 80% of the company’s imports. Therefore, the impact of the Mexican
trade policy environment on the conditions under which these parts are imported
can be said to be the impact of the trade policy on the company overall concern-
ing imports. Since VBM aims at utilizing the opportunities given by the trade
policy of Mexico in order to minimize importation costs, the importation of these
specific products under preferential terms would be crucial.

In the empirical part of this thesis, the tariffs that these specific parts are sub-
jected to, in accordance with the different treaties or programs, are listed. In the
example of the product chassis fitted with engines, which is by far the largest
importation of the company, it has been shown that it is applicable to a 10% tar-
iff since it is imported from the EU and originates in that region. It was also
shown that according to the treaty the tariffs on this part will be completely
eliminated in 2010. Knowing that the normal Mexican import tariff on the spe-
cific component is 50%, one concludes that the company pays only one fifth of
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it. Given the importance of this importation, this represents an immense cost
reduction for VBM. However, in this case it is more profitable for the company
to apply PROSEC tariff which is zero since the specific product is listed in the
PROSEC program directory.

Beside the tariff elimination, the EU-Mexico FTA agreement is imposing a quota
for certain automotive goods. This quota however does not comprise an important
barrier for the European bus industry. This is because, as it has been confirmed,
the quota has been calculated to be so large so as to include all automotive EU
exports to Mexico at the moment.

In the VBM case, when taking into account the imports, it should be stated that
the company needs to pay special attention to the automotive quota imposed by
the EU-Mexico FTA. The most important importation product of VBM falls
under the quota. Nevertheless, when comparing the size of VBM production with
the quota there should not be serious concerns for the foreseeable future. It is
useful for the company to follow the ways this quota is managed and distributed
by Mexico in order to be prepared for unpredictable developments in the future.

This agreement also includes rules of origin requirements, however in a different
form than the NAFTA ones. According to these rules, if a good is to be applica-
ble for preferential treatment it must contain 50% value added in Mexico. This
good must undergo an applicable change in tariff classification as specified by the
treaty. This procedure of transforming the good in order to turn it as originating
must take place in the territories of the parties, whereas the transportation of the
parts must take place directly between them. These rules of origin create favor-
able conditions for European companies established in Mexico since now they
can import parts from EU tariff free as they comply with this rule. Moreover, the
EU as a market opens up for the Mexican vehicle producers.

An important consideration regarding the rules of origin is the interrelation be-
tween NAFTA and the EU-Mexico FTA. As said, one of the major opportunities
that EU-Mexico FTA is creating for the European producers is that it provides the
conditions for them to use Mexico as a platform in order to reach the lucrative
market of the U.S. In the same way U.S. producers can use Mexico in order to
sell their products to the EU. However, in that case EU and U.S. manufacturers
need to comply with both the EU-Mexico FTA and NAFTA rules of origin. On
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one hand this must be done in order to be able to bring the product tariff free
from Europe, and on the other hand in order to be able to sell it tariff free to the
U.S and vice versa. In that case, more investment should be made in Mexico in
order to comply with both rules of origin. A company aiming at using the benefits
of both of the agreements in this way should seek to conform with the stricter one
of the rules of origin which implies more production to be transferred to Mexico.

This interrelation between the two agreements should be an important considera-
tion for VBM. Although for the time being VBM is not at all engaged in exports,
it is valuable to examine the influence of the trade policy environment on such a
prospect. Regardless of the fact that VBM has officially denied that there are
concrete plans to start exporting, it has been indirectly stated that such a possibil-
ity still exists. That may be based on the fact that the South American market has
been growing whereas the North American one has been relatively stable. More-
over, the Americas are moving towards greater integration, which entails a lot of
new opportunities for the companies. Lastly, there are indications that the Mexi-
can market may not be enough for VBM and that more opportunities must be
found. Being active only in the Mexican market, VBM is not using its full capac-
ity today enduring the relevant costs.

There are two reasons VBM is not considering the case of exports yet. As ex-
plained, the U.S. market is not interesting enough since the demand for coaches
is rather low. Moreover, VBM would have to change its product range in such a
case in order to meet the U.S. product specifications. When it comes to Latin
American, VBM does not have the products that satisfy the low price require-
ments of that market. When examining the case of exports from a trade policy
environment perspective, these two reasons should not be the only ones con-
straining the company from exporting. If the NAFTA benefits are to be used in
the future, more national value must be added in order to comply with the agree-
ment’s rules of origin. Given that for the time being VBM is importing a great
percentage of its components from Europe such a case would compel immense
changes in the production and in the purchasing process. Within this context, one
should take into consideration the will of the Mexican government to upgrade the
local suppliers which could imply that other sources of supply may be found
within the country. The transfer of technology due to the trade liberalization
process is an additional boosting power of this modernization process.
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Nevertheless, this progression may take time before it results in the desired out-
come.

