The Challenge of NAFTA: Canada’s Role
in the North American Auto Industry

by Lorraine Eden and Maureen Appel Molot

with a number of challenges: a severe recession in North

America; additional competition for market share from new
assembly facilities by foreign, primarily Japanese, transplants;
plant closures and labor force reductions by the Big Three (General
Motors, Ford, and Chrysler) assemblers and parts producers; the
introduction of just-in-time or lean production methods; and the
1989 Canada-U.S. Free Trade
Agreement (CUSFTA).

With the implementation 1 /€ real challenge for the
of the North American Free Canadian automotive industry
Trade Agreement (NAFTA) during the remainder of the 1990s
on January 1, 1994, the Cana- will be to retain its share of the
dian auto industry now faces bilateral Canada-U.S. market as
an additional challenge: by the industry continues the trend
2003 when NAFTA is fully toward a continental organization
phased in, the North Ameri- of production.
can auto industry will consist
of Canada, the United States,
and Mexico, and production
will be integrated on a continental basis. What will Canada’s role
be in the emerging North American auto industry?
Because the Canadian automotive industry accounts directly

and indirectly for one of seven jobs in Canada (one in six in the

Since 1985, the Canadian automotive industry’ has had to cope

This project was supported by a grant from the Social Sciences and Humanities Re-
search Council of Canada. The authors would like to thank Susan Forester and
Colin Stacey for research assistance; Dan McDougall of Industry Canada for assis-
tance with the data; and Maureen Beard Freedman of Industry Canada, Jon Johnson
of Goodman and Goodman, and Dennis DesRosiers of DesRosiers Automotive Con-
sultants Inc. for their comments. All opinions and any errors remain the authors’ re-

sponsibility.

56

——

e e @ e g S—

R A R e e -

B L T AP SH N P U W — -

__._
i
:



Canada’s Role in the North American Auto Industry m 57

province of Ontario), its strength is critical to the overall health of
the Canadian economy. The Canadian auto industry is stronger in
1994 than it has been for some years, primarily because of exports
to the United States. Although the Canadian market constitutes ap-
proximately 9 percent of the total Canada-U.S. market for vehicles,
Canadian assemblers produce almost one in five vehicles sold in
North America. In other words, about 85 percent of Canadian auto
production, both vehicles and parts, is exported.” Given this level
of exports, in calendar year 1994 Canada will surpass Japan as the
biggest exporter of vehicles to the United States.’

The real challenge for the Canadian automotive industry dur-
ing the remainder of the 1990s will be to retain its share of the bilat-
eral Canada-U.S. market as the industry continues the trend
toward a continental organization of production. In addition, Ca-
nadian vehicle and parts producers will want to increase their sales
in Mexico. But how well is the Canadian automotive industry posi-
tioned to compete in the new North American context? Will the Big
Three continue to assemble large numbers of new vehicles in Can-
ada? How will the transplants adjust to the NAFTA rules of origin?
Will Canadian parts producers continue to be competitive?

This article will address these questions by looking at how the
Canadian automotive industry has adapted to the realities of conti-
nental competition since 1985. The article begins with a statistical
overview of the Canadian automotive industry from 1985 to 1993
and continues with an analysis of the positions of the key industry
players—the Big Three vehicle assemblers, the Japanese transplant
assemblers, the auto parts producers, and labor. It then briefly re-
views the automotive provisions of NAFTA, focusing on Canada,
and lastly analyzes the challenges NAFTA presents for the Cana-
dian auto industry over the next 10 years.

There is reason for cautious optimism about the future of the
Canadian auto industry. NAFTA continues the process of conti-
nental integration begun under the 1965 Canada-U.S. Auto Pact
and more recently under CUSFTA. Under NAFTA, the Canadian
auto industry will be challenged to preserve its share of produc-
tion, value added, and employment. Canada’s ability to compete
in the new continental auto industry will depend on decisions
about vehicle assembly made by multinational auto firms, all of
which are headquartered outside Canada, and on the continuing
cost competitiveness of Canadian-based assemblers and parts pro-

ducers.
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A STATISTICAL PROFILE OF THE
CANADIAN AUTO INDUSTRY, 1985-93

Before anticipating how various segments of the Canadian
auto industry might respond to NAFTA, it is useful to discuss
changes in the industry over the past decade and the economic en-
vironment of the industry in 1994.

Production and Sales

Although the recovery in the United States appears firm, the
recession has been slow to end in Canada. However, the Canadian
auto industry enters the NAFTA phase-in period healthier than it
has been in several years. More important, production in Canada
and the United States reached a five-year high in 1993, and projec-
tions suggest that the recovery in the industry will continue.

From 1986 to 1991, North American production cf motor vehi-
cles (cars, trucks, and buses) fell from 13.5 million units to a low of
11.7 million units (see Table 1). This decline mirrored the fall in
U.S. production between 1986 and 1991. Production then recovered
to 13 million units in 1993. In Canada, however, production re-
mained relatively constant at 1.8-1.9 million units, rising in 1992
and 1993 to 2 million. Mexican production, although small (not
topping 1 million units until 1992), rose steadily from 1986 to 1993.

These percentage changes in volume are reflected in the coun-
try shares of North American production.” The U.S. share fell from
83.7 percent in 1986 to 75 percent in 1993. This fall mirrored the rise
in Canada’s share (from 13.8 percent to 17 percent) and in Mexico’s
share (from 2.5 percent to 8 percent). Canadian-made vehicles now
account for a significant part of North American vehicle produc-
tion. Assemblers located in Canada produced approximately 2.2
million vehicles in 1993, up from 1.9 million in 1992, and they an-
ticipate that by the end of 1994 they will have produced more than
2.5 million cars, minivans, and trucks.’

Table 2 (p. 60) provides statistics on North American sales
from 1986 through 1993. As it shows, total sales fell from 18 million
units in 1986 to 14.5 million units in 1991, with a small recovery to
15 million in 1992. The decline was due primarily to the decline in
U.S. sales, which fell from 16.3 million units in 1986 to 12.5 million
units in 1991, recovering to 13.1 million in 1992. Canadian sales
also fell over the period, from 1.5 million units to 1.2 million units.
Mexican sales rose steadily, from 0.16 million units to 0.71 million
units, but the increase was too small to affect the total trend. In
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terms of percentage share, the U.S. share of North American sales
fell slightly from 90 percent to 87 percent over the period, the Ca-
nadian share stayed at 8-9 percent, and the Mexican share rose
from 1.4 percent to almost 5 percent of the market.

Domestic Canadian sales of new vehicles in 1993 and 1994
have been less robust than those in the United States; in fact, 1993
was the fifth consecutive year of declining Canadian sales. The
main reasons for the drop were the continuing decline in sales by
the Big Three and uneven sales by Japanese manufacturers. The ris-
ing value of the yen against the dollar translated into higher prices
both for imported vehicles and for the components used in vehicles
assembled in Canada.’

As shown in Table 3, the Big Three’s Canadian sales of new
passenger cars come from domestically (North American) pro-
duced cars plus offshore imports from foreign subsidiaries and
joint ventures carried under Big Three labels (“badged” or “cap-
tive” imports). The Big Three’s combined share fell from 68.1 per-
cent (66.7 percent North American plus 1.4 percent captive
imports) of the Canadian market in 1985 to 61.9 percent (54.5 per-
cent plus 7.4 percent) in 1992 (note the rise in captive imports as a
share of the Big Three’s total sales). Canadian sales also come from
Asian and European transplant production and from vehicles im-
ported by these transplants. From 1985 to 1992, North American-
produced Asian transplant cars sales rose from 1.8 percent to 8.6
percent of all new car sales in Canada, while sales of imports re-
mained relatively constant at 29-30 percent.

Using data from Tables 1 and 2, Figure 1 (p. 63) plots the three
countries’ shares of North American production and sales of motor
vehicles from 1986 to 1992. The picture is clear: the United States is
the hub or core market, containing by far the largest share of the
North American auto industry, and Canada and Mexico are spokes
or secondary markets.” U.S. demand for motor vehicles is supplied
through excess production in Mexico and Canada—that is, the two
spokes produce more vehicles than they sell locally and export
their surplus to the United States.

