Navigating NAFTA 2.0: New trade pact likely to reduce automotive competition, raise prices
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The U.S., Mexico and Canada are likely to come to an agreement in principle on a new, updated North American Free Trade Agreement.

The original NAFTA, implemented in 1994, was an ambitious economic accord that created a powerful $20 trillion trilateral trade bloc. But it's been friend and foe to politicians, laborers and businesses in North America. Advocates document the strong economic growth of its three member countries, while its adversaries correctly point to the loss of well-paid U.S. manufacturing jobs to low-wage countries, such as Mexico.

It didn't make any fans in Metro Detroit's labor segment. A joint statement last week by the leaders of the UAW, AFL-CIO, steelworkers, machinists and communication workers unions said NAFTA "has had a devastating impact on workers."

President Donald Trump, a proponent of mercantilism, called NAFTA "the worst trade deal ever signed" and since hitting the campaign trail in 2015 has pledged to overhaul or terminate the agreement. He's succeeded by unveiling a new, tentative U.S.-Mexico trade agreement last week — Canada was expected to join the deal by Friday, after this story went to print. The new agreement requires congressional approval as well as a formal measure to end the original NAFTA, which takes six months to initiate.

Trump argues the new agreement will boost U.S. jobs and benefit several sectors, including automotive. Through U.S. economic might, Trump is using NAFTA to force companies to abandon cross-border supply chain in favor of more expensive and onerous domestic production. The result is higher prices for consumers and a less competitive automotive industry in North America with no guarantee of new jobs.

But first, let's take a look at what automotive-specific changes are in the agreement established by U.S. and Mexican negotiators:

· The amount of North American content a vehicle must have in order to pass duty-free across borders is raised to 75 percent from its current level of 62.5 percent.

· At least 40 percent to 45 percent of vehicles imported must be built in factories paying an average wage of at least $16 an hour.

· A reported quota allowing $90 billion in parts imported to the U.S. tariff free, after which a 2.5 percent World Trade Organization standard tariff would apply. Last year, vehicle parts imported to the U.S. totaled roughly $75 billion. As well as a 2.4 million vehicle quota on vehicles imported from Mexico to the U.S.

The content requirements were critical to the U.S., believing a higher standard would force more production stateside. Roughly 30 percent of the 2.33 million vehicles imported to the U.S. from Mexico in 2017 don't meet the current 62.5 percent content requirement, Mexican Economy Minister Ildefonso Guajardo told Bloomberg TV last week. But only three vehicles imported to the U.S. — Nissan Versa, Audi SQ5 and the Fiat 500 — are above that 62.5 percent threshold and below the new 75 percent requirement. Those three vehicles sold a combined 177,097 units in the U.S. last year, according to Mexican manufacturing publication Manufactura.

This means Nissan, Audi and Fiat Chrysler will have to either pay the standard 2.5 percent WTO tariff on those models imported to the U.S. or shift production stateside. Theoretically, this could create jobs in the U.S. if they move production. However, there's no indication that manufacturers already paying the 2.5 percent tariff would alter production for 522,000 other vehicles imported from Mexico — they've already made the math work to generate profits with the tariff in place.

Higher wages vs. tariffs

The $16 per hour requirement could pose a significant threat to Mexico. The average wage for auto assembly workers in Mexico is $7.34 per hour and $3.41 per hour for parts supplier workers, compared to $29.08 per hour and $19.84 per hour in the U.S., respectively, according to research by the Center for Automotive Research.

Theoretically, the agreement would cause a major shift in production by installing a massive minimum wage hike in Mexico. But WTO rules still apply. It's likely much cheaper for manufacturers to pay the 2.5 percent WTO-standard tariff on parts and vehicles than shift production to U.S. or Canadian workers who earn as much as $21 more per hour, likely resulting in none to marginal jobs moving north.

The quotas are perhaps the most troubling for the automotive industry. The agreement essentially limits growth and caps future investment from automakers and parts suppliers in Mexico by levying a tariff on cars and parts exceeding those quota figures. This amounts to a burdensome regulation that poses more harm to U.S. domestic automakers than foreign.

Washington, D.C.-based Motor & Equipment Manufacturers Association, a trade group for automakers, heavy-duty vehicle manufacturers and their suppliers, said the quota will decrease U.S. employment.

"MEMA is concerned that (the quota) may serve to decrease American manufacturing jobs and exports and put U.S. businesses at a global disadvantage — all while increasing costs to consumers," MEMA said in an Aug. 29 letter to its members.

Access to global auto market

U.S. automaker competitors, such as Nissan, Volkswagen and Honda, rely on Mexico not only for its access to the U.S. market and its cheap labor. Mexico also has much larger access to the global auto market with free trade agreements with 43 countries. By contrast, the U.S. has free trade agreements with only 20 countries. Many foreign automakers use Mexico as a export hub to Europe and Asia.

Crimping imports from Mexico into the U.S. is unlikely to stop foreign automakers from exporting elsewhere, but will limit those automakers' and their suppliers' ability to meet production demands at U.S. factories without a higher expense — which inevitably leads to higher costs for consumers in NAFTA regions.

The real threat to this new agreement, however, isn't just rising costs to consumers and a sputter of job creation; it's that these rules effectively make automakers, particularly U.S. automakers, less competitive in the global market.

The U.S. is no longer the largest vehicle market on earth. More than 17.4 million vehicles were sold in the U.S. in 2016, a record. Better than the roughly 17 million sold in 2005, but is largely attributed to new sales linked to consumers who held on to their cars much longer through the Great Recession. The reality is U.S. consumers are unlikely to ever purchase more than 17.5 million vehicles.

U.S. auto sales were 17.1 million in 2017 and trending downward despite a strong economy with automotive research and advisory firm Cox Automotive projecting U.S. sales at 16.8 million this year.

U.S. population remains stagnant and there's no indication our economy will cause a massive rise in wages to supplant current car buying trends.

Meanwhile, nearly 29 million cars were sold in China in 2017, accounting for more than 30 percent of global auto sales. More than 3 million cars last year were sold in India, which caused the emerging nation to overtake Germany as the fourth-largest car market behind China, U.S. and Japan.

But the new (and improved?) NAFTA is forcing domestic automakers to focus more squarely on domestic production, even though General Motors sold more cars in China in 2017 than it did in the U.S. Today's auto industry is increasingly focused on the emerging markets of China and India and to a lesser degree, Brazil and Poland.

In April, China announced that by 2022 it would scrap a limit on foreign ownership of automotive ventures, a major pain point for U.S. auto industry expansion in the country. This presents real opportunity for automakers. Toyota announced last week it was tripling its production in China by 2030, Crain's sister publication Automotive News reported. But if Ford and GM are busy shuffling North American production and seeing smaller margins due to regulatory hurdles, they may not be able to keep up.

If GM or Ford aren't able to grow in China or India, their profits will stagnate or, worse, drop.

In Southeast Michigan, we know how that story plays out. Whatever job creation that could happen under this agreement couldn't possibly stop those economics.

http://www.crainsdetroit.com/trade/navigating-nafta-20-new-trade-pact-likely-reduce-automotive-competition-raise-prices?utm_source=crain-s-michigan-morning&utm_medium=email&utm_campaign=20180903&utm_content=article3-readmore
