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Antidotes to Regionalism:
Responses to Trade Diversion
Effects of the North American

Free Trade Agreement*®

RICHARD H. STEINBERG**

[. INTRODUCTION

On December 17, 1992, the heads of state of Canada, Mexico,
and the United States signed the North American Free Trade
Agreement (NAFTA).! The governments of all three countries
have agreed to a timetable whereby their respecuve legislatures
will consider the NAFTA by August, 1993.2 If those legislatures
approve the NAFTA, then, subject to exchange of written notifi-
cations certifying completion of each respective country's legal
procedures, the NAFTA will enter into force on January 1, 1994 .°

* Tha author withes o thank _|1:|hn Barton, Don Cameron, Ken Frt‘ih:l‘g. Cecelia
Klzin, Steve Krasmer, Barbara Nonon, Charalambos Papasotingu, Wendy Silberman,
Diane Stemnberg and all others whose input and cnnicism improved this artcle.

** B.A, Yale University, 1982; LD, Suanford Law School, 1966; Ph.D., Interna-
tional Palities, Stanford University, 1992, The author was formerly Assistant General
Counsel to the United States Trade Representatve and is currently an atiomey in the
San Francsco office of Mormison & Foerster. The views expressed herein are those of
ihe author and are not 10 be ascnbed in any way 1o the law firm of Mormison & Foerster
or its chents.

| Morth American Free Trade Agreement, Dec. 17, 1992, Can-Mex.-11.5. [herein-
afier NAFTA).

< U5, President Bill Clinton has siated his support for the NAFTA, ba also has
suated that he “will not sign legistnion implementing the Monh Amenican Free Trade
Agreement until [the United Siates has| reached additional agreements 1o prodect
Amenica's vital intereses.” particularly s envaronmental and labor nterests. Governor
Bill Clinton. Expanding Trade and Cresting American Jobs, Address a1 North Carolina
Stare University (Oce. 4, 1992): wr alio John Maggs, Clirten Face Sacfices in Sud fo Reopen
Talks, J. Cowm,, Dec, 3, 1993, a0 1C. The United Siates Trade Representative has sug-
gested adding supplementary rules—not simply changing the cxisong text.

Top U.5. Canadian. and Mexican trade negotiators have begun negotiating the
supplementary texts and have agreed to iy 1o finish negotiations by this July, Ser Negon-
ators of NAFTA Side Paric §rt Timetable to Frrk IWork Iy Sumeser, 1] Ivsine ULS. Trape, No.
L1, Mar. 19, 1995, ar 1.

+ NMAFTA, supra note L. art, 2203,
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Successful adoprion and implementation of the NAFTA (and
any supplementary agreements) by the legislatures of the three
North American countries would create the world’s largest free-
trade area, comprised of a market of 360 million people and 6.5
trillion dollars in annual production.* The agreement will have a
significant impact on business in all three member countries, as
well as on trade relations between NAFTA member countries
and their trading partners throughout the world.

Several U.5. commentators believe that the implementation
of the NAFTA is advantageous to both the United States and
Mexico. One argument focuses on the economic advantages o
North America.* Because the NAFTA will eliminate tariff and
non-tariff barriers 1o trade such as restrictive quotas, licenses,
and technical barriers, some economists argue that the principle
of comparative advantage will operate 1o ensure that North
Amencan consumers may choose the most efficiently produced
goods, regardless of whether they are made in Canada, Mexico,
or the Umited States. This result will benefit those U.S. indus-
tries, agricultural producers, and service providers that are rela-
tively efficient, but will hurt those businesses that are relauvely
inefhcient.®

A second contention centers on the idea that the NAFTA will
help Mexico by expanding its trade and development opportum-
ties, which in turn may stabilize Mexico's democratic and free-
enterprise onented government. Such arguments are rooted in
an extensive body of theorerical and histonical literature that con-
tends that economic devlopment contributes to the development
of democracy.”

Third, some commentators have argued that the NAFTA may
stem the How of economic refugees from Mexico who enter the
United States as undocumented aliens.

