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CHAPTER 1 -  ESSENTIAL S O F TH E NORT H AMERICA N FRE E 
TRADE AGREEMENT 

OVERVIEW 

The Nort h America n Fre e Trad e Agreemen t (NAFTA ) cam e int o effec t o n Januar y 1 , 
1994, covering the United States, Canada and Mexico. It is based o n the successfu l mode l 
of th e Canada-U S Fre e Trad e Agreemen t (FTA) , whic h was  implemente d i n 1989 . 
NAFTA extended and expanded this accord in a number of areas. 

The overal l goa l o f NAFT A i s t o establis h i n th e regio n a  more integrate d marke t fo r 
goods, services an d capital , a t the sam e time providing fo r greate r mobility fo r busines s 
and professional persons . Its major objective s ar e to: 

eliminate barriers t o trad e and facilitat e th e cross-borde r movement o f good s an d 
services between the territories of the three signatories; 

promote conditions of fair competition in the free trade area; 

increase investment opportunitie s in the territories of the parties; 

provide effectiv e protectio n o f intellectua l propert y right s i n eac h jurisdiction ; 
and, 

establish a  clea r se t o f rule s fo r administratio n o f th e agreemen t includin g th e 
determination o f "rule s o f origin" , an d bindin g procedure s an d mechanism s fo r 
dispute resolution . 

Unlike th e Europea n Unio n (EU) , NAFT A i s primaril y directe d toward s openin g u p 
markets an d increasin g th e trad e o f good s an d service s withi n th e region . I t i s no t a 
common market, it has no political aims, and it does not provide for the free movemen t o f 
labour except for the designate d small professional an d business grou p mentioned above . 
This agreemen t doe s addres s environmenta l concerns , committin g th e thre e signator y 
countries to promoting and enforcing sustainable development . 

REGIONAL ECONOMIC PROFILE 

In 1993, the NAFTA region constituted a market comprising a  population o f 37 2 million 
and a gross national product (GNP) of $7287 billion. Th e thre e NAFTA countrie s sho w 
significant disparit y in terms of population an d economic outputs . Th e Unite d State s i s 
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the world's largest economy, with a high per capita GNP . Canada , with just ove r ten pe r 
cent of the population of the United States, is among th e to p te n economie s o f the worl d 
in terms of size. Canada's per capita GNP is slightly lower than that of the United States. 

Canada and the Unite d States , partly becaus e of thei r proximit y an d partl y becaus e o f 
physical an d othe r advantages , have long been eac h other' s majo r tradin g partner . Thi s 
situation culminate d i n th e signin g o f th e Canada-U S Fre e Trad e Agreemen t (FTA ) i n 
1989. Although ver y differen t siz e i n term s o f populatio n an d economi c output , bot h 
countries hav e highl y advance d economies . Bu t bot h countrie s continu e t o ru n hig h 
budgetary deficits , an d although receiving increasing governmen t attention , thes e deficit s 
are a major cause of the recent instability and depreciation of the US and Canadian dollars. 

Mexico has introduced more open market operations as a result of NAFTA. Thi s follow s 
a lon g perio d o f protectionis m cause d a t leas t partiall y b y concern s tha t th e Unite d 
States, wit h it s siz e an d wealth , pose d a  potentia l threa t t o Mexica n economi c an d 
possibly political sovereignty . In December, 1994 , after severa l year s o f relatively stron g 
growth, Mexic o suffere d a  severe currenc y crisi s that resulte d i n a major devaluatio n o f 
the peso. 

Population an d GNP i n the E U ar e close to NAFT A levels . However, lan d area s diffe r 
dramatically; NAFTA countries , a t 21. 3 million squar e kilometres , occupy a n are a ove r 
six times that of the EU. 

Table 1  provides a  summar y o f siz e an d economi c outpu t statistic s o f eac h NAFT A 
country. 