It has been explained that the most important factor constraining the bus industry
from using the benefits of both NAFTA and the Mexico- EU FTA is the diffi-
culty in complying with the rules of origin as dictated by those agreements. This
highlights that the falling tariff barriers due to the treaties do not completely lib-
eralize trade in the respective regions. The almost complete elimination of the
tariff barriers should make one consider that there is a possibility that other barri-
ers will rise as well in order for the involved countries to protect their respective
markets. This assumption can be drawn after bearing in mind the most usual
causes behind countries’ tendencies to protect their economies. In the case of
Mexico, which is a developing country, the suggestion that less developed na-
tions may lean towards protectionism as a tool to avoid the risk of international
influence and dependence should be seriously taken into account. Furthermore,
the need to protect the small and medium sized local enterprises may give an-
other incentive for the country to engage in protectionism practices that at the
same time would not jeopardize the general trade liberalization policy. Dealing
with two of the most competitive regions in the world, Mexico should be cau-
tious to take advantage of only the positive aspects of such an involvement and
carefully avoid the negative ones. Lastly, the fact that the implementation of the
Auto Decree will be finished in the beginning of 2004, accentuates the argument
that new non-tariff barriers will appear, since now Mexico will lose the measure
that so far has been protecting the automotive sector.

The protectionism measure that Mexico could use as a way to block the access of
certain companies to its market in the future, as it has been implied by represen-
tatives of the Mexican administration, is the management of the technical stan-
dards and requirements. When studding NAFTA and the EU —Mexico FTA,
there is no explicit regulation or decision that requires harmonization of the stan-
dards of the signatories. The agreements are just setting a general framework
which establishes the basis for cooperation and discussion on this topic. Both
NAFTA and the EU-Mexico FTA are setting up commissions which will be re-
sponsible to guide and coordinate relevant discussions. However, Mexico is not
obliged by any of the treaties to accept any of the U.S. or European standards. So
far, it has been unclear whether Mexico accepts the European or the U.S. stan-
dards and norms. It has been implied that this is a serious concern which has not
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been solved yet. Even the matter of standards harmonization has been discussed.
It should be emphasized that the vague context of the regulations regarding this
issues leaves a lot of space for different interpretations. The outcome of the dis-
cussion depends heavily on political forces and pressures from all sides. This can
cause a lot of distortion especially in the bus industry where standards are essen-
tial when it comes to the ability of the firms to internationally commercialize
their products.

VBM could be affected by such a development since it imports chassis fitted
with engines from the EU. In this case, the standards that are accepted in Mexico
regarding the emission level of the engines as well as the size of the imported
chassis are relevant and should be carefully considered. Nonetheless, big foreign
companies that have realized investments in Mexico, such as Volvo Bus, should
have the means to influence policy decision makers on the implementation of
such measures. This argument is stronger if one considers the eagerness of the
Mexican administration to attract and maintain investments in the country, espe-
cially after the fierce competition from other locations.

It has been described how nations are using different methods to promote trade
within their boundaries beside the engagement in international trade agreements.
In Mexico, in addition to the FTAs that it has signed with different regions and
countries, a lot of export and import incentives are used as a means to promote
the automotive industry. The underlying reason behind these incentives seems to
be the inability of the local suppliers to fulfill the necessary price and quality
requirements set out by the big foreign automotive manufacturers. For many
years, their competitiveness has been impeded by different protection policies
and the local suppliers have not been given the chance to develop and grow.
Consequently, the companies were forced to import the materials from other
parts of the world. For most of the countries with which Mexico did not have a
free trade agreement, tariffs have remained very high. In order for Mexico not to
lose investment flows to other localizations with similar cost and production
conditions, such as Brazil, China and India, the government had to implement
other measures. The resolution to the problem was the creation of PROSEC,
which allows tariff free importation of parts for the local producers from any part
of the world.
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Taking into consideration the great importance of this kind of programs, the
question whether the agreements are not enough in order to maintain the high
level of competitiveness of the Mexican industry can be raised. Despite the fact
that the automotive industry is treated by most of the FTAs as a separate case,
the programs aiming to support the sector in Mexico still remain. Those pro-
grams, unlike the agreements, have a unilateral character and are not a product of
bilateral or multilateral negotiations. Beside the initial reason of the creation of
the programs, there can be two more answers to why they still exist. Firstly, the
opening of the market through the FTAs and the lowering of the barriers are long
processes. Secondly, for the time being the FTAs are not sufficient to promote
productivity of the local producers which are in need of further programs that
would boost their competitiveness.

The implementation of PROSEC has had a two folded effect. On one hand, this
program is undermining the local suppliers by allowing their easy replacement
by foreign and more efficient ones. In this way the competitiveness problem of
the local suppliers does not only continue to exist but their very survival is in
danger. Some of them have suffered great losses and have not been able to en-
dure this kind of competition. On the other hand, this increased competition has
stimulated investment and contributed in upgrading the technological level. This
has, together with the spur provided by Mexico’s trade liberalization policy,
helped to further modernize the automotive industry. This development is espe-
cially beneficial for the companies operating in the automotive sector in Mexico
with the objective to export to other member countries of different FTAs. As it
has been earlier explained, in order for them to be able to comply with the rules
of origin while exporting, it is important to have suppliers in Mexico able to ful-
fill their technology and quality requirements.