In contrast, others have argued that entrv into the NAFTA

4 LS. CoaMvper oF CoMMERCE, A GUIDE TO THE NorTH AMmericax Freg Traps
AcneemeNT: Inpuicamions ror ULS. Busivess au xi (1982),

5 Ser, g, INTERNATIONAL Trape Cossiission, Potesmis, luweacr on e LS.
ECoNomMy AND SELECTED [NDUSTRIES OF THE NORTH AMERICAN FREE-TRADE AGREEMENT,
USITC Publicavion 25396 (1993); Gary C. Hursauer & JeFFmEy | Scovt, NAFTA: Ax
AsgEssuenT (1999),

6 Om the operation of comparative advantage, see generally Davin Ricarmd, O e
FPranaples of Potieal Eronemy and Taxaron, i Works avo CoprespoxpencE |53-48 (Piero
Sirafia ed., 1951); CHaries P. Kivooepercer & Prres Lixpert, InTERNATIONAL ECo-
woMIcs (Gth ed. 1978). Ser oo Esice DurkHems. THE Divisiox oF LAaROR 18 SOCIETY
Z2T7-33 (George Simpson rans., 1947).

T Ser, g, SEYMOUR MarTin LirsET, Pouitican Max (3d ed. 1983).
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may be inadvisable because of concerns about its effect on both
U.S. labor and the environment. Some economists predict that
as a result of the NAFTA, U.S. wages will fall and the United
States will lose jobs to Mexico.® Some environmental groups are
concerned that without further safeguards, the NAFTA will pro-
vide opportunitites for corporations to escape relatively stringent
U.S. environmental standards by mﬂving 1o Mexico, where some
environmental standards may be lower and enforcement rela-
tively lax.?

Regardless of whether the NAFTA is considered advanta-
geous to North America, its expected impact on Asia is en-
gendering widespread anxiety there. The economic ministers of
the Association of Southeast Asian Nations (ASEAN)' expressed
concern that the NAFTA might become an exclusionary regional
economic bloc.!' Malaysian'? and South Korean officials have
expressed similar concerns about the NAFTA's potentially disad-
vantageous effect on their economies.' The Japanese have been
particularly vocal in expressing their concern that the NAFTA is
protectionist and will have a negatve impact on Japan's trade
with North America. For example, Japanese Prime Minister Ki-
ichi Miyvazawa recently voiced concern that the NAFTA could
turn North America into a “fortress” against goods [rom
abroad." Similarly, Hiroshi Hirabayashi, the Deputy Chief of
Mission at the Japanese Embassy in Washington, D.C., has ar-
gued that several NAFTA provisions “raise barriers to outside
countries.”"'® Perhaps the most direct criticism has come from
Japanese International Trade and Industry Minister Kozo

% S, ez, Timothy Koechlin & Mehrene Larudee. Tar High Cost of NAFTA, 55
CHALLENGE, Ne. 5, SepL.-DOot 1992, at 19; Epwart E. LEAMER. WACE EFFECTS OF A U.5.-
Mexicax Free Trane AcreesesT (Mationa Bureau of Economic Besearch W(JI'HI'IE' Pa-
per Io. 3901, Feb. 1992).

¥ See, ep., INsipe U5, Trape, Special Report, Feb. 5, 1993, at 51-38,

I ASEAN includes Thailand, Singapare, Brunei, Malaysia, Indonesia, and the
Fhilippines.

VU Ses ASEAN, Japan to Express Coucern Ouer NAFTA, Japan Economic Newsware, O,
a2, 1992, somlable tn LEXIS, Nexis Library, [EN File; Jmpan Foicss Concern on Exclusiomary
Nature of NAFTA, Japan Economic Newswire, Oct, 17, 1992, aualable i LEXIS, Nexis
Library. JEN File,

12 fanan fo Oapore NAFTA af APEC Meeling, Agence France Presse, Sept. 7, 1992,
graehle m LEXIS, Nexis Library, AFP File,

13 ROK and fopan fo Promote Asio-Fafic Ecomomic Cooperation a5 Responie fn NAFTA,
Eritish Broadeasung Corporation, Summary of World Broadcasts, Mov. 2, 19, avanl-
ablz in LEXIS, Nexis Library, BBC SWE File.