Table 1 : Nort h America n Economi c Summar y 199 3 

Population (million) 

GNP (US$ billion) 

GNP per capita (US$ ) 

Growth Rate (1985-93)% 

Ave. Inflation (1985-93) % 

Imports (US$ billion) 

Exports (US$ billion) 

United State s 
258 

6387 

24,750 

1.2 

3.5 

581 

465 

Canada 
27 

574 

20,670 

0.4 

3.3 

132 

145 

Mexico 
86 

325 

3,750 

0.9 

45.1 

65 

52 

Sources: The World Bank Atlas 1995 ; United States Dept. of Commerce, Bureau of the Census; 
Statistics Canada; Bank of Mexico 
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North American Trade Flows 

Table 2  indicate s that , majo r trade  flow s i n th e NAFT A regio n hav e bee n unti l th e 
present, betwee n Canad a an d th e Unite d States ; an d betwee n th e Unite d State s an d 
Mexico. Trad e betwee n Canad a an d Mexic o ha s bee n relativel y small , wit h Canad a 
importing approximatel y fou r time s a s much a s i t export s t o Mexico . Prior t o NAFTA , 
Mexico imposed tough tariffs an d licenses on Canadian products. 

Table 2: Import/Export Data 1993 

$US millions 

Exports from: 

United State s 

Canada 

Mexico 

Rest of World 

Total 

United 
States 

110,922 | 

39,930 

429,659 

580,511 

Canada 

100,177 

2,876 

28,712 

131,765 

Imports into: 

Mexico 

41,636 
639 

23,125 | 

65,400 

Rest of 
World 

322,954 

33,692 

8,994 

365,640 

Total 

464,767 

145,253 

51,800 

481,496 

1,143,316 

Sources: United States Dept. of Commerce; Statistics Canada; Bank of Mexico 

Table 3  shows trad e flow s fo r eac h Commonwealt h countr y wit h Canad a an d th e US . 
Commonwealth export s t o Canad a amoun t t o approximatel y $ 8 billion , 6 % o f tota l 
Canadian imports; U.S. imports fro m th e Commonwealt h ar e approximately $7 4 billion, 
13% o f tota l imports . Th e valu e of US imports fro m th e Commonwealt h ar e relativel y 
balanced by exports. Canad a imports approximatel y $2. 3 billion more than i t export s t o 
the Commonwealth. 
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Table 3: Commonwealt h Imports/Exports 1993 

$ U.S . Million s 
Country 

Anguilla 
Antigua & Barbuda 
Australia 
Bahamas 
Bangladesh 
Barbados 
Belize 
Bermuda 
Botswana 
British Indian Ocean Territory 
British Virgin Islands 
Brunei 
Cayman Islands 
Cyprus 
Dominica 
Falkland Islands 
Fiji 
The Gambia 
Ghana 
Gibraltar 
Great Britain 
Grenada 
Guyana 
Hong Kong 
India 
Jamaica 
Kenya 
Kiribati 
Lesotho 
Malawi 
Malaysia 
Malta 
Mauritius 
Montserrat 
Nauru 

Canada's 
Imports 

N/A 
N/A 
826 
26 
44 

7 
9 
3 

N/A 
N/A 
N/A 

6 
1 
1 

N/A 
N/A 

18 
N/A 

9 
N/A 

3,467 
N/A 
118 
930 
278 
140 

12 
N/A 

2 
1 

680 
9 
7 

N/A 

N/A 

U.S.' 
Imports 

N/A 
15 

3,294 
348 
886 
34 
54 
15 
9 

N/A 
14 
30 
35 
16 
6 

N/A 
69 

9 
209 

4 
21,736 

8 
91 

9,558 
4,551 

720 
92 
2 

56 
60 

10,568 
104 
197 

N/A 
N/A 

Canada's 
Exports 

N/A 
7 

630 
15 
19 
17 
9 

35 
2 

N/A 
1 
1 
2 
7 
1 

N/A 
2 

N/A 
22 

7 
2,306 

2 
8 

602 
218 

71 
9 

N/A 
N/A 
N/A 
173 

5 
2 

N/A 
N/A 

U.S.' 
Exports 

14 
73 

8272 
704 
245 
146 
136 
265 

25 
N/A 

46 
478 
179 
138 
27 

N/A 
27 
10 

215 
9 

26,376 
24 

123 
9,873 
2,761 
1,113 

117 
31 
4 

16 
6,065 

172 
18 

N/A 
N/A 
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$ U.S . Million s 
Country 