Since the implementation of PROSEC, many of the bus manufacturers have been
relying on its continued implementation. The tariff free importation of parts has
benefited a lot of manufacturers by bringing down their importation costs. As
shown, the belief among the people directly involved with this program that it
will survive and continue to exist for many years to come is strong. However, the
fact that is important to keep in mind is that this program is an internal measure
created by the current government and it could be easily replaced. As earlier
mentioned, new elections in Mexico will take place in 2006 and it is not safe to
predict that Vicente Fox government will be elected for another mandate. He has
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been under a lot of pressure and among other issues criticized because of his
inability to create more employment in the automotive industry, one of the most
important sectors for the Mexican economy. It can be said that the probability
that even a new government would choose to continue with this program is high,
but there is no guarantee that this is going to be the case. If one considers that the
political situation in Mexico has been stable for not such a along period, it can be
safely concluded that one of the best saving sources of the bus industry in Mex-
ico relies on rather unpredictable factors. Moreover, the fact that Mexican ad-
ministration representatives have predicted that the program will continue should
be evaluated with caution, given that their interest to attract further investments
may result in them having biased and subjective opinions.

The application of PROSEC has benefits and drawbacks for VBM. On one hand,
the implementation of this program is responsible for an immense saving, since
without it, as explained above, a 10% tariff should be applied to the company’s
biggest import commodity. Moreover, the time-taking and sometimes compli-
cated procedure to prove origin and to submit the relevant documents is avoided.
Therefore, PROSEC does not only imply lower tariff cost but also easier proce-
dures for the company.

Despite the great benefits of PROSEC, it is not binding and its continuality de-
pends a lot on the attitude of each political administration. The application of
PROSEC implies that the collection of the certificates of origin is not as essential
since this program does not involve such requirements. This means that the im-
portance of the certificates of origin can be ignored since under the rules of
PROSEC it is not necessary to submit them. However, the program’s temporal
character should alert VBM to get these certificates anyway, since without them
the preferential treatment according to the agreements would not be applicable.
The company should also bear in mind that an important drawback of the pro-
gram is that it does not necessarily include all automotive goods.

The procedure of proving origin is also a case that should be stressed. The case
of the certificates of origin is not a simple one and should be emphasized when
considering the implementation problems that have already been reported. This
can be connected with the political situation in Mexico. Most of the reported
problems derive from the extremely rigorous and bureaucratic implementation
of the rules by the Mexican administration as a part of the efforts to control cor-
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ruption. The fact that both the EU and Mexico are taking initiatives to simplify
the rules of origin and to clarify their implementation reveals the complexity of
that issue and stresses that the individual companies should be attentive.

Another beneficial program used in combination with PROSEC by VBM is
Deposito Fiscal. This benefit should be categorized with PROSEC as a short-
term and non predictable choice. Nevertheless, it may be a temporal solution to
the above mentioned practical problems since it gives the company a time ad-
vantage and makes the bureaucracy easier to manage.

The above mentioned programs would have probably not been implemented if
the auto supplier base in Mexico was strong enough to support the local manu-
facturers. The importance of having these well developed suppliers in Mexico
is emphasized through the willingness of Bancomext, the special governmental
agency responsible to support export activities, to promote the creation of joint
ventures between Brazilian and Mexican companies. By pursuing this agree-
ment, Brazilian companies have expressed their wish to have access to the
Mexican market and through it to the U.S. one. The Economic Complementa-
tion Agreement negotiations have not been completed and have been facing a
lot of constraints. The agreement does not even include most of the auto parts
or the heavy weight vehicles. The fact that the negotiations are slowly progress-
ing shows that there are a lot of obstacles to be confronted. The prospect of up-
grading Mexico’s technological competence through this agreement is not rec-
ognized by the representatives of the bus industry in Mexico since it has been
made clear that no benefits have been identified. On the contrary, it has been
implied that the competition from the Brazilian suppliers is going to challenge
the local ones since they are described as non competitive and inferior.

The slow process of the Preferential Trade Agreement with Brazil may exclude
VBM from the opportunity to exploit that market, to find efficient suppliers or
to participate in synergies that would reduce its production costs. However, the
above described reasons that constrain Mexico from actively pursuing this
agreement may be used by VBM in a beneficial way. Mexico’s denial to ex-
pose its small and medium sized producers to fierce competition shows that the
administration has realized the lack in productivity and efficiency and thereaf-
ter will speed up the process of supporting them. VBM can take advantage of
such a development by discovering new suppliers that would meet their re-
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quirements. Therefore, the case of an agreement with Brazil may end up in a
win-win situation for VBM regardless of its outcome. If Brazil keeps pushing
for this agreement there is a large possibility of discovering new purchasing
opportunities. Furthermore, if the agreement will not be expanded to include all
automotive goods, the political pressure on Mexico during the negotiation
process may result in the country’s decision to support its suppliers more, as
described above. It should be mentioned that for the time being, regardless of
the existence of an agreement between Mexico and Brazil, VBM can still im-
port tariff free parts from Brazil due to PROSEC. This case entails some risks
for the company as well. The imported parts must be included in the PROSEC
list for the benefits to be utilized. Moreover, there may be administrative prob-
lems during the transfer of the goods, since there is not established agreement
between the two countries and no specific procedures that follow a certain rou-
tine.