14 Jim Mann, fispanese Express Concern Ouver Free Trade Pact, LA Tises, Dec. 28, 1992,
ae D2,

16 14
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Watanabe, who stated his opposition not only to the NAFTA, but
to “regionalism and protectionism in all cases,”'®

To quell anxiety regarding the NAFTA, former Deputy U.S.
Trade Representative Julius Katz has stated that any such disad-
vantageous effects on foreign markets will be minimal.'” More-
over, Canadian Prime Minister Brian Mulroney claims that the
Agreement will eventually benefit Japan.'® Nevertheless, con-
cerns of the potential impact of the NAFTA on Asia persist.

The NAFTA’s impact on Asia is particularly significant. From
an economic standpoint, with the eliminaton of @riff and non-
tariff barriers in North America, relatively inexpensive Mexican
labor will likely displace some labor-intensive Asian production
of goods bound for the United States. From a political stand-
point, these “irade diversion™ effects on Asia could contnbute to
political-cconomic tension between North America and Asia and
help catalyze a process of dissolution of the world trading system
into regional trade blocs.

This article will analyze the impact that the NAFTA may have
on Asia and the structure of world trade, and will suggest ways to
munimize adverse effects. Part IT will discuss how exisung eco-
nomic and politucal theories assess the effects of regional trade
arrangements on the global political economy. Part III will ana-
lyze the extent 1o which the NAFTA will in fact divert trade from
Asia, focusing on seven sectors that are vital o Asian industry:
textiles, automobiles, light trucks, automobile parts, electronics,
toys, and steel. Part IV will consider current international legal
treatment of trade diversion from free trade agreements and will
suggest legal rules and strategies for reducing trade diversion.
Part V will conclude by suggesting an approach for ameliorating
the negauve effects on the global political economy of regional
free trade agreements.

II. AxaryziNG THE TrapeE DiveErsioN EFFects oF FREE TRADE
AGREEMENTS: EconomMIC aND PoOLITICAL APPROACHES
A.  Traditional Economic Approaches and the Evelution of Free Trade
.4g7wmm.r:

No economic theory of trade has been more dominant in the

V6 fapam fo Oppose NAFTA af APEC Merting, fupra note 12,

17 ambassador Julivy Katz, Remarks at the Foreign Press Center Briefing (Aug. 26.
19820 (anscrpy on fle with the Starford fowrmal of fetermafonal Law)

18 Sre NAFTA to Benefil fapan: Mufromey, Jipp Press Ticker Service, Dec. 32, 19492,
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last two centuries than David Ricardo's theory of comparative ad-
vantage.'® Ricardo’s theory suggests that free trade between two
countries will improve economic efficiency and maximize con-
sumer welfare in both countries. Thus, the theory suggests that
trade liberalization 1s good. Similarly, prior to the appearance of
Jacob Viner's classic 1950 analysis of customs unions,*" the liter-
ature on regional trade liberalization was “almost universally

favorable to them.”®! This view apparently was shared by those
negotiating the Havana Charter for an Internatonal Trade Or-
ganization (Havana Charter).” Article 44 of the Havana Charter
states that “Members [of the International Trade Organization]
recognize the desirability of increasing freedom of trade by the
development, through voluntary agreements, of closer integra-
tion between the economies of the countries parties to such
agreements.”* The authors of Aricle 44 viewed these trade
blocs or regional arrangements as stepping stones to subsequent
multilateral liberalization.