New Zealand 
Nigeria 
Papua New Guinea 
Pitcairn Island 
St.Helena 
St. Kitts -  Nevis 
St. Lucia 
St. Vincent & the Grenadines 
Seychelles 
Sierra Leone 
Singapore 
Solomon Islands 
Sri Lanka 
Swaziland 
Tanzania 
Tonga 
Trinidad & Tobago 
Turks & Caicos 
Tuvalu 
Uganda 
Vanuatu 
Western Samoa 
Zambia 
Zimbabwe 
TOTAL 

Canada's 
Imports 

197 
533 

2 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 

3 
619 

N/A 
34 

7 
2 

N/A 
18 

N/A 
N/A 

4 
N/A 
N/A 
N/A 

2 
8,014 

U.S.' 
Imports 

1,208 
5,301 

98 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 

47 
12,796 

N/A 
1,002 
N/A 

11 
N/A 
803 

4 
N/A 

10 
N/A 

1 
41 

111 
74,223 

Canada's 
Exports 

94 
46 

3 
N/A 
N/A 

1 
6 
2 
1 
1 

264 
N/A 

12 
N/A 

6 
N/A 

43 
N/A 
N/A 

5 
N/A 
N/A 

32 
7 

4,690 

U.S.' 
Exports 

1,247 
891 

50 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 

21 
11,676 

N/A 
203 

N/A 
33 

N/A 
529 
22 

N/A 
21 

N/A 
10 
42 
84 

72,531 

N/A = less than $1 million 

Sources: Unite d States Department of Commerce; Statistics Canada 

KEY FEATURES OF THE AGREEMENT 

NAFTA contain s al l the rights  and obligation s o f its  FT A predecessor , althoug h thes e 
may tak e a  different for m an d be repositioned withi n th e ne w agreement . FT A alread y 
provided fo r th e eliminatio n o f tariff s betwee n th e US and Canad a over a  period o f te n 
years. This, along with othe r FT A provisions , i s incorporated withi n NAFTA . NAFT A 
now contain s additiona l provisions fo r th e practicall y complet e eliminatio n o f Mexica n 
tariffs an d import licensin g requirements o n exports from  th e United State s an d Canad a 
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over ten years; more openness in cross border transportation services ; an d cleare r conten t 
rules in automobiles and textiles. 

Specific items of interest to Commonwealth exporters include: 

the tightening of rules of origin to narrow the ground for disputes; 

establishment o f specifi c rule s o n ho w custom s authoritie s wil l interpre t th e 
agreement and formal procedures for redress of grievances; 

clear rule provisions that preserve eac h country' s sovereignt y i n certain area s but 
do not permit these to be applied as constraints on trade within the region; 

standards an d rule s o f enforcemen t wit h respec t t o th e increasingl y importan t 
issue of intellectual property rights in international trade; 

independent binational panel review and enforcement mechanism s with respec t t o 
antidumping and countervailing duty determinations by each country; and, 

emergency actio n rule s t o provid e temporar y relie f fro m th e advers e effect s o f 
import surges. 

Rules o f Origi n 

Rules o f origi n defin e good s tha t ar e eligibl e fo r preferentia l tarif f treatmen t unde r 
NAFTA. The y ar e designe d t o ensur e tha t non-tarif f benefit s appl y onl y t o good s 
produced substantiall y in the NAFTA countries . NAFTA rules of origin specify that : 

goods are deemed to originate in North America if they are totally North American 
in content; 

goods containing non-regional material s ar e deemed to originat e in North Americ a 
provided tha t thes e ar e sufficiently transforme d i n th e NAFT A regio n s o a s t o 
undergo a specified change in tariff classification ; 

in som e cases , good s mus t includ e a  specifie d percentag e o f Nort h America n 
content in addition to meeting the tariff classification requirement ; and, 

goods ar e permitte d t o b e treate d a s originatin g i n Nort h Americ a whe n th e 
finished good is specifically named in the same tariff subheading as its parts, and it 
meets the Regional Value Content (RVC) test. 
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RVC is calculated using either one of two methods: 

the "transaction value" method is based on the tota l pric e paid b y th e fina l buye r 
of the good. For example, a good with a market price o f $10 0 must normall y have 
an RVC of at least $60, that is 60 percent, to be considered as an originating Nort h 
American good; 

the "net cost " method is based on the total cost of the good less selling, marketing, 
packing, shippin g an d royalt y expenses . Interes t expens e i s allowabl e withi n 
limits. For example, a good with a net cost of $ 100 must normally have an RVC of 
$50, that is 50 percent, to be considered an originating North American good. 