U.S. sales remained relatively flat over the period, while U.S.
production as a share of total North American production declined
steadily. During the same period, production by the northern
spoke, Canada, rose and sales stagnated. In the southern spoke,
however, Mexican production and sales shares both rose. In fact,
by 1992, the Mexican share of North American production (8.5 per-
cent) was slightly larger than the Canadian share of North Ameri-
can sales (8.2 percent).” In short, the current strength of the
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FIGURE 1

Canadian, U.S., and Mexican Shares of North American
Production and Vehicle Sales, 1986-92
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Canadian auto industry is a function of demand in the United
States. Thus, in the first half of 1993, as a result of the growth of
U.S. demand for new vehicles, Canada’s trade surplus with the
United States in auto products was double that of the same period
in 1992.

Trade Patterns

Canada has traditionally run a deficit in auto parts trade and a
surplus in motor vehicles, reflecting the industry’s post-Auto Pact
function of primarily assembling vehicles for sale in Canada and
the United States. The surpluses in trade in cars and trucks, along
with the deficit in parts trade, rose over the 1985-92 period (see
Table 4). The overall trade balance fluctuated from a deficit of
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CAN$%1 billion in 1988 to a surplus of more than CANS$2 billion in
1990. This generally upward trend in overall trade reflected the
strong growth in Canada-U.S. automotive trade: from 1985 to 1992,
it more than doubled, from CAN$4.6 billion to CAN%$9.6 billion.
The U.S. market is of overwhelming importance as a destination
for Canadian auto exports (see Table 5). Canada sends almost 100
percent of its car, truck, and parts exports to the United States. By
contrast, the largest non-U.S. category, parts exports to Mexico, ac-
counts for less than 1 percent of all parts exports.

However, as Table 6 (p. 67) shows, the situation for Canadian
auto imports is different. While Canada relies heavily on imports
from the United States, imports also come from Japan, Mexico, and
other countries. The most diversified category is passenger cars,
where in 1991 the U.S. share of all imports was 60 percent and
Japan’s was 26 percent. Mexico represented less than 6 percent of
imports not only of passenger cars, but also of trucks and parts.
Table 6 also shows the share of 1991 imports that came into Can-
ada under Auto Pact regulations, and thus were automatically
duty free, relative to non-Auto Pact imports, whose duty-free sta-
tus depended on whether the importers qualified for Canada’s
duty drawback and duty remission programs. These programs are
now being phased out under NAFTA. Imports from the United
States and Mexico generally qualify as Auto Pact imports in all
three product categories (cars, trucks, and parts), while imports
from Japan and other countries are primarily non-Auto Pact.

Investment Activity

Statistics on capital (new) and repair (replacement) expendi-
tures for the motor vehicle and auto parts subsectors of the Cana-
dian auto industry are provided in Table 7 (p. 68). From 1985 to
1993, annual capital expenditures in the assembly sector ranged
from a low of CAN$663.9 million in 1985 to a high of CAN$1,911.6
million in 1988. Spending in the parts sector was one-third to one-
half the level in the assembly sector, varying from a low of
CAN$339.4 million in 1985 to a high of CAN$753.2 million in 1987.
While new investment spending in both vehicles and auto parts
was very strong in 1992 and 1993, it did not reach the earlier peaks.
The annual rates of change in total expenditures in the automotive
industry showed very rapid growth in 1985 and 1986, generally
followed by declines over the 1987-90 period, and growth again be-
ginning in 1990 (see Figure 2, p. 69).
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TABLE 5

Canadian Automotive Exports by Country and Category, 1991
(Thousands of CANS, FOB)

Cars Trucks Parts Total
U.s.
Total U.S. $16,360,540 $7,594,888 $8,462,838 $32,418,266
U.S. as % of total 99.04% 98.94% 93.84% 97.61%
Mexico
Total Mexico 80 2,048 82,713 84,841
Mexico as % of total 0.00 0.03 0.92 0.26
Japan
Total Japan 6,360 1,142 48,817 56,319
Japan as % of total 0.04 0.01 0.54 0.17
Others
Total Others 151,446 77,798 423,723 652,967
Others as 9% of total 0.92 1.01 4.70 1.97
Total Exports 16,518,426 7,675,876 9,018,091 33,212,393

Mote: Cars are defined as passenger cars; trucks include all weights of trucks, buses, and off-
highway trucks.

Source: Calculated from the ISTC automotive data base.
_ -—pe— . ———————

Repair expenditures were much smaller than new spending
over the period, particularly in the vehicle sector, where much of
the new investment was due to the opening of new Asian assembly
operations in the late 1980s. Capital expenditures ranged from a
low of 66 percent of total expenditures to a high of 84 percent (see
Table 7, p. 68). Investment spending by the motor vehicle sector
peaked at 74 percent of expenditures in 1986 and then generally
fell over the period to 60 percent in 1993 (see Figure 2, p. 69).

THE KEY INDUSTRY PLAYERS

The following sections analyze the key players—the Big Three
and Asian transplant assemblers, the auto parts producers, and
labor—in the Canadian auto industry, focusing on their positions
at the beginning of 1994.
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TABLE 6

Canadian Automotive Imports by Country and Category, 1991

(Thousands of CANS$, FOB)

Auto Parts

Cars Trucks Total
u.s.
Auto Pact $6,678,817 $2,481,906 $12,643,570 $21,804,293
Non-Auto Pact 317,709 246,870 2,510,975 3,075,554
Total U.S. 6,996,526 2,728,776 15,154,545 24,879,847
U.S. as % of total 59.98% 89.67% 82.47% 75.20%
Mexico
Auto Pact 525,625 43,063 1,005,838 1,574,426
Non-Auto Pact 147,332 87 23,692 171,111
Total Mexico 672,857 43,150 1,029,530 1,745,537
Mexico as % of total .77 1.42 5.60 5.28
Japan
Auto Pact 255,878 25,792 286,806 568,476
Non-Auto Pact 2,790,204 215,788 951,454 3,957,446
Total Japan 3,046,082 241,580 1,238,260 4,525,922
Japan as % of total 26.11 7.94 6.74 13.68
All Others
Auto Pact 259,421 3,996 548,091 811,508
Non-Auto Pact 689,849 0 406,134 1,121,566
Total Others 949,270 29,579 954 225 1,933,074
Others as % of total 8.14 0.97 5.19 5.84
Auto Pact 7,719,641 2,554,757 14,484,305 24,758,703
Non-Auto Pact 3,945,094 488,328 3,892,255 8,325,677
Total Imports 11,664,735 3,043,085 18,376,560 33,084,380

Note: Cars are defined as passenger cars; trucks include light, medium, heavy, and off-highway
trucks and buses.

Source: Calculated from the ISTC automotive data base.

The Big Three Assemblers

The Big Three auto producers have light vehicle assembly
plants in Ontario and Quebec: General Motors has three plants in
Oshawa, Ontario, and one in Sainte Therese, Quebec;g Ford has
two plants in Oakville and one in St. Thomas, Ontario; and
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TABLE 7

Capital and Repair Expenditures in the Canadian Automotive Industry,
1985-93

Capital Vehicle

% Expenditure Expenditure
Capital Repair Change in as % of as % of
Expenditures Expenditures Capital & Capital/Repair Repair/Capital

Industry by Subsector by Subsector Repair Exp., Exp., Exp.,
Year Subsector (CANS MillL.) (CANS Mill.) All Subsectors All Subsectors All Subsectors
1985 Vehicles $ 663.9 $203.9

Auto Parts 339.4 287.7 76.16% 67.11% 58.05%
1986 Vehicles 1,908.6 188.5

Auto Parts 452.3 285.9 89.66 83.27 73.96
1987 Vehicles 1,544.0 188.2

Auto Parts 753.2 245.8 - 3.67 84.11 63.42
1988 Vehicles 1,911.6 2281

Auto Parts 646.3 360.7 15.21 81.29 68.00
1988 Vehicles 1.422.7 244.6

Auto Parts 589.6 3739 —-16.39 76.49 63.38
1980 Vehicles 797.4 233.9

Auto Parts 421.0 3828 -30.25 66.39 56.20
1991 Vehicles 1,242.2 205.5

Auto Parts 402.2 364.0 20.64 74.28 65.39
1992 Vehicles 1,492.4 172.2

Auto Parts 497.6 387.3 15.16 78.05 B65.29
1993 Vehicles 1,447.0 176.9

Auto Parts 698.2 373.8 574 79.57 60.24

Note: 1992 figures are preliminary actual; 1993 figures are preliminary estimates.

Source: Calculations are based on Statistics Canada, /nvestment Statistics—Manufacturing
Sub-Industries Canada, Cat. No. 61-518, and Intentions, Cat. No. 61-214 (Ottawa: Supply and
Services Canada).