Viner cast serious doubt on the net economic benefit of creat-
ing a free-trade area or customs union.** According (o Viner,
both “trade creation” and “trade diversion™ result from the for-
mation of a customs union or free-trade area in which intra-re-

1% Ler RICARDD, supra note &

0 Jacon Viner, THE Customs Usiox Issve (1950).

21 fd a4l s Gorremien von Haserien, Tie Tueoey oF INTERNATIONAL TRADE
2u5-91 (1936); Gotdned von Haberler, The Polireal Economy of Repional or Confinenial
Blacr. in PosTwan Ecoxossc Peoscess 330-34 (Sevmour E. Harris ed., 1943); John de
Beers, Tanf Aspects of @ Federal Umion, 56 (.]. Ecox., Nov. 1941, ar 49,

#% The Havana Charter was the primary instrument resulting from the United Na-
tens Conference on Trade and Emplovment. The Charter, which had over fifiy signato-
ries, would have created the International Trade Organization (ITO). The Charter
never eniered mio force, however, in large part because the United Stares (which was a
signatary) eventually decided not to acceptit. U.5. refusal to accept the Charter was dus
in part to Congressienal concerns over Havana Charter provisions relating 1o nesinctive
business practices. The General Agreement on Tanfs and Trade (GATT) was intended
fo serve A5 a temporary reqme unnl the TTO could be formed. Ser genrally Joux H,
Jacksox, WorLD TRADE awD THE Law oF GATT (1969).

23 Chavter for am Imirmanoral Trade Chganezasom, Mar. 24, 1948, UN. Doc. EF
CONF TR, reprnied v ULS, DeP'T oF STaTE, Pre. Mo, 3117, Cou. Por. Ser. 113 (1948].

24 A freearade area & a group of two or more cusioms termiones in which the
dunes and other restnictive regulations of commerce are eliminaved on all or most of the
trade between the constituent termtonies on products onginating in such terntories. A
“custems union’ has the above-described sunbutes of a fres-trade area, vet in additien.
the constitwent territores become a single customs termitory where members of the
unton apply substantially the same duties and other regulations of commerce a3 are ap-
plied 1o trade from territones outside the umion. For dehmuions. see, €.g.. General
Agreement on Tariffs and Trade (GATT), Ocw. 30, 1947, ar. XXIV, para. 8, 55 UN.T.5.
187, 2B (1950). The current version s contmned in GATT, 4 Basic INSTRUMENTS aMD
SELECTED DoCUsENTS 45 [1969) [hercinatier BISD]
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pional trade barmers are eliminated. Viner described trade
creation as a positive, efficient result of Iree trade. He argued
that with wrade creation:

There will be commodities . . . which one of the members

of the customs union will now newly import from the

other but which it formerly did not import at all because

the price of the protected domestic product was lower
than the price at any foreign source plus the duty. This
shift in the locus of production as between the two coun-
tries is a shift from a high-cost Lo a lower-cost point, a shift

which the free-trader can properly approve, as at least a

step in the right direction, even if umversal free trade

would divert production to a source with stll lower
costs.**

In contrast, Viner described trade diversion as a negative, inefh-
cient result of free trade. He claimed that with trade diversion:
There will be other commodities which one of the mem-
bers of the customs union will now newly import from the
other whereas before the customs union it imported them
from a third country, because that was the cheapest possi-
ble source of supply even after payment of duty. The shift
in the locus of production is now not as between the (wo
member countries but as between a low-cost third country
and the other, high-cost, member country. This is a shift
of the type which the protectionist approves, but it is not
one which the free-trader who understands the logic of his

own doctrine can properly approve.®*

According 1o Viner, whether the establishment of a regional
trading bloc 1s a net benefit to the world economy depends upon
which force predominates—irade creation or wrade diversion.®”
Viner identifies seven factors that may indicate “what the over-all
balance between these conflicting considerations would be.”"*®
Building on Viner's analysis, others have tried to identfy addi-
tional factors to determine whether the establishment of a partic-
ular regional bloc has resulted in net trade diversion or net trade
creation,”™ Bevond identifving general factors, however, no

25 VingeR, supra note 20, at 13,

26 fd

¥ Id at 44,

=8 For the purposes of the present analysis, only the first two aoors identilied by
Viner are partcularly relevant: (1) trade creation increases as the size of the regional

bloac moreases, enabling a greater potential scope for internal division of labor; and [2)
trade diversion decreases as the average tariff level on imports from outside the region
decreases. fd. at 51-52.