Sample calculations of the Regional Value Conten t (RVC ) tes t ar e provided a t th e en d of 
this chapter . 

Either method may normally be used by producers, but the net cost method must be use d 
where the transaction value is not acceptable under the World Trad e Organisatio n (WTO ) 
Customs Valuation code. The net cost method must also be used fo r certai n products , fo r 
example automotive goods. 

NAFTA als o contain s a  d e minimi s rul e t o preven t good s fro m losin g preferenc e 
eligibility solel y o n th e basi s tha t the y contai n minima l amount s o f non-originatin g 
material. A good with no more than seven percen t o f the price o r cos t compose d o f non-
originating, that i s non-NAFTA, material s wil l b e considere d t o b e o f Nort h America n 
origin. 

Customs Administratio n 

Procedures ar e in place to ensur e tha t onl y good s satisfyin g rule s o f origi n criteri a ar e 
accorded preferential treatmen t under NAFTA. Uniform regulations also ensure tha t rule s 
of origin are interpreted and administered uniformly . 

Exporters t o NAFT A countrie s ar e require d t o complet e a  certificat e o f origin . Thi s 
certificate act s a s th e basi s fo r a  declaratio n (i f applicable ) fo r preferentia l treatment . 
Procedures fo r processin g this  documentatio n ma y var y b y country . Copie s o f thes e 
certificates shal l also be provided to the exporting country's customs administration upo n 
request. Customs authorities are empowered under NAFTA t o verif y th e authenticit y o f 
the certificate o f origin. Records pertaining to the export o f goods into NAFTA countrie s 
shall be maintained for a minimum of five years. 

Exporters ma y obtai n advanc e rulings fro m custom s authoritie s regardin g applicatio n o f 
rules of origin to future importatio n of goods into North America. 
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Technical Standard s 

NAFTA contain s policies tha t promot e an d protect human , anima l and plant healt h an d 
safety. The agreement specifies tha t the thre e countrie s wil l work togethe r t o pursu e th e 
enhancement an d compatibilit y o f thes e measure s throughou t th e fre e trad e area . 
Standards shal l not b e used a s a  means o f introducin g trade  barrier s betwee n countries . 
Each country , however , ha s th e freedo m t o adop t standard s t o achiev e th e leve l o f 
protection an d promotion i t desires. 

NAFTA also affirms eac h country's obligations and rights under the WTO agreements o n 
technical barriers to trade, and conservation and environmental issues. 

Each country' s technica l standard s mus t provid e fo r bot h "Mos t Favoure d Natio n 
Treatment" and "National Treatment". This has two important implications: 

goods an d service s importe d b y on e NAFT A country  fro m anothe r canno t b e 
treated less favourably tha n like goods and services imported fro m a  non-NAFTA 
country; 

each NAFT A countr y mus t trea t good s an d service s originatin g fro m anothe r 
NAFTA country  a s favourabl y a s it s ow n good s an d services . Fo r example , a 
government tender in Mexico may not trea t a  bid from a  Mexican company  mor e 
favourably than a similar bid from a Canadian or American company. 

Intellectual Propert y 

NAFTA recognise s th e growin g importance o f intellectual propert y right s an d set s ou t 
specific commitment s wit h respec t t o copyrights , patents , trademarks , trad e secrets , 
integrated circuit s (semiconducto r chips) , industria l designs , plan t breeders ' right s an d 
geographical indications. The general approach has been to buil d o n the wor k don e in the 
General Agreemen t o n Tariff s an d Trad e (GATT) , no w th e WTO , an d variou s othe r 
international property treatie s 

Each country is committed to provide adequate protection and enforcement o f intellectua l 
property rights against infringements, internall y and at the border. 