The same situation applies to the case of China. China’s idiosyncrasy is that
there is no sign that a preferential trade agreement will be initiated in the near
future. The cooperation process started with APEC is very general and vague
and it only sets the basis for trade collaboration in the future. Therefore, if one
considers the low cost advantage of China and assumes that there may be a
purchasing opening given that the right suppliers are found, it is still only
PROSEC that VBM can rely on for a tariff free importation with the relevant
disadvantages.

An indirect impact of the trade policy of Mexico on the bus industry can be
identified when acknowledging the statement that as the average income in a
country increases so do the mobility needs of its inhabitants. If one accepts that
indeed the trade liberalization policies will benefit Mexico’s welfare standard
in the long run, then the mobility needs in the country will increase and the bus
industry will have a bigger market. On the other hand, this increase in income
may result in the abandonment of the bus as a means of transportation and its
replacement by cars or planes.

8.3 Upstream Influence

The impact of the trade policy environment of Mexico has been so far analyzed
as a sequence of effects on three different levels. Nevertheless, the flow of in-
fluence does not necessarily go only downwards, from national to industry and
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then to the company level. The same flow in some cases may as well go up-
stream. There are situations where the needs and requirements of the industry
influence the decisions made by the national administration. The weight of this
influence depends on the size of the companies involved, their negotiating abil-
ity and power as well as on the organization of the specific industry in terms of
lobbying.

In the case of the bus industry, it has been stated that the sector has the oppor-
tunity to influence decisions made on the national level either directly from the
firms or through ANPACT. The ability and interest of the governmental au-
thorities in Mexico to distribute information to the companies with regards to
trade issues and developments at both the national and international level can
be characterized as poor and reluctant. Therefore the private companies should
take initiatives to extract this data, as competitive forces make knowledge on
these issues essential for the firms’ performance.

On the other hand, companies have the opportunity to familiarize the govern-
ment with practical problems and future considerations and goals. Thereafter, a
process begins showing the government the way its policy should be directed
according to their interests. Moreover, assistance on practical issues can be
provided. This is especially relevant in the case of the implementation of the
rules of origin.

The flow of information and the issue of good communication within the com-
panies should as well be addressed. For example, within VBM there is a lot of
obtained knowledge on trade issues that is not exploited from all the depart-
ments to its maximum potential. The complicated nature of the implementation
of the treaties makes the departments which are not directly involved in dealing
with them disregard their importance. The fact that the purchasing department
Is not responsible for collecting and evaluating the certificates of origin does
not imply that this department should not acknowledge the way these certifi-
cates function or their significance before making a choice of a supplier. The
more this knowledge is embedded within the company and is not concentrated
in one of its functions or even a person, the more possibilities are there for the
firm to influence the industry and the national governance.
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Before concluding, the issue of collaboration and coordination between these
two flows should be discussed. As shown, the goals of the Mexican govern-
ment and the ones of the company that has been used as an example are not di-
verse and it can be said that they are heading towards the same direction. The
trade liberalization and further opening up of the market which is promoted by
the government is a prerequisite for the exportation plans of VBM. Therefore,
the good communication between these interdependent levels should be a cru-
cial factor that would guarantee success and prosperity.

141






Outcome of the study

9 Conclusions

“The art of drawing conclusions from experiments and observations consists in
evaluating probabilities and in estimating whether they are sufficiently great or
numerous enough to constitute proofs. This kind of calculation is more compli-
cated and more difficult than it is commonly thought to be....”’Antoine Levois-

ier’®

The trade policy environment of Mexico has a great influence on the bus manu-
facturing industry and consequently on the companies of this sector. The trade
setting in Mexico is very dynamic and a lot of changes are to be expected in the
near future. Mexico’s distinctiveness is that the future progress regarding its
trade policy environment does not only depend on the policy implemented by
the country per se, but also on the developments that take place in the cluster of
countries that Mexico has bound its policy with through a number of agree-
ments. Notably, the most important one of these trade relationships is NAFTA.
The effect of this volatile and powerful trade policy environment can be illus-
trated as a chain reaction that starts from the nation itself and spreads down to
the industries and finally to the companies. The conclusions of this study on
identifying those effects and pointing out the impacts of this process on the bus
industry in Mexico are illustrated in the form of answers to the study’s research
questions.

How can the trade policy environment in Mexico be de-
scribed?

Mexico’s trade policy can be characterized as aggressive and open. This strat-
egy is mainly pursued as a means to resolve economical and political difficul-
ties. Given the binding nature of the international agreements, Mexico will con-
tinue with this liberalization policy and through this it is likely to gain stability.