M See eg, James B Meane, Tug Theony oF Costoms Usoxs (1955 Ton
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economist has been able to determine a grion whether rade crea-
tion or trade diversion predominates in the formation of a re-
gional bloc. Even in formal, detailled economic analyses of
specific regional formations, determinations as to whether trade
creation or trade diversion predominates usually have been un-
successful® or expressed only as a broad and speculative
“suspicion.”*!

In the two or more decades since these analyses were under-
taken, new factors have appeared in trade negotiations that fur-
ther complicate the analysis of whether regional trade
agreements benefit the global economy by resulting in net trade
creation, or whether they disadvantage it by creating net trade
diversion. Regional trade agreements now address not only the
elimination of intra-regional tariffs and quantitative restrictions,
but also issues such as intra-regional liberalization of cross-bor-
der transportation barriers,*? intra-regional standardization and
harmonization of technical srandards,* sanitary and phytosani-
tary regulations,™ intra-regional services trade liberalization,**
and intra-regional intellectual property standards.®® In order 1o
incorporate these modern factors into analyses of whether trade
creatuon or trade diversion would result from a regional trade
agreement, Viner's analytical framework must be modified.”’

Even if such modifications were made, however, applying the
Viner trade diversion/trade creation model to determine
whether a particular free trade area or customs union benefits the
world economy remains a complex task. Applicaton of the

Scitovsky, Ecoxomic Tueory avp Westeey Eveorean InTecration (1958); Kenneth
W. Dam. Regronal Economic Armangements and the GATT The Legary of o Musconception, 50 1.
CHL L. Bev. 615 (1963).

0 Ser. g, Scrmovsky, spra note 29, at 60, 68.78,

31 Se¢ Darn, supra note 29, at 65758,

32 Ser pp,. Commission Regulation 1841788 of June 21, 1988 on Commumity Ouo-
tas and Free Road Transport Mackes, 1988 O ], (L 163) 1; Council Directive 897438 on
Access to the Road Haulier Prodession, 1989 O.]. (L 212) 101.

33 See. e, EC Council Resolution 136/01 on New Approach to Technical Harmo-
mization and Standards, 1985 O.]. {C 136) |; Council Directive 89/392 on Standards for
Machinery, 1882 (). (L 183) 9.

* Ser e g, Council Directive 897104 on Materials and Articles Coming Invo Contact
with Food, 1988 O.]. (L 40) 89.

3% Ser, ¢z, Proposed Second Cowncil Directive 8401 on the Regulation of Credit
Instituwtions. 1988 O3] (C 84) 1: First Councal Directive 755299 on Maon-Life Insurance,
1973 O] (L. 228) 3; EC Proposed Dhrccove on Investment Services in the Securities
Ficld 43710, 1930 O ]. (C 43) 7.

M Ser, ez, EC Proposed Regulation on 2 Community Trade Mark, COM(B4)470;
1984 O], (G 2300 1: Community Pavent Conventon, 1976 O] (L 17) 1; Counal Direc.
tive 87/54 on Legal Proteciion of Topographics of Semiconductors, 1987 O], (L 24) 36,

* The details of such a modification are bevond the scope of this article.
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model requires an analysis of relative prices, elasticities, and
quantities of every product traded internationally before and al-
ter establishment of a regional arrangement. Thus far, it has
proven nearly impossible to determine definitively and precisely
whether trade creation or trade diversion predominates as a re-
sult of establishment of any particular regional trade agreement.

B. A Pelittcal Approach to the Repronalism [ssue

From a politcal viewpoint, whether a regional wrade bloc re-
sults in a net economic benefit to the world economy may be of
little consequence. Many scholars and historians adhere to the
realist school, which focuses on the distribution of power capabil-
itics of natons in the international system and argucs that what
matters 1o nation-states 15 whether a particular policy or acnon
results in relative gains or losses ol economic power among na-
tions.*® Viewed [rom that perspective, countries outside a free-
trade region will be unhappy about the region’s creation for at
least two reasons.