Chrysler has one plant in Bramalea and two plants in Windsor,
Ontario.

Under the Canada-U.S. Auto Pact, vehicles and original equip-
ment parts entering Canada from any country, including the
United States, do so duty free as long as they are imported by a
qualifying Canadian manufacturer. To qualify, a manufacturer
must have been producing in Canada in 1964. Four assembly firms,
the Canadian subsidiaries of the Big Three and Volvo, are quali-
fied, as are a number of truck manufacturers and parts producers.'’
The Canadian government later assigned specific duty remission
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FIGURE 2

Canadian Auto Industry Investment, 1985-93
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orders to any firm that could meet performance requirements
roughly similar to the safeguards. American Motors and CAMI (a
Suzuki-GM joint venture) both qualified as Auto Pact firms in this
manner. The Auto Pact commitments were retained in CUSFTA
and NAFTA, although as we argue below, the Auto Pact has be-
come less important.

Table 8 provides data on Canadian value-added (CVA) com-
mitments under the Auto Pact for selected model years from 1965
to 1992. The first commitment or safeguard is that a “qualifying
manufacturer” has to maintain a ratio between the net value of ve-
hicles produced in Canada and the net value of vehicles sold in
Canada of at least the higher of 75/100 or the manufacturer’s ac-
tual ratio in the base year 1963-64. Because production can be for
domestic sale or export and sales can be from either production or
import, this ratio (which has generally been interpreted as produc-
ing one vehicle in Canada for every vehicle sold in Canada) can be
met by either increasing exports or reducing imports. As Table 8
shows, the net production to net sales-value ratio well exceeded
75/100 over the whole period: in 1992 the ratio for cars was
166/100; the ratio for trucks was even higher, 369/100. Because of
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the potential costs of not meeting the production to sales safe-
guard, the Big Three pay close attention to their Canadian produc-
tion levels and through the 1970s augmented production capacity
in Canada."

The second commitment under the Auto Pact relates to CVA. It
is contained not in the agreement itself but in a Memorandum of
Understanding signed between the auto firms and the Canadian
government in which the Big Three undertook to ensure that the
amount of CVA (measured by aggregating certain domestic manu-
facturing costs) for all classes of vehicles assembled in Canada was
at least as great as the amount achieved in the base year. These
CVA commitments are 60 percent for passenger cars, 50 percent for
specified commercial vehicles, and 40 percent for heavy-duty
trucks."

As Table 8 shows, CVA as a percent of the cost of sales has var-
ied from a low of 53 percent in 1980 to a high of 85 percent in 1990
and 1991."° For the Big Three and CAMI, parts CVA as a percent of
total CVA has also remained high, in the 65-75 percent range. In-
vehicle CVA, however, fell from its 1965 level of 91 percent to 45
percent in 1987; but since then the ratio has climbed rapidly, rising
to 65 percent in 1992. Thus, the Big Three assemblers (as well as
Volvo and CAMI) have well exceeded their Auto Pact commit-

ments.
Over the past decade, the Big Three have addressed the excess

capacity in the North American auto industry by closing a number
of plants and rationalizing production among the rest. Canadian
Big Three plants have been or will be allocated the production of
some of the vehicles currently most popular with consumers—for
example, Chrysler’s LH sedans and minivans and GM’s Firebirds
and Camaros. This is one reason Big Three production in Canada
has remained more buoyant than their production in the United

States.
Asian Transplant Assemblers

There are currently four transplant vehicle assembly opera-
tions in Canada: CAMI Automotive Ltd. (the Suzuki-GM joint ven-
ture in Ingersoll, Ontario, operational in 1989); Toyota Motor
Manufacturing Canada Inc. (Cambridge, Ontario, 1988); Honda of
Canada Manufacturing, Inc. (Alliston, Ontario, 1986); and Volvo
Canada Ltd. Manufacturing Division (Halifax, Nova Scotia, 1963).
The future of the fifth transplant, Hyundai Auto Canada Ltd.
(Bromont, Quebec, 1989), which closed in September 1993 for re-
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tooling, is uncertain; although Hyundai originally intended to re-
open in 1996, it appears unlikely that this will happen.'* Except for
Volvo, the transplants all came to Canada within the past 10 years,
creating a “bunching” of new Asian-owned direct investment in
the Canadian auto industry.

The Asian transplants moved to Canada for almost the same
reasons they moved to the United States in the mid 1980s: volun-
tary export restraints (VERs); the rising value of the yen; and Cana-
dian subsidy and duty drawback programs.' Just as with the U.S.
VERs program launched in 1981, Canada negotiated a VERs agree-
ment with Japan to reduce car and truck imports from their 1981
level of 207,000 vehicles to 162,000 units between 1983 and 1984.
Substituting imports of parts plus onshore assembly of vehicles for
vehicle imports was one way of avoiding the VERs. In addition,
the rising yen and the falling Canadian dollar during this period
meant that the cost of imported vehicles rose relative to onshore
production.

Financial incentives were another reason the Asian transplants
moved to Canada. Provincial and local governments, particularly
in Ontario and Quebec, competed to offer subsidies as a means of
attracting plants to their locations. The Asian transplants also qual-
ified for Canada’s duty drawback program, under which produc-
ers can import parts duty free when assembled for reexport. They
negotiated individual duty remission schemes allowing the duty-
free importation of vehicles in return for promising to meet certain
conditions related to production and/or exports similar to those in
the Auto Pact. The expectation of a Canada-U.S. free trade agree-
ment may also have played a role in inducing the Asian trans-
plants to Canada.

In 1986, the Asian transplants produced 10,800 vehicles in Can-
ada; by 1992 this number had risen to 314,000, with a potential ca-
pacity output of 460,000 units. Between 1986 and 1992, the Asian
transplants’ share of Canadian passenger car production increased
from 1 percent to 27 percent, and their share of light truck produc-
tion rose from zero to 4.3 percent.'®

Although all transplant producers are planning to increase the
sourcing of parts within North America (as part of their adjust-
ment to the new trade regime created by NAFTA), they face more
serious competition from the Big Three in the immediate future
than they have for at least a decade. Toyota and Honda both antici-
pate an increase in their Canadian production, but Honda’s major
growtljiTin overall North American output will occur in the United
States.
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Auto Parts Producers

The automotive parts industry in Canada comprises the in-
house producers owned by the Big Three, a few Canadian-owned
multinational firms, a number of foreign-owned parts companies
with at least operations in Canada and the United States, and many
smaller Canadian-owned firms that supply the Big Three.!
Chrysler has 3 in-house parts facilities, Ford has 6, and General
Motors has 4; all 13 are located in Ontario. Some of the Canadian-
owned auto parts multinationals include A.G. Simpson (heavy
stampings at five Ontario plants), Magna International (seatings,
stampings, and plastic and steel parts at four Ontario plants),
Stelco (fasteners and forgings at three Ontario plants), and
Woodbridge Foam (seats and foam rubber components at four
plants in Ontario and one plant in Quebec). The larger foreign-
owned parts companies include Hayes-Dana (drive shafts, frames,
and axles at seven Ontario plants and one Quebec plant), Lear
Seating (seats at four Ontario plants), PPG Canada (glass, adhe-
sives, and coatings in three Ontario plants), and Rockwell Interna-
tional (springs, brakes, and stampings at five Ontario plants).

Sales by Canadian parts producers in 1993 increased by 17 per-
cent from their 1992 levels and are expected to rise by another 9
percent in 1994."” The percentage of total North American original
equipment parts accounted for by Canadian parts producers has
also risen over the last decade, from 7.8 percent to 11-12 percent.”’

The Canadian parts sector is enjoying the benefits of both the
growth in overall North American vehicle production and the loca-
tion of a healthy segment of this production in Canada. It is also
benefiting from GM’s decision to produce fewer of its own compo-
nents. By May 1993, 172 Canadian companies had won US$725
million worth of new work from General Motors.*’

Canadian parts producers have become much more efficient in
recent years. The parts industry added some 10,000 jobs during
1993, for a total of 81,000. Although this number is well below the
peak of 97,000 employed in 1989,7* the value of output per worker
reflects an improvement in productivity of 30 percent.?® Approxi-
mately 50 Canadian parts firms have closed in the past few years,
many of them U.S.-based companies that consolidated their opera-
tions in the United States. However, the shakeout is seen as being
largely complete.”