Globalization and regionalization can be seen as incompatible processes. Since
multilateral negotiations have been through a phase of stagnation, regionaliza-

3% The Quotation Page (2003)

143



Outcome of the study

tion and bilateralism seem to gain support in Mexico as more effective integra-
tion processes and could spread more in the future.

The trade policy of Mexico includes agreements with a variety of countries re-
gardless of the present trade flow between them. The concluding remarks based
on the hypothesizes explaining this approach are:

» Mexico wants to avoid U.S. dependence and will take more such initiatives
in the future.

» Mexico is proceeding with other FTASs based on the pattern of NAFTA due
to learning curve effects. The new agreements to come will follow the same
model and will be in coordination with NAFTA. In this way, U.S. depend-
ence is difficult to overcome.

» NAFTA is not only Mexico’s driver towards new agreements by providing
the basic foundation on which they are going to be based, but also it is used
by Mexico as a springboard to strengthen its international position and rela-
tion with other countries.

» Mexico’s position will be strengthened in the future in the international trade
arena. The variety of agreements strengthens the bargaining power of the
country and more advantages are to be expected.

The drawback regarding the multiplicity of FTAs is that Mexico will probably
not be able to administrate them in the future effectively.

There is inconsistency between the administration representatives over the con-
tinuality of the trade policy. The most realistic view is the one supporting that
the FTAs will be brought to a standstill and the policy will change focus to-
wards making the existing ones more functional. Therefore, a simplification of
the procedures can be foreseen. Additionally, the strengthening of the automo-
tive industry will be in focus by implementing more industry supporting meas-
ures.

If NAFTA functions effectively in the future, the criticism on the agreement
can be overcome and it will boost the further process of the FTAA.

FTAA has both negative and positive effects on Mexico. It turns it into a link
between all of its trading partners and the Americas. At the same time its ef-
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fects can be limited because Mexico already has agreements with other bigger
countries. Thus, Mexico is not expected to actively pursue the FTAA.

The process of the FTAA is going to be slow. Its development depends a lot on
the political stance of the involved countries. If FTAA will be realized, Mexico
will have to find other ways to compete with Latin American countries because
it will no longer have the exclusive relation with the North American market.

The EU-Mexico FTA will strengthen the relations between the two regions.
Currently, the agreement is more beneficial for the EU but in the long run it
will be as advantageous for Mexico. More imports from Mexico to the EU
should be anticipated.

The agreement with Japan will strengthen even more Mexico’s international
position but will be difficult to realize due to the indirect involvement of some
of Japan’s strongest competitors. The case of this agreement in connection with
Mexico’s participation in APEC are the first signs of Mexico’s trade involve-
ment in Asia. However, no agreement with China is expected to take place in
the foreseeable future.

The preferential trade agreement between Mexico and Brazil will be hard to
expand. Nevertheless, in Latin America, the bilateral agreements will be priori-
tized over the FTAA due to the great disparities in the region.

How is the trade policy environment of Mexico implemented
in the bus industry?

Due to the implementation of FTAs that Mexico has signed with different
countries, the previously rigorously restricted automotive sector has been more
open. Year 2004 is an important year for the bus industry in Mexico since the
sector is almost completely liberalized regarding the tariff barriers with
NAFTA and the EU. Consequently, non-tariff barriers such as technical stan-
dards are expected to emerge. This development is possible due to the lack of
firm or very well formulated regulations.
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The trade policy imposes strict rules of origin if the benefits of the FTAs are to
be received. Through these regulations the trade policy is designed so as to
promote automotive production in Mexico. Knowledge and compliance with
the rules of origin are so essential for the bus industry that they can be consid-
ered as an important comparative advantage for the firms that actually are fa-
miliar with their function.

The process of implementation of the regulations according to the treaties is
slow due to their complicated nature and the Mexican bureaucracy. It is ex-
pected that these rules will be simplified in the future. However, the outcome
of this simplification is closely connected with Mexico’s determination to fight
corruption.

The initiation of other industry supporting programs is a clear sign that the
FTAs alone are not enough to meet the needs of the local auto-manufacturing
sector. The survival of these measures in the future depends on the broadening
and the efficient implementation of the range of Mexico’s FTAs.

PROSEC and other trade promoting programs are extremely beneficial for the
bus manufacturing sector but have a temporal and unpredicted character. How-
ever, PROSEC is not of assistance for the whole industry and especially for the
local suppliers. The fact that PROSEC creates such disadvantages to local en-
trepreneurs supports the conclusion that there will be a lot of pressure for its
abolishment.

The trade policy environment in Mexico generated a vicious circle result for the
Mexican automotive suppliers. While the previous protectionism has deprived
them from developing their competitiveness, trade liberalization has exposed
them to fierce competition. That has deemed Mexico to be mainly an assembly
location for international companies that source their materials from abroad.
Therefore, the Mexican administration is very likely to create new supporting
mechanisms in order to enhance their progress.