Antidumping an d Countervailin g Dut y Determination s 

NAFTA explicitl y preserve s th e righ t o f eac h countr y t o retai n it s antidumpin g an d 
countervailing duty determinations. Each country als o retains th e righ t to amen d its  law s 
subsequent to NAFTA coming into effect . 
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It i s important tha t exporter s t o NAFT A countrie s ensur e tha t cost s an d prices d o no t 
infringe upon these anti-dumping regulations. 

Emergency Action s 

This section of the agreement establishes the rules and procedures unde r which a  country 
may take "safeguard" actions , through the use of tariffs an d quotas, to provide temporar y 
relief to industries affected b y impor t surges . These ar e intended t o operat e internall y i n 
the NAFTA region, but their intent i s simila r to th e protectio n provide d t o a n importing 
country under Article XIX of the WTO. 

LIKELY FUTURE DEVELOPMENTS 

It i s a  basi c assumptio n tha t trad e improvemen t initiative s suc h a s NAFT A resul t i n 
positive benefits. There is no doubt that they cause business shift s an d restructuring, an d 
some level o f labour redeployment. Bu t ther e i s clea r evidence tha t th e overal l economi c 
health of a participant country is enhanced as trade and other barriers are eliminated. 

NAFTA provide s fo r th e admissio n o f additiona l membe r countrie s an d ther e i s ever y 
indication that this will occur in the near future . Candidate s fo r membership mus t receiv e 
the approval of each of the three founding signatorie s and be subject to acceptance of their 
terms an d conditions . There i s no provision i n the agreemen t fo r an y o f th e conten t o f 
NAFTA to be changed as the result of the admission of new members. 

Negotiations ar e already i n proces s wit h th e first applicant,  Chile . Thes e ar e likel y t o 
proceed without undue delay. Chile, althoug h onl y a  small country  o f 1 4 million people , 
has fo r th e pas t decad e institute d marke t reforms , lowere d trade  barriers , an d reduce d 
inflation. These actions have attracted outside investment and resulted i n a  sustained hig h 
annual economic growth rate — an average of 7% over the past eight years. 

As muc h o f Lati n Americ a ha s alread y experience d initia l free trade  effects , furthe r 
applicants ar e expecte d t o follow . Argentin a an d Colombi a ar e bein g mentione d a s 
probable leaders in this regard. Current free trade groupings in Centra l an d Sout h Americ a 
include Mercosur (Brazil, Argentina, Paraguay, Uruguay), Andean Pact (Ecuador, Bolivia , 
Colombia, Venezuela , Peru) , an d a  Centra l America n Commo n Marke t aligne d wit h 
Mexico. The population o f these countries , which could eventuall y join NAFTA, woul d 
add more than 300 million people to the current market, almost doubling its size. 
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There have als o bee n suggestion s tha t NAFT A coul d exten d beyon d Nort h an d Sout h 
America. There appea r t o b e no lega l exclusions t o thi s potentia l expansio n path . Ne w 
Zealand has been mentioned as a possible candidate for future membership . 

Experience suggest s tha t ne w entrants , t o th e exten t possible, mus t hav e their fisca l an d 
monetary "house" in order prior t o admittanc e t o membershi p i n NAFTA. Althoug h th e 
long term benefit s o f increase d trad e an d economi c growt h remai n attractive , countrie s 
with a  high level of protectionis m an d stat e interventio n ar e no t wel l prepare d t o dea l 
with open markets that result from fre e trade agreements. 

SAMPLE CALCULATION OF REGIONAL VALUE CONTENT (RVC) 

Using the Transaction Value Method (TV ) 

TV = th e total payment made by the buyer to the producer of the good 

VNM = th e value of non-originating materials used to produce the good 

RVC = (TV-VNM) x 100 
TV 

Example: RV C = (1000-600) x  10 0 = 40% 
1000 

Conclusion: Thi s product does not qualify fo r preferential treatmen t -  it does not 
achieve the 60% RVC level for the TV method. 

Using the Net Cost Method (NC ) 

NC = th e total cost of the good less selling, marketing, shipping and royalty 
expenses 

VNM = th e value of non-originating materials used to produce the good 

RVC = (NC-VNM) x  100 
NC 

Example: RV C = (1000-450) x  100 = 55% 
1000 

Conclusion: Thi s product qualifies fo r preferential treatmen t - it achieves the 50% 
RVC level for the NC method. 
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