Investment in the parts sector has averaged over CAN$900
million annually since 1985.7 As a result of new efficiencies, cost
advantages from the Canadian health care system, and the lower
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Canadian dollar,”® Canadian suppliers have been winning business
away from their U.S. competitors.” That the North American auto
sector purchases much of its tools, dies, and molds from the Cana-
dian parts sector is evidence of the level of skill that now exists in
this industry.

Labor

Trends in Canadian auto employment over the past decade are
illustrated in Table 9. Jobs in assembly peaked at 56,900 in 1985,
fluctuated during the intervening years, then fell to 53,900 in 1992.
Close to 55,000 workers had assembly jobs in mid 1993, up some
1,000 over the previous year. In the parts sector, employment
peaked at 96,300 in 1989 but by 1992 had fallen dramatically to
71,800, a drop of 25 percent. During the same period, employment
in vehicle assembly as a percent of employment in the industry as
a whole (parts plus assembly) varied between 36 percent and 43
percent.

In Fall 1993, at the end of contract talks with the Big Three, the
Canadian Auto Workers (CAW) signed a series of three-year agree-

TABLE 9
Employment in the Canadian Automotive Industry, 1985-92
Total Annual Total Annual Employment
Employment Yo Employment Y% in Vehicle
in Motor Change in in Change in Assembly as
Vehicle Assembly Auto Auto Parts % of Total
Year Assembly Employment Parts Employment Employment
1985 56,900 28.44% 84,400 51.53% 40.27%
1986 53,500 — 5.98 85,200 0.95 38.57
1987 52,000 — 2.80 88,800 4.23 36.93
1988 52,700 1.35 94,300 6.19 35.85
1989 55,400 5.12 96,300 2.12 36.52
1990 56,100 1.26 86,400 —10.28 39.37
1991 53,800 — 410 74,100 -14.24 42.06
1992 53,900 0.19 71,800 - 3.10 42.88

Source: Calculated from data in ISTC, Statistical Review of the Canadian Automotive Industry,
1993 Edition, p. 40.
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ments. Under the terms of these agreements, CAW members re-
ceived a 4.5 percent wage increase over three years, higher pen-
sions, additional vacation days, and, where relevant (for example,
at the Chrysler minivan plant in Windsor, Ontario), third shifts in-
stead of overtime.

Even though Canadian auto vehicle workers won more than
their U.S. counterparts in these negotiations, Canadian wage rates
are still lower than those in the United States by anywhere from $7
to $14 an hour, depending on the source.” Much of the difference
is a function of the Canadian medical care system, although the
lower Canadian dollar has reinforced the labor cost advantage.
Union labor accounts for 9-10 percent of vehicle assembly costs.

In sum, the Canadian automotive industry has come through
the recession, it has increased its efficiency, and it is ready to com-
pete in the new North American trade environment.

NAFTA’S AUTO PROVISIONS: A CANADIAN VIEW

What the various stakeholders in the Canadian auto industry
wanted from the NAFTA negotiations reflected their own positions
within the larger North American industry.”

The Canadian Big Three producers” perspective on NAFTA re-
sembled that of their American parents, even though the latter ar-
gued that their Canadian operations were being nationally
responsive in their demands. With respect to the transplant pro-
ducers, the Big Three wanted as much protection from NAFTA as
they could get, including higher regional content provisions than
CUSFTA contained,” and a privileged position in the Mexican
market during the NAFTA phase-in.

The Canadian parts manufacturers also supported an increase
in North American content requirements to 75 percent as well as
the inclusion of a CVA provision to protect Canadian suppliers.
However, Canadian government opposition to the specific Cana-
dian content provision led the parts producers to drop this re-
q[uest31

Already facing the need to adjust to the 50 percent North
American content provisions of CUSFTA, the Asian transplant pro-
ducers fought any further increase in content requirements under
NAFTA. They also sought immediate access to the Mexican market
and opposed the stance of the Big Three that would give the latter
(plus Nissan and Volkswagen) a privileged position in the Mexican
auto market for 15 years.”
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The Canadian government’s objectives in the NAFTA auto ne-
gotiations reflected the structure of the Canadian auto industry
and followed from the positions Canada had adopted during the
CUSFTA talks. The government wanted to retain the Canadian
safeguards under the 1965 Auto Pact; to gain immediate access to
the Mexican market for all Canadian-made vehicles (including
those of the Asian transplants) and parts; and to resolve some of
the administrative difficulties arising out of the CUSFTA rules of
origin by negotiating clearer NAFTA content regulations.

With no domestically owned assemblers, Canada did not dif-
ferentiate among vehicle producers in the way the United States
did. The Asian transplants played an important role in the Cana-
dian economy, particularly in Ontario, and therefore the Canadian
government was more sympathetic to their concerns about access
to the Mexican market and North American content requirements.
Canadian negotiators preferred a 50 percent North American con-
tent rule, but in the end they acceded to the higher content require-
ment (62.5 percent) sought by the United States as part of an
overall package that met most of Canada’s negotiating objectives.

The Canadian government was largely successful in attaining
its goals, although under CUSFTA the Auto Pact safeguards will
lose much of their significance by 1998.* Duty drawbacks on auto
parts for the Asian transplants will be eliminated in 1996, and duty
remission orders on vehicle imports will end in 1998.

What Canada did not achieve was access to the Mexican mar-
ket for Canadian-made Toyotas and Hondas during the NAFTA
phase-in period. The Canadian negotiators were satisfied with the
NAFTA provision that allows vehicles from new and refitted
plants to move duty free within North America with 50 percent
rather than 62.5 percent North American content for the first five
years of production. The Canadian government had also hoped
that the NAFTA talks would consider two other matters on its
agenda—market distortions resulting from state government loca-
tion grants, and consideration of a possible North American auto
trade policy regarding Japan. However, since neither of these is-
sues was a priority for the United States, they remained off the
table.

ADDRESSING THE NAFTA CHALLENGE
Even before the conclusion of NAFTA, the Canadian auto in-

dustry had moved a long way toward continental trade and invest-
ment. The industry underwent considerable restructuring as a



Canada’s Role in the North American Auto Industry m 77

result of the Auto Pact and CUSFTA and also due to the introduc-
tion of just-in-time or lean 3procluctiorn techniques in parts produc-
tion and vehicle assembly. ”> Since the mid 1980s, Mexican border
plants (maquiladoras) have been integrated into the sourcing strate-
gies of the Big Three as a result of U.S. and Mexican legislation.®
Auto Pact provisions and tariff reductions under the General Pref-
erential Tariff for developing countries already allow most Mexi-
can exports of automotive products into Canada duty free.

Nevertheless, any change in the regime governing automotive
trade and investment will require adjustment. NAFTA’s impact on
Canadian auto production will be examined by looking at each
segment of the industry and highlighting the challenges that the
new trade and investment regime will bring both for the auto in-
dustry stakeholders and for the Canadian government.

The Big Three Assemblers

How the U.S. multinationals in the auto industry will adjust to
NAFTA is a concern in all three countries. Adjustment will proba-
bly be less difficult in the Canadian auto industry than in other sec-
tors because Canadian and U.S. plants are already fully integrated
as a result of the Auto Pact and CUSFTA.” In addition, as noted
above, U.S. multinationals integrated Mexican production during
the 1980s partly through the maquiladora program. Still, some ration-
alizations, as well as plant closures, are likely to occur.

The Big Three assemblers in Canada are generally pleased with
NAFTA’s auto provisions; NAFTA will have only a limited effect
on them because they are already organized for continental pro-
duction. They will feel the impact after the full implementation of
CUSFTA in 1998 and of NAFTA in 2003, when imports from the
United States and then Mexico will enter Canada duty free. Auto
Pact benefits will then apply only to imports fromm nonmember
countries. Some incentive will remain, however, for the Big Three
to continue vehicle assembly in Canada to retain their eligibility for
Auto Pact benefits.” (See the box on page 78 for an estimate of the
value of these duty-free programs.)

One of NAFTA'’s selling points in Canada was that it would
open the Mexican market to imports and foreign direct investment
from Canada and the United States. A growing Mexican economy
would mean opportunities for Canadian exporters. But it is not
clear how much advantage the Canadian Big Three vehicle assem-
blers will derive from the opening of the Mexican market. Al-
though the Mexican economy has been growing, the rate of growth



78 m North American Outlook

VALUING THE DUTY REBATE PROGRAMS
The Big Three

The major regulatory incentive for the Big Three to meet the Auto Pact's
safeguards is the duty remission program, under which automotive imports
from all countries enter duty free for qualifying producers. In 1991, total Auto
Pact (i.e., duty-free) imports by Canada from all countries were $24,758.7
million, distributed as follows: United States, 88.2 percent; Mexico, 6.4 per-
cent; Japan, 2.3 percent; and all others, 3.3 percent (see Table 6).