The unwillingness of the public administration to proactively inform the indus-
try about the trade developments is an important obstacle with regards to the
implementation of the trade policy in the specific sector. Companies should be
more eager to collect this information through their own resources.
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With the exception of NAFTA and EU-Mexico FTA, the agreements that have
been described in this study cannot be said to be valuable for the Mexican bus
industry when evaluated in a short term perspective. However, those agree-
ments can set the basis for future development of the industry through the reali-
zation of more concrete trade cooperation between the countries. For the time
being, the only way to import auto related items under preferential terms from
the countries out of the range of the FTAs is by using temporal programs.

The role of ANPACT should be strengthened so as to build up a more powerful
tool able to influence national trade decisions that would promote the bus in-
dustry in Mexico as a whole.

The above mentioned conclusions pave the way to the answer of the main ques-
tion of this thesis.

How is the trade policy environment of Mexico affecting the
bus industry?

Positive effects

v The trade policy environment is driving the country towards greater stability
and creating favorable conditions for the bus industry.

v NAFTA and the EU- Mexico FTA are creating beneficial terms for the bus
manufacturing industry. From a trade policy perspective, it is more advanta-
geous for the industry to concentrate its imports and exports activities on
these regions.

v More long run opportunities for trade with a large range of countries through
the FTAA and the FTAs with Japan and Brazil have started to be created.

v" More effective suppliers will possible emerge in Mexico in the future due to
the governments intent to support them. As a consequence, in the long run
the assembly character of the sector in Mexico is likely to change.

v There is a cost reduction opportunity since compliance with the rules of ori-
gin, as they are dictated by Mexico’s FTAs, results in preferential terms of
exports and imports. Familiarity and compliance with the rules of origin of
the NAFTA and the EU-Mexico FTA comprise a comparative advantage for
the bus manufacturers.
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Negative effects

v" A lot of the industry’s benefits regarding importations are based on temporal
solutions given by the Mexican government.

v'Due to the implementation difficulties of the industry related parts of
NAFTA and the EU-Mexico FTA the industry cannot grasp all the related
benefits.

v" Mexico at the moment is more concentrated on spreading its range of FTAs
rather than creating mechanisms that would make the existing ones more ef-
fective.

v/ Compliance with Mexico’s FTAs’ rules of origin implies great changes in
the production and purchasing process which entails bigger costs.

v Trade liberalization exposes the already vulnerable local suppliers to fierce
competition.

v The elimination of the tariff barriers will give way to non tariff barriers that
the industry will have to overcome while exporting and importing. The non-
tariff barriers that are most likely to emerge in Mexico are the technical stan-
dards and requirements.

To finalize the conclusions, it should be emphasized that the trade policy envi-
ronment in Mexico positively affects the bus manufacturing industry in the
country by providing more favorable conditions for the industry’s operations.
Since the bus industry drivers heavily depend on liberalization policies, the
Mexican administration by adopting liberal strategy is enhancing the growth of
the bus industry in the country. However, there are some issues that have been
highlighted as preventing the proper-function and competitiveness of the indus-
try. These issues underline that the liberalization policies have not yet suc-
ceeded to counterbalance the negative effects of the previously highly protected
sector. Therefore, the bus industry in Mexico depends more on the governmen-
tal unilateral programs rather than on the rules determined from international
agreements. The ability of the Mexican government to effectively support the
local auto-parts suppliers will determine the progress of the trade policy and the
content of the trade promotion programs in the future.
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9.1 Conclusions Related to Volvo Bus De México

Despite the fact that the main focus of this study is on the bus industry in Mex-
ico, some interesting observations have been made while trying to exemplify
the implementation of the trade policy by using Volvo Bus in Mexico. There-
fore as a part of the conclusions, a SWOT analysis of the company regarding
the trade policy environment of the country it operates in is going to be per-
formed. Finally, some specific suggestions for relevant adjustments according
to the findings of this study will be underlined.

Strengths

v’ Being a part of a big international corporation gives VBM the ability to ap-
ply most of the beneficial measures provided by the trade policy environ-
ment.

v The company has at its disposal a special department responsible for follow-
ing these issues.

v’ The size and significance of the company provides better odds to influence
the decisions made on the national level.

v" The participation of VBM in ANPACT allows the company to have easy ac-
cess to valuable industry related information.

Weaknesses

v Knowledge on trade issues is not well spread within the company. It is con-
centrated on one department.

v There is a lack of communication between the departments directly involved
with the importation of materials. The purchasing department has inadequate
knowledge on how the trade policy is practically implemented.

v In the case of future exportation to the U.S., the NAFTA benefits cannot be
applied for VBM because at the moment the company does not comply with
the NAFTA rules of origin.

v" The flow of information coming from the national level is unsatisfactory and
scarce.