First, even if trade creavon, rather than diversion, predomi-
nates, the world ocutside the regional trade area “loses [market
access and associated trade revenues), in the short-run at least,
and can gain in the long-run only as a result of the general diffu-
sion of the increased prosperity of the [regional wrade] area.”™
The outside world will not gain any increased market access as a
result of creation of the regional bloc; its only immediate experi-
ence will be a loss of markets within the region to the extent of
any trade diversion. Thus, one would expect that most nations
will not favor the creaton of a regional trade bloc which they
cannot join.**

Second, trade diversion in a free-trade area or customs union

2B Sre ep, KENNETH N, WaLTz, THEORY OF INTERNATIONAL PoLrmics 97.09 (1979),
See pemerally Hans MorGesTHal, Poumics Asmons MNatioxs [1966)

¥ VixgR, supra note 20, at 44,

W Countries cutside the region will not always oppose the creation of the regional
bloc, and may even suppon it in exceptional circumstances. For example, the United
States supported the creation of the European Coal and Steel Commumaty (ECSC), and
later, the Ewropean Economic Community (EEC). Ser generally Reports of Sub-Group an
Rome Treaty, 65 BISD 70 (1958): Report by the Inferspsional Commetiee. 75 BISD 69 (1959);
Action af the Thirternih Sepstom, 75 BISD 71 (19585, The United States was willing to bear
the economic costs of the resulting trade diveraon m order o reap the geo-sirategic
benehis of Western Eurnlu-.ull econamic wnity, which would act as a bulwark agamst the
Soviet Uneon, In terms of hegemonic stability theory, this may be a speaial case, Per-
haps only a hegemonic power can afford the luxury of such an evaluation. S RoserT
Girme, Wan avp CHANGE 18 WorLn Povmics 141 (1981); Siephen Krasner, Saie Peower
il the Strweture of Fritermaiienal Trede, T803) Woron Poi, 317 [197%)

e —————
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may become magnified if interest groups within the region at-
tempt to balance the hardships of intra-regional trade creation
(e.g., loss of jobs and profits by a higher-cost firm in one member
country to a lower-cost firm in another member country) by de-
liberatelv pursuing protectionist policies that exacerbate trade di-
version in order to yield more production within the region.*!
This mayv take place by means of discniminatory non-tariff barri-
ers to extra-regional trade. These include the adoption of special
sanitary or phytosanitary regulations for the region;** the adop-
tion of measures ensuring a mimimum proportoen of culturally
indigenous television or movie programming;** and the mainte-
nance of a tariff wall against non-regional goods in order to en-
sure that such goods are supplied from within the region.**
Perhaps the most pervasive means of exacerbaung wade diver-
sion 1n recent years has been the calculated manipulation of a
region’s rules of origin.'® Such actions are sure to increase the
international pohitical tension resulting from the creation of a
Iree-trade area or customs union.

More broadly, analysts of the international political economy
may be concerned about the tendency for trade patterns and

4! The United States has been concerned abour the possibility thar the EC might
“warn inward”™ and adopt protectionist policies for the European region. See European
Economec Integraton (1892}, Tesnmony by Carla A. Hills, US. Trade Representative,
before the Senate Comm. on Finance (May 10, 1988) {transcripe on file with the Sremford
Journal of Matermational Law); Carla A. Hills, The EC and a Single Integrated Marker By
1992: Opportunity and Challenge, Address before the Chicago Council on Foreign Re-
lations World Trade Conference (Apr. |2, 198%9) (ranscripa on Ale with the Starford
Journad of Intermatomed Law),

42 For example. the United Sunes aceused the EC of manipulating its meat inspec-
tion standards {via the EC Third Country Meat Directive) without a bona ide scientific
basis. in order o prohibin the mpornanon of US. beef and pork mee the (_;qmml.mil;?',
deg Hills Aecopts Sectwon 307 Cawe on EC Pork, Beef Ban, But Seeks Informol Sofutions, 9 Insine
L5, Trape, No. 2, Jan. 11, 1991, a 4.5.