Canada's most favored nation (MFN) tariff is currently 9.2 percent.
(Since tariff rates vary by commaodity and by country, the calculations below
should be seen as estimates.) If a 9.2 percent tariff had been levied on these
duty-free imports, the maximum duty would have been 0.092 x $24,758,703
= $2,277.8 million. Thus, the Auto Pact saved qualified producers $2.3 billion
in potential duties. In 1991, the total Canadian duties paid on automotive
goods were $5.8 billion. The Auto Pact savings were therefore worth about
39 percent of the duties actually paid.

Under NAFTA, Canadian imports from the United States after 1998 and
from Mexico after 2003 will enter duty free, so the duty remission program
will apply only to Auto Pact imports from non-NAFTA countries. After U.S.
and Mexican imports are removed from total Auto Pact imports, the safe-
guards will still save 0.092 x $1,379,980, or $121 million in duties on imports
from nonmember countries. But this is clearly a much smaller saving for Auto
Pact members than the estimate of $2.3 billion pre-NAFTA.

The Asian Transplants

The transplants currently import parts duty free under Canada's duty
drawback scheme and vehicles duty free under individual duty remission pro-
grams (i.e., non-Auto Pact). Information on the percentage of non-Auto Pact
imports that currently receive duty-free treatment is not known. Estimates
can be made of an upper and lower bound. Assume that, at a maximum, all
non-Auto Pact parts and vehicles in 1991 were brought in duty free by the
transplants. The tariff saving would therefore be 0.092 x $8,325,677 =
$765.96 million. At a minimum, assume that only non-Auto Pact, non-U.S.,
and non-Mexican imports are made by the Asian transplants. The duty sav-
ing falls to 0.092 x $5,079,012 = $467.3 million.

Under NAFTA, the duty drawback program expires in 1996 and the duty
remission programs in 1998. Therefore, the transplants would be faced with
paying duties of between $467 million and $766 million. For this reason, the
Canadian government reduced the tariff on imported engines and transmis-
sions to zero and on most other parts to 2.5 percent, effective in 1994. The
vehicle tariff was left at 9.2 percent. The saving to the Asian transplants,
using 1991 data and assuming the parts tariff is 2.5 percent, should range
between $91 million and $261 million (i.e., 0.067 x $1,357,588 and 0.067 x
$3,892,255).
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over the past year has been lower than the Mexican government
anticipated. Moreover, decisions about which Big Three vehicles
will be advertised and promoted in Mexico will be made in the
United States rather than in Canada.

Recent decisions by Ford concerning the allocation of vehicle
production among its plants in Canada, the United States, and
Mexico illustrate how continental considerations will structure the
future of both assembly and parts production in Canada. In late
1993, Ford announced that it would build its new compact cars in
Mexico as well as in the United States and that it would greatly in-
crease its exports to Mexico. Ford’s plans will touch off production
shifts in Mexican, Canadian (Windsor, Ontario), and U.S. factories,
creating the equivalent of 550 jobs in the United States and Canada
and 300 jobs in Mexico. Ford projected that the total number of jobs
or “job equivalents” could climb to 6,000 when additional work at
its U.S. and Canadian supplier plants as well as overtime were
taken into account. In 1993, Ford exported only about 1,500 cars to
Mexico from its plants in Canada and the United States, but it ex-
pects that number to rise to about 25,000 by the end of 1994 and to
50,000 by 1996.%

The Big Three in Canada are currently enjoying strong sales be-
cause they are producing vehicles, such as minivans, that are high
in consumer demand. However, a vehicle’s production life is lim-
ited. Because plant product mandates are decided at head offices
and plants within the same corporate family must compete against
each other for production opportunities, Canadian assembly plants
may not always be allocated attractive vehicle models.

For example, GM is still reducing the number of its assembly
facilities. While the plant at Sainte Therese is now producing
strong sellers and might even get a third shift, it is located some
distance from the auto corridor connecting U.S. highways I-65 and
1-75.” This raises questions about its longevity beyond the lives of
the models now being produced.

Although in recent years Canadian-based assemblers have pro-
duced close to one in five cars made in Canada and the United
States, this proportion is not etched in stone and may be vulnerable
over the long term, new investments in plant refurbishing notwith-
standing. Assemblers in Canada will have to compete to maintain
the current North American production ratio.

Asian Transplant Assemblers

The Asian auto assemblers are not pleased with the outcome of
the NAFTA. Although they see some improvement in the clarity,
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transparency, and predictability of the NAFTA rules of origin, they
had opposed any increase in the regional content requirements be-
yond those of CUSFTA and are unhappy with what the?r see as
their discriminatory treatment during the phase-in period.*

For the Asian transplants, two issues arise out of NAFTA. Both
relate to the costs of assembling vehicles in Canada and therefore
to the future attractiveness of Canada as a location for transplant
production. The first is the elimination of duty drawback and duty
remission programs, and the second is the new North American
content requirement. One reason the transplants were originally at-
tracted to Canada was their eligibility for Canadian duty rebates
on imported vehicles and parts. But even though the elimination of
duty drawbacks has been postponed until 1996 and of duty remis-
sion programs until 1998, the cost of doing business in Canada
after then will increase for the transplants. They will have to pay
the Canadian most favored nation (MFN) tariff on imports from
non-NAFTA countries (imports from Mexico and the United States
will be duty free if the commodities meet North American content
regulations). (See page 78 for estimates of additional costs to the
transplants from the loss of the duty rebate programs.)

In October 1993, we hypothesized that in response to the loss
of the duty rebates, the transplants could adopt one or a combina-
tion of the following strategies: (1) absorb the difference in tariffs
and continue producing in Canada; (2) relocate assembly to the
United States to protect access to their most important North
American market; (3) press the Canadian government to lower its
tariffs to U.S. levels; or (4) increase their sourcing of parts from
NAFTA members.”> We had not known, however, that the Cana-
dian government’s decision even before NAFTA was implemented
was to reduce the tariffs on imported parts. This was clearly done
in response to the concerns expressed by the Asian and other non-
North American auto producers.” Duties on imported parts have
been cut either to zero or to 2.5 percent from a previous level of 9.5
percent or higher; the duty on finished vehicles remains at 9.5 per-
cent (although it will drop to 6.1 percent over the next few years as
a result of the Uruguay Round negotiations of the General Agree-
ment on Tariffs and Trade).” Indeed, this decision, approved by
order-in-council in late Fall 1993, appears to have been one of the
factors involved in Toyota’s decision to locate a new engine plant
in Ontario.”” The Big Three have protested that the drop in the
parts tariff clearly favors the Asian transplants. It also reduces the
U.S. assemblers’ motivation to continue meeting the Auto Pact
safeguards.”

£z
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The second issue that concerns the Asian transplants is the
new North American content requirement of 62.5 percent. The
transplants have eight years to adjust to the higher content rules.
Current exchange rates and these new content regulations make it
a favorable time for Japanese firms to increase production and
sourcing in North America, but how much of this new investment
in parts and components is coming to Canada remains to be seen.

Although Asian suppliers have followed assemblers to North
America, most have located in the United States.”” There are three
reasons component producers view Canada as a less attractive lo-
cation: the assemblers have larger facilities in the United States;
state governments in the United States can offer (and have offered)
more lucrative location packages than the Canadian provinces; and
U.S. labor is less unionized than Canadian labor.*

Honda and Toyota believe that their Canadian facilities will be
at a distinct future cost disadvantage relative to their plants in the
United States. As noted above, Honda has announced an increase
in its levels of North American production; however, only a small
part of this increase will be in Canada. Toyota has decided to
spend approximately CAN$33 million to build an engine assembly
plant to supply its assembly plant in Cambridge, Ontario. The
plant will produce about 80,000 1.6- and 1.8-liter engines per year
and will employ about 50 people, with the Ontario government
providing up to $1 million for training and capital equipment.