Opportunities

v Due to PROSEC, VBM has the opportunity to import most of the parts for its
production tariff free from any part of the world.
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v Almost all of the tariffs on the company’s importations of NAFTA originat-
ing materials have been abolished.

v Most of the tariffs on EU originating importations have been eliminated.

v The determination of the Mexican government to support the local suppliers
in order to ease the drawbacks of their exposure to the changing trade policy
environment is creating more purchasing opportunities locally.

v More purchasing opportunities are created by the will of BANCOMEXT to
promote joint ventures of Mexican suppliers with Brazilian ones.

v’ The tendencies to liberalize trade with Asian countries is creating long term
prospects of new markets and purchasing sources.

Threats

v/ The company’s importation under beneficial terms depends too highly on
temporal solutions.

v The processes of new trade negotiations that Mexico is involved in regarding
the heavy vehicle industry are too slow and no benefits can be found in the
foreseeable future.

v VVBM’s suppliers are not well informed on the right procedures under which
they can supply VBM under preferential terms. This may imply extra costs
for the company.

v New non tariff barriers that would hinder trade between Mexico and the EU
are likely to emerge, the most important of which is the technical standards
and norms.

9.1.1 Recommendations

—The company should avoid the dependence regarding tariff free importation
on governmental incentives with a temporal character by following and ap-
plying, to the greatest possible extent, the relevant regulations of the FTAs
which offer safer and long term benefits.

—Despite the fact that the collection of the certificates of origin is not neces-
sary for the moment due to the application of PROSEC, the company should
make sure to collect the right certificates of origin anyway in order to avoid
unpredicted developments in the future.
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—=VBM should proactively work on informing its EU suppliers about the
proper importation procedures so as to facilitate the process of importing
goods from the EU.

—The company must proactively collect information on changes in the trade
policy environment either through ANPACT or by using its own resources.
Furthermore, it should make better use of the given possibility to influence
the decisions made on the national level.

—The company should add more regional value in its production in order to
comply with the NAFTA rules of origin, if the plans to start exporting to the
U.S under preferential terms are to be realized.

—=VBM should follow the developments regarding new regulations on techni-
cal standards and norms.

—The firm should work towards implementing better communication mecha-
nisms between the departments directly involved with the importation of the
materials.

9.2 Suggestions for Further Research

The topic covered by this thesis is broad and can offer opportunities for further
research. The trade liberalization process that countries are involved in, in mul-
tilateral, regional and bilateral level, is a continuous and exciting one. There-
fore, a study of the trade policy environment and its implications on the corpo-
rate level can be performed in another Latin American country in order to be
used as a base of comparison with the case of Mexico. A special case is the
FTAA which offers a lot of ground for research on the initiation and the effects
of that agreement.

As said in the delimitation part of this study, while examining the effects of the
Mexican trade policy environment on the bus manufacturing industry, the case
of material importations has been in focus. It would be interesting to gain a bet-
ter understanding of the way the country’s exports are influenced by the trade
policy environment. In that case VBM could be once again used as an example.
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It has been suggested that in the future the focus of the Mexican trade policy
will shift, and instead of expanding the range of Free Trade Agreements the
administration is determined to support the local suppliers and enhance their
competitiveness. A future research could study in what ways the Mexican gov-
ernment is planning to develop the competitiveness of the local small and me-
dium size enterprises and estimate if such a policy could flourish.
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Apendix I

The Maquiladora Industry

The maquiladora program started in Mexico in 1965. The aim of its implemen-
tation is to allow foreign companies to bring parts and raw materials into Mex-
ico duty-free in order to assemble or manufacture them as long as the final
product would return to its country of origin.**®* A maquila program allows a
company to participate in foreign investment and management up to 100%
without any special authorization and it entitles it to special customs treat-
ment.**” The maquiladoras produce a variety of goods including vehicles,
electrical gods and textiles, and are based in the U.S.-Mexican border. ***There
are over one million workers working in almost 4.000 maquiladoras. They are
owned by U.S., Japanese and European countries. Mexican labor is cheap and
due to NAFTA, taxes and custom fees are almost non-existed.*** Nowadays,
the Mexican maquiladoras have to confront international competition especially
after China’s admission to the WTO which opens up a lot of opportunities for
companies.®*® Moreover, under NAFTA the maquiladoras have started to pay
duties in Mexico on non-NAFTA originating resources used in the production.
The governments have created the Programas de Promocidn Sectorial in order
to offset these extra duties. According to these programs duties are eliminated
on certain imports into Mexico regardless of their origin and are available to all
producers.**

%6 Baz A. G (1994)

%7 |bid.

% The Economist Intelligence Unit Limited (2003)
%9 Baz A. G (1994)

30 The Economist Intelligence Unit Limited (2003)
31 1bid.
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Appendix 11

The Harmonized Commodity Description and Coding System

The Harmonized Commaodity Description and Coding System has been built up
in order to provide international uniformity in goods classification. Moreover it
was formed with the aim to renew and update the Customs Co-operation Coun-
cil Nomenclature (CCNN) which was use before that, in order to embrace
changes and technological progress in goods traded in the international arena.
Also this system would make simpler the collection and analysis of interna-
tional statistics.

Structure of the classification

The HS has a 6 digit structure that is illustrating goods, important to world
trade. The hierarchy arrangement of HS categories is as follows:

22 Sections, 98 Chapters, 1260 Headings at the 4 digit level, 5142 Subheadings
at the 6 digit level **

These categories provide detailed definitions of the products and are adding
additional information about them as digits are added to their code. The HS
number is unique for every product. For products under this level, individual
countries may add their own additional digits as sub codes depending on their
own national requirements.**®

The role of the Harmonized System in NAFTA

The HS is essential in the NAFTA context since the process of determining
whether the good is “originating” or when the tariff on the product will be
eliminated depends on the HS number. An in-depth study of the HS number is
essential in order to classify goods properly and apply the suitable NAFTA rule
of origin. **

The NAFTA benefits on most of the goods are related to Tariff Eliminations or
to Value-Content rules. Since these rules depend on the HS classification num-
ber its vital to determine this number correctly for every product. 3*

%2 Australian Bureau of Statistics (1998)
3 International Buisness Training ( 2002)
4 |bid.

35 |bid.
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Appendix II1

Basic Bus Manufacturing Terms

Coaches

“Coaches are vehicles designed and constructed to carry passengers on ex-
press services, tours and private hire. A coach has one or more separate com-
partments for carrying luggage, below the main passenger compartment.”3*
On the Mexican market coaches play an important role. This is due to the large
distances between the main centres of population and most of all due to the
poorly developed rail networks, with slow and infrequent services. In Mexico,
whole networks of express coach services have been established, often with
more operators competing on the main routes.*’

Principal Construction Types of Busses*®

On the Mexican market there are two main types of construction of the busses.
The first one consists of a chassis®*® built by one manufacturer with bodywork
by another. Because the making of chassis, engines, gearboxes, axles and other
parts necessary for the motion of the vehicle require higher capital investment
and greater volumes, there have always been comparatively fewer countries ca-
pable of building them. On the other hand, bodywork is, although to a less ex-
tent than before, still a relatively labor intensive and unsophisticated business.
Furthermore, disciplinary tariffs on any attempts to import bodywork or com-
plete vehicles are still imposed by many countries in order to protect domestic
industries.

The second type of construction is the integral vehicle which is built wholly by
one manufacturer. As the result of some duplication of metal in the chassis and
body combinations, integral vehicles are usually lighter in weight. In general,
they require higher capital investment in jigs and tooling. For that reason manu-
facturers have to be quite sure that the volume of the production will be high
over a period of year, before they commit to make the capital investment. Fur-
thermore, the integral manufacturer needs higher funding than a bodybuilder,

%46 The Economic Intelligence Unit Limited 1 (1999)
7 The World Bus & Coach Manufacturing Industry 2002
348 H
Ibid
39 «A self-supporting frame, carrying all the units and components which are necessary for the motion of the
vehicle” EIU The global bus and coach industry; Definitions of terms
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unit for unit, because it has to pay for mechanical units, whereas chassis are
generally supplied on free issue during the bodybuilding period.

More recently a new, third category of the buses has come up in the developed
countries, the integrated buses, which is the mixture of both chassis/body com-
bination and the integral vehicle. With the latest generation of low floor city
buses, there has to be a much higher degree of collaboration between them.

Appendix IV

Definitions in NAFTA Rules of Origin

Chapter Chapter of the Harmonized System

Heading The first four digits in the tariff classification number under the Harmonized
System

Section A section of Harmonized System

Subheading The first six digits in the tariff classification number under the Harmonized
System

Tariff ltem  The first eight digits in the tariff classification number under the Harmonized
System as implemented by each Party

Source : NAFTA 2

Appendix V

Important Definitions in the EU-Mexico FTA Rules of Origin

Manufacture Any kind of working or processing, including assembly or spe-

cific operations
Material Any ingredient, raw material, component or part used in the manu-
facture of the product

Product The product being manufactured, even if it is intended for later use
in another manufacturing operation

Goods Both materials and products

Non- originating Products or materials which do not qualify as originating under An-

products nex Il

Source: Mexico — EU Free Trade Agreement 1
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Appendix VI

BANCOMEXT and ANPACT

Bancomext

Bancomext is the Governmental institution with the mission to stimulate the
growth of Mexican companies, primarily the small- and medium size ones.
Trough the financial assistance, different promotion programs and created pos-
sibilities of integration the aim is to increase their competitiveness and partici-
pation on the global arena.*®

ANPACT
La Asociacion Nacional de Productores de Autobuses, Camiones y Tracto-
camiones was built in 1992 and is the representative office of the Mexican
manufacturers of vehicles with the Gross Vehicular Weight above 6 300kg.
Their mission is:
- To support and make possible further development of the Autotranspor-
tation industry in Mexico.
- To represent, promote and defend the interests of the heavy weight vehi-
cle manufacturing companies and other institutions directly connected to
this industry both nationally and internationally.*"

0 Bancomext (2003)
%1 ANPACT (2003)
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