The Canadian government has been trying to persuade Japan-
ese and European automakers to invest in production in Canada,
and it sees the Toyota engine investment as an important step. But
Toyota’s investment is cautious and exemplifies the dilemmas fac-
ing Japanese assemblers, the change in Canadian tariff rates not-
withstanding. Given bilateral frictions over automotive trade,
Toyota is not eager to exacerbate the trade tensions between the
United States and Japan. Moreover, augmenting production in the
United States ensures access to its major North American market.
Even though Toyota has had a wheel-making plant in Canada
since 1984 and has now committed itself to a second investment in
Canada beyond assembly, it is not clear how much further it is pre-
pared to go.*

Future assembly decisions by Asian transplants will be gov-
erned by their response to the NAFTA regime and by their overall
evaluation of the economic environment in North America. As a
result, expansion of Asian transplant assembly capacity is more
likely to occur in the United States than in Canada.
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Auto Parts Producers

Over the last decade, Canadian parts producers have reaped
significant benefits from the Auto Pact production to sales safe-
guards and from the CVA requirements that generate incentives
for assemblers to source production in Canada. Thus, as NAFTA is
being implemented, the industry is reasonably robust. But for it to
remain so, the parts industry must be able to adapt to continuing
technological change. As firms adopt lean production techniques,
the number of parts required per automobile is decreasing. The
trend to system sourcing, the closer, more integrated style of sourc-
ing characteristic of lean production, has implications for second
and third suppliers that used to produce inputs for first-tier suppli-
ers. They will lose business as the design and production of com-
ponents become more sophisticated.” At this point, few Canadian
companies can provide full service—i.e., engineering capabilities,
not just “make-to-print” that assemblers are now demanding.

Canadian parts firms have become more efficient at home in
recent years, and they have also begun to internationalize their
production. Perhaps the most dramatic example is Magna Interna-
tional Ltd., which during 1993 announced acquisitions in Germany
and Austria.” Magna also has a manufacturing facility in Puebla,
Mexico, to supply VW, and it has negotiated a multimillion-dollar
contract to supply complete body stampings and other compo-
nents for BMW'’s proposed plant in Spartanburg, South Carolina.™

The investment activities of a second Canadian-owned parts
producer, A.G. Simpson Co. Ltd. of Scarborough, Ontario,
demonstrate the increasingly continental (i.e., Canadian and U.S.)
character of industry sourcing. The company has recently added a
stamping plant in Kentucky to its other U.S. locations.”

The internationalization of Canadian parts firms marks a new
stage for this sector of the Canadian industry. Prompted by the in-
troduction of lean production techniques, suppliers recognize the
importance of a location proximate to assemblers. This is the
rationale behind the expansion of Magna International and A.G.
Simpson into the United States, to sites that are close to the Big
Three as well as to transplant assemblers. Although both compa-
nies maintain that their expansion southward will add jobs in Can-
ada rather than take work away from their Canadian facilities,
there is no question that the attractiveness of U.S. locations will act
as a brake on the growth of sourcing in Canada, particularly if U.S.
state governments compete for plants with incentive grants.
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The major challenge facing Canadian auto parts producers is
whether they will be able to compete for inputs within the overall
North American market. The test is particularly critical with re-
spect to the Asian transplants. At issue is whether Canadian parts
producers will be able to retain the overall percentage (11-12 per-
cent) of North American production they currently hold and
whether investment in new capacity will be made in Canada or in
the United States. Long-term competitiveness will depend on three
factors: continued sourcing in Canada by the Big Three assemblers;
competition that Canadian parts producers might face from Mexi-
can firms; and the potential to serve the transplant assemblers.

Sourcing by the Big Three

Continued sourcing by the Big Three assemblers is critical to
the continued health of the Canadian auto parts industry and to
the employment it generates. As long as the Big Three in Canada
have the mandate to produce vehicles for which there is high de-
mand, and assuming they remain competitive, Canadian parts pro-
ducers can expect to sell components to these assemblers.

However, it is important to recall the link between the Auto
Pact and sourcing in Canada by the Big Three. The Big Three’s
careful attention to their Auto Pact undertakings has worked to the
advantage of Canadian parts producers. The Auto Pact is retained
by NAFTA and remains important as a means of allowing the Big
Three to import new vehicles duty free from third countries. But,
as noted above, the significance of the Auto Pact safeguards re-
garding automotive goods imported from the United States termi-
nates in 1998; their significance regarding Mexico will be relevant
until 2003 for vehicles and until 1999 or 2003 for many compo-
nents.” With their ability to import cars duty free into Canada
under either the Auto Pact or the free trade regime, the Big Three
could reduce their level of assembly in Canada, which clearly
would have a negative impact on Canadian component producers.

Among the in-house suppliers, GM’s Canadian parts plants are
the most vulnerable because of the company’s decision to restruc-
ture and downsize partly by divesting some of its parts producers.
At the same time, independent suppliers are the beneficiaries of

GM’s new outsourcing policy.
Competition from Mexican Firms

The extent to which Canadian parts producers will be affected
by competition from Mexico involves three questions: Will Cana-
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dian firms move to Mexico? Will Canadian parts producers be able
to compete in the Mexican market? Will Canadian parts producers
face competition in the U.S. market from parts made in Mexico?

Canada has not yet lost a major parts investment to Mexico; to
date, only a small number of Canadian firms manufacturing labor-
intensive components have relocated. In fact, Canadian parts pro-
ducers should increase their sales in Mexico as NAFTA is
implemented. Because it has long been protected, the Mexican-
owned domestic parts industry is considerably less efficient than
those in either Canada or the United States.” Therefore, as these
firms face competition, many will fail, creating openings for Cana-
dian (although also for American) companies.

Autos and parts are the largest component of exports to the
United States from Canada and Mexico. We have argued elsewhere
that while the potential exists for competition between Canadian
and Mexican parts firms for sales in the U.S. market, the fact that
the exporting firms are almost all subsidiaries of U.S. multinationals
makes it less likely. Thus, rather than overt competition, we expect
continued plant rationalizations and reductions in product lines.™

Asian Transplant Purchases

To comply with the NAFTA rules of origin and reduce the
pricing disadvantages that result from the high value of the yen,
the Asian transplant producers will have to increase their sourcing
of components in North America. Theoretically, therefore, Cana-
dian parts producers stand to benefit, although by how much is
uncertain. Because the parts industry in Canada is smaller and less
developed than that in the United States, the Asian transplants an-
ticipate difficulties in increasing Canadian content quickly while
running their assembly operations on a just-in-time basis.”

Of the transplant assemblers, CAMI has had the most Cana-
dian suppliers. Honda and Toyota have done less Canadian sourc-
ing, in part because most of their major purchasing decisions are
made by the much larger Honda and Toyota plants in the United
States.”® Another problem, already noted, is the limited number of
first-tier transplant suppliers located in Canada. Given lean pro-
duction techniques, this in turn means that few Canadian parts
producers have the opportunity to work with first-tier transplant
suppliers in the development of products or new materials.”” In
short, while there are opportunities for Canadian parts producers
to augment their sales to the transplant assemblers, they will have
to work assiduously to do so.
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Labor

From the perspective of the debates over NAFTA and future
concerns about sector stability, the most interesting aspect of the
Fall 1993 auto industry labor negotiations in Canada was not the
wage and working conditions demands, but the call for Canadian
content. In addition to the usual topics on the table, the CAW
sought a written statement from the Big Three that would commit
them to maintaining at least the current average of approximately
75 percent Canadian-made materials in their vehicles assembled in
Canada. It perceived that, with NAFTA soon to be implemented, a
commitment to Canadian content was “important politically” and
would serve as a precedent for other manufacturers. The CAW also
saw it as an opportunity to expose the much lower levels of Cana-
dian content in cars produced by the transplants.”” GM acceded to
the request, stating in a letter to the CAW that “the company com-
mits to support acceptance of this principle [of an average of 75
percent Canadian content in vehicles produced in Canada] so that
foreign producers will be encouraged to make their fair share con-
tribution to actions that will restore jobs to Canadian automotive
and parts manufacturing workers.”®

Canadian labor opposed both CUSFTA and NAFTA. More-
over, the CAW has made quite clear its opposition to lean produc-
tion and the changes in work organization that it has prompted.*?

The number of short- and long-term jobs in the Canadian auto
industry is beyond the influence of auto workers. But there is a link
between labor’s attitude and the investment climate. Mention has
already been made of the negative perception of the Canadian
labor environment held by Asian transplant components firms. Al-
though the amount of on-the-job education and training in the Ca-
nadian auto industry has increased in recent years, it continues to
lag behind that in Japan and the United States.”” The changing na-
ture of auto production will require a flexible, well-trained work-
force. Unionized labor will have to adjust to new production
methods, important components of which are continuous learning
and the team organization of production line responsibilities.

The Role of Government

Government policies have shaped, and will in turn be shaped
by, the auto industry. The complexities of the industry and the
challenges it faces in this era of continuing global excess capacity
and continentalization of production will generate pressures on the
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Canadian state, some of which can be anticipated from the argu-

ments made above.
One issue the Canadian government was not able to get on the

table during the NAFTA negotiations was location subsidies.” This
issue will continue to be significant as competition for industry un-
folds within a continental market. U.S. states have actively pursued
auto industry investment, as is shown by Kentucky’s assistance to
A.G. Simpson® and North Carolina’s and Alabama’s arrangements
to lure BMW and Mercedes-Benz, respectively. As the Simpson
and Magna cases demonstrate, parts plants, even Canadian-owned
ones, follow assemblers. Canadian pockets are simply not deep
enough to compete on the same scale. It also is not clear, at least
judging from the Simpson experience, whether the province of On-
tario is as well organized as its U.S. subunit competitors.” Prime
Minister Chrétien has a commitment from the U.S. and Mexican
presidents to address the definition of subsidies within the next
two years, but the question is so sensitive that progress will be dif-
ficult.

Another potential bilateral issue faces the Canadian govern-
ment: the size of Canada’s auto trade surplus with the United
States in a congressional environment that is increasingly sensitive
to trade balances. Will the result be that the U.S. Congress and per-
haps the administration will informally pressure the Big Three to
relocate Canadian assembly back to the United States? With the re-
duced importance of the Auto Pact safeguards, the Big Three may
be less persuaded of the value of their current Canadian assembly
facilities.

A third issue is the obverse of the second, the ability of the Ca-
nadian government to bargain with the Big Three to maintain, if
not expand, assembly capacity in Canada. The Big Three harshly
criticized the Canadian government’s decision in late 1993 to re-
duce the tariff on imports parts, suggesting that the Japanese as-
semblers had received something close to Auto Pact status without
having to give the commitments the Big Three gave when the Auto
Pact was signed.”” Although the Auto Pact safeguards may have
given the Canadian government considerable moral suasion for the
Big Three to expand assembly capacity in Canada,”® when the
pact’s status is reduced, this leverage may decrease accordingly.

A further difference of opinion between the Big Three and the
Canadian government arose in Fall 1994 over the government’s in-
tention to revise its unemployment insurance system. The respon-
sible minister accused the Big Three of abusing the system by
timing layoffs for plant renovations or slowdowns in demand to
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make workers eligible to collect unemployment benefits. GM’s re-
sponse to the minister was to threaten a halt to its investments in
Canada. This was followed by a sharp letter from the presidents of
the Big Three in Canada, together with the CAW, refuting the
minister’s charges and arguing that the denial of benefits would be
unfair to employees who paid their premiums as well as make it
more difficult for companies to keep their most skilled employees
from seeking alternative employment during layoffs.”” The Big
Three can be expected to push their position forcefully as the Cana-
dian government debates changes to its social programs.

Finally, the challenge of training will confront both levels of
government. A large number of auto industry jobs now require at
least a high school education, and many demand more than that.
Can the Canadian education systems produce graduates who are
sufficiently sophisticated for the industry’s needs?”’ What happens
to those who lose their jobs as a result of plant closures or the intro-
duction of new technologies? What kinds of new educational rela-
tionships can be developed between automotive industry
stakeholders and community colleges? The search for solutions has

begun, but more is required.

CONCLUSIONS

The future of the Canadian automotive industry will be deter-
mined by decisions made largely outside Canada by the Big Three
and the Asian transplant producers. The long-term competitive-
ness of these auto multinationals will also be a determining factor.

We have argued that the Canadian industry enters the NAFTA
phase-in period in a more competitive position than it has enjoyed
for some time. But will this health continue beyond the window of
opportunity presented by the U.S. recovery? In a competitive, now
continental environment, adjustment is continuous, but pressure
could well intensify when the recovery recedes, perhaps sometime
after 1996. What will happen to the Big Three at that point? Will
they again lose huge sums of money? Will they have the capital re-
quired for new models and research?

The test for the Big Three will be to maintain their share of the
North American market during a future downturn in sales. The Big
Three have not regained the market share lost to Japan since the
early 1980s;”’ rather, the source of the Asian transplants’ vehicles
has shifted from imports to onshore assembly. Moreover, excess
capacity continues in the auto industry worldwide. The auto multi-
nationals have responded by downsizing and restructuring pro-
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duction. Big Three assembly plants are not guaranteed production
beyond the life of vehicle models currently allotted to them, and
they now have to compete against other facilities in the same cor-
porate family for new vehicle mandates. This competition pro-
motes the whipsawing of plants, which in turn puts cost pressures
on both suppliers and labor. These pressures are likely to continue.
In the Canadian context, this means that despite new investments
in upgrading production facilities, the Canadian Big Three assem-
bly operations have no guarantees beyond the next few years.

Foreign transplant production of motor vehicles, both cars and
trucks, should grow rapidly in the next few years as the Asian and
now European auto multinationals establish new or augment exist-
ing facilities onshore in response to NAFTA, to exchange rate
changes, and to differences in unit labor costs. As the transplants
contemplate future North American investments, their attention
will focus on these factors, comparing Canada’s locational attrac-
tions with those of the United States and Mexico. Given the im-
portance of the U.5. market and just-in-time production, it is not
likely that the transplants will put much of their new investment in
Canada.

The Auto Pact and CUSFTA have created certain synergies of
production that have worked to Canada’s benefit as an assembler
of vehicles for the Canadian and U.S. markets. Assembly in Can-
ada has meant opportunities for Canadian parts producers. But
these locational advantages will be diluted once NAFTA offers the
Mexican auto industry the same synergies and the Auto Pact safe-
guards become less important. For the Canadian industry, the pull
south, either to the United States or to Mexico, represents both an
opportunity and a challenge that cannot be ignored.

NOTES

1. This article focuses primarily on the light vehicle sector—i.e., cars and light
trucks. Other segments of the industry—heavy trucks, automotive aftermarket
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motive industry comprises the Big Three assemblers (General Motors [GM], Ford,
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2. Timothy Pritchard, “Auto Industry Anticipates Rejuvenation in Sales,” Globe and
Mail (Toronto), December 29, 1993, p. B1.
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p- 6; and Barrie McKenna, “Hyundai to Reopen Quebec Plant,” Globe and Mail, April
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16. Ibid., p. xxiii.
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an increase of 2.4 percent (“Honda to Boost Production in N. America,” Globe and
Mail, January 19, 1994, p. B3). In July 1994, Honda announced an increase of another
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CANS$20 million in its Alliston plant to increase capacity. This compares with the
US$245 million investment in the United States, which Honda announced at the
same time (Erik Heinrich, “Honda Unveils Plans for Canada Car,” Financial Post,
July 20, 1994, p. 5).
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25. DesRosiers, Industry Observations, p. 1.
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B

Canada’s Role in the North American Auto Industry m 91

36. U.S. Office of Technology Assessment (OTA), LI.S.-Mexico Trade: Pulling Together
or Pulling Apart? Chap. 7 (Washington, D.C., October 1992).

37. For an analysis of the possible responses of U.S. multinationals to NAFTA, see
Lorraine Eden, “Who Does What After NAFTA? Location Strategies of U.S. Multi-
nationals,” in Lorraine Eden (ed.), Multinationals in North America, Industry Canada
Research Series, Vol. 3 (Calgary: University of Calgary Press, 1994). For more gen-
eral discussions of multinational responses to NAFTA, see the other articles in the
same volume.

38. For earlier calculations on the benefits of the Auto Pact to the Big Three, see Jon
Johnson, “NAFTA and the Trade in Automotive Goods,” in Steve Globerman and
Michael Walker (eds.), Assessing NAFTA: A Trinational Analysis (Vancouver: The
Fraser Institute, 1993), pp. 112-113; and Eden and Molot, “NAFTA’s Automotive
Provisions,” p. 18.

39. Most of these 1993 exports to Mexico were from the United States (Doron P.
Levin, “Ford to Build New Compacts at U.S. and Mexican Plants,” New York Times,
December 17, 1993, p. D1; and Wendy Cuthbert, “Expansion in Mexico to Benefit
Ford Canada,” Financial Post, December 17, 1993, p. 6).

40. Laura Fowlie, “Ste. Therese Plant May Get Third Shift,” Financial Post, Novem-
ber 17, 1993, p. 7; and James Rubenstein, The Changing U.S. Auto Industry: A Geo-
graphical Analysis (London and New York: Routledge, 1993).

41. In the view of the Japan Automobile Manufacturers Association (JAMA) of Can-
ada, any improvement in the definition of the rules of origin “cannot justify an arbi-
trary and blatantly protectionist 25 percent increase in the regional value content
requirement” (JAMA Canada, Annual Report (Toronto, 1993), p. 3).

42. Eden and Molot, “NAFTA’s Automotive Provisions.”

43. JAMA Canada, Annual Report, 1993.

44. Among the duties cut to zero are those on parts used to make engines and trans-
missions (parts that cannot or will not be sourced in Canada) and on components
such as those for signaling and seat systems that might be sourced in Canada. The
new 2.5 percent rate includes parts such as mirrors, wipers, dashboard instruments,
and suspension gear (Timothy Pritchard, “Big Three Assail Tariff Cuts on Foreign
Parts,” Globe and Mail, February 11, 1994, pp. Bl, B6).

45. Ibid.

46. DesRosiers, “The ‘Power’ or “Lack-thereof” of the Auto Pact.”

47. U.S5.-Canada Automotive Select Panel, Competitiveness of the North American Au-
tomotive Industry, June 1992, p. 8; and Andrew Inkpen, “Japanese Joint Ventures in
the Automotive Industry: Implications for North American Suppliers,” in Driving
Continentally.

48. Maureen Appel Molot, “Introduction,” in Driving Continentally, pp. 6-7.

49. On November 4, 1994, Toyota announced that it will increase production at its
Cambridge site to 200,000 Corolla sedans from the current level of 80,000. This will
elevate the status of the Cambridge facility to a world-class plant (one that is capa-
ble of making at least 200,000 vehicles a year). This expansion of production in Can-
ada, which will have significant spinoffs for Canadian parts producers, will mean
that Toyota will no longer export Corollas from Japan to the United States once the
facility is in full operation by 1997. Rather, Corollas sold in the U.S. market will
come from Canada. Two considerations in the decision have already been noted, the
high value of the yen and the U.S.-Japanese trade deficit. On the more positive side,
national health insurance, quality, and the relatively lower value of the Canadian
dollar give Canadian assembly plants cost advantages over their U.S. counterparts



92 m North American Qutlook

(Casey Mahood, “Ontario Wins $600-Million Plant,” Globe and Mail, November 4,
1994, p. Al; and Erik Heinrich, “$600M Boost at Toyota Canada,” Financial Post, No-
vember 4, 1994, p. 1).

50. Wolf and Taylor, “Employee and Supplier Learning,” p. 303.

51. Magna purchased 74 percent of the Zipperle group, a subsidiary of Porshe
GmbH of Austria, which manufactures rear-view mirrors and other vehicle equip-
ment. It also acquired a 60 percent interest in KS Automobil-Sicherheitstechnik
(KSA), a producer of airbags and steering wheels for European automakers, and a
12.5 percent interest in KSA’s parent company, Kolbehschmidt AG (Timothy Pritch-
ard, “Magna Continues Acquisitions in Germany,” Globe and Mail, November 30,
1993, p. B11).

52. Laura Fowlie, “Doddridge Helps Steel Magna in Adulthood,” Financial Post,
June 5, 1993, p. S14.

53. John Saunders, “Simpson Cuts Kentucky Deal,” Globe and Mail, July 24, 1993, p. B3.
54. Johnson, “NAFTA and the Trade in Automotive Goods,” p. 110.

55. For a more detailed discussion on the structure of the Mexican parts industry
and that sector’s competitiveness, see OTA, U.5.-Mexico Trade, pp. 137-138, 148-149.
56. Lorraine Eden and Maureen Appel Molot, “Shaping Comparative Advantage in
the North American Trade Bloc,” Canadian Business Economics, Vol. 1, No. 1 (Fall
1992), p. 49.

57. JAMA Canada, Annual Report, 1993, p. 25.

58. Wolf and Taylor, “Employee and Supplier Learning,” p. 299.

59. Ibid., pp. 300-301.

60. Virginia Galt, “CAW Targets Canadian Content,” Globe and Mail, July 16, 1993,
p- B3.

61. Virginia Galt, “GM Committed to Canadian Operations,” Globe and Mail, Sep-
tember 30, 1993, p. A3.

62. Wolf and Taylor, “Employee and Supplier Learning,” p. 306; and Robertson et
al., “Team Concept and Kaizen.”

63. Wolf and Taylor, “Employee and Supplier Learning,” pp. 306-307.

64. Rubenstein, The Changing U.5. Auto Industry.

65. Kentucky’s contributions include an $838,000 cash grant, repayable if certain job
targets are not met; $66,000 for worker training; $440,000 for access road im-
provements; and special tax credits allowing the company to deduct mortgage in-
terest on the land and buildings from its state tax bill (Saunders, “Simpson Cuts
Kentucky Deal,” p. B1).

66. Ibid., pp. B1, B3.

67. Pritchard, “Big Three Assail Tariff Cuts,” p. B1.

68. DesRosiers, “The ‘Power’ or ‘Lack-thereof’ of the Auto Pact.”

69. “Ul Cuts May Halt GM Investment,” Financial Post, October 19, 1994, p. 9; and
John Geddes, "Big Three, CAW Refute Ul Misuse,” Financial Post, November 2,
1994, p. 5.

70. Automotive Advisory Committee to the Prime Minister, Canadian Automotive In-
dustry: Issues and Solutions, Submitted to Minister of Industry, Science and Technol-
ogy and International Trade as part of the Prosperity Initiative, May 26, 1992,

71. Doron P. Levin, “Downturn Will Test Big 3's Recovery,” Globe and Mail, Febru-
ary 7, 1994, p. 5.

—— g



NAFTA’s Impact on the
North American Automobile Industry

ABOUtHRE -XEROFB ¢ s i wias s wars 55 T st e s s i ke s e s s 2

The North American Auto Industry Under NAFTA:
Making the Positive Sum Solution Happen . ................ 3

by James P. Womack

The Impact of NAFTA on the
Mexican AutoIndustry ........ ... ... ...l 20

by Isabel Studer

The Challenge of NAFTA: Canada’s Role
in the North American AutoIndustry ...................... 56

by Lorraine Eden and Maureen Appel Molot

Selected Issues of Outlook
and NPA Publications .........ccuiii i eeennn. Inside back cover



NORTH AMERICAN OUTLOOK

Vol. 5, No. 1
November 1994

Published by the National Planning Association, 1424 16th Street, N.W.,
Suite 700, Washington, D.C. 20036 Tel (202) 265-7685 Fax (202) 797-5516.
Copyright 1994 by the National Planning Association. Short quotations
with appropriate credit are permissible. Opinions expressed by the
authors are their own and do not necessarily represent the views of their
organizations or of NPA.

North American Outlook (ISSN #1071-5584) is available through subscription
(U.S.$35.00 per year).

Forthcoming Issues
® U.S. Firms in North America: Redefining Structure and Strategy

® Perspectives on Western Hemispheric Economic Integration

North American Outlook Editorial Board

STEFHEN BLANK JAMES E. PERRELLA
Associate Director, Chairman, President, and CEO,
North American/Canadian Affairs, Ingersoll-Rand Company
Americas Society PETER G. RESTLER

ALFRED P. BUHLER Partner,

President, CAI Advisors & Co.

Bank of America Canada IACK SHEINKMAN

JAMES A. CURTIS President, :
Chairman, Amalgamated Clothing &

Milliman and Robertson, Inc. Textile Workers’ Union
SIDNEY WEINTRAUB
William E. Simon Chair in
Political Economy,

Center for Strategic and
MALCOLM R. LOVELL, JR. International Studies

President and CEQO, NN
National Planning Association i b
International President (Retired),

IAN C. GENT
Chairman and CEQ,
Black Rock International Inc.

J. SHAN MULLIN United Steelworkers of America,
Perkins Coie AFL-CIO, CLC
DAHLIA STEIN

Managing Editor

JONATHAN LEMCO
Associate Editor

Cadall for Papers

Authors of articles that fit the scope of North American Outlook are
invited to send one copy of their manuscript to: Dahlia Stein, Managing Edi-
tor, Outlook (Tel 202-884-7630), National Planning Association, 1424 16th
Street, N.W., Suite 700, Washington, D.C. 20036.