43 For example, the United States has accused the EC of adopting its Broadcast
Directive {which limits the proporion of non-EC produced programming that can be
aired in Europe) for essennally protecuonis purposes. See Adminiatraiion Werns EC [t Wi
Request GATT Panel on Broadeast Directive, 7 Insine ULS. Trape, Mo, 41, Oct. 13, 1989, a
l; see alis European Economic Integration {1992, supra nowe 41, at 10-11,

44 For example, the EC maintaine a prohibitve commaon external il and quotas
on most agroeloral producis. For a discussion of recemt Progress in :mn:hll:ins these
eanifis and quedas, see, oog., E.C Comminsion Sayr Farm Deal otk U5, Legitimizes CAP Under
GATT Ruler, Insipe U5, Trape, Special Repor, Dex. 4, 1992, at 5-2,

4% The United States has attacked the EC's wse of rules of origin for allegedly dis-
cnminaery  purposes with respeci o at least two producis:  semconduciors and
photocopiers, Both of these disputes erupted in 1989, in responss 1o EC rules of origin
regulations issued in February 1989, Ser Hills. European Economic Integration {1992),
supra note 41, al 8-11; see aleo Semvvonduchor fadicitry Fears BC Laws May Slack U5, Sales, T
Insine US. Traoe, Mo, L1, Mar. 17, 1980, a1 13-14. Rules of ongin will be discussed in
laver sections.
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trade relations to become increasingly concentrated within a par-
ticular free-trade region. Concern over such concentrations
stems from both the trade diversion and trade creation mecha-
nisms. While the former reduces member state trade with coun-
trics outside the region, the latter makes members of the region
increasingly dependent on each other by increasing the propor-
tion ol goods and services consumed in each member state that
were produced in another member state. These effects combine
to heighten intra-regional interdependence and to create a
greater community of interest among the members of the region
than previously existed, while simultaneously reducing imterde-
pendence and a community of interests between members and
non-members.*® These effects may evoke a regional response by
countries outside the region.*’

Many scholars believe that the post-war international trading
system may be fracturing slowly into bloes.*® Palicy-makers find
evidence of this development in the growing frequency and in-
tensity of U.S. bilateral trade disputes with the European Com-
munity (EC) and Japan, and in the difficulties associated with the
conclusion of the Uruguay Round of General Agreement on Tar-
iffs and Trade (GATT) negotiations.*” Other developments also

45 For a discussion of extreme levels of dependence resulting from regional trade
patterns, see generally ALserT O, HinscaMay, NATIONAL POWER AND THE STRUCTURE OF
Forercn Teape (1980). Conversely, for a discussion of mululaeral |nl:-:|11r'|'_||-'|u:|r|u'r,
see generally Roperr O, Keowawe & Josern 5. Nve, PoweR anp INTERDEFENDENCE
(1977},

47 In fact, Japan and South Korea have called for growth of the Asia-Pacific Eco-
nomic Cooperation (APEC) organization to protect their interests against other eco-
nomic blocs such as the NAFTA and the European Community, See ROK and fopan o
Pramote Ana-Parfe Eronomc Cooperation as Respange fo NAFTA, supra note 13, The NAFTA
has spurred rencwed interest in the Malavsian-proposed East Asian Economic Group.
See fapan to fsue “Sirong Warning"en NAFTA at AFEC, Japan Economic Newswire, Sept. 7,
1962, avarlebls tn LEXIS, Nexis Library, |JEN File, Simlarly, some ULS, commenialors
have called for a regional response 1o concerns about the EC wrming into a *foriress
Europe.” See Bawcuws Calls For Pactfic Rim Trade Pact to “Counter™ Ungfied EC, 7 Insine U5,
TraDE, No. 9. Mar. 3. 1969, at 11,

45 Ser penerally BERKELEY ROUNDTABLE OX THE INTERNATIONAL Economy (BRIE), Tue
HicHEsT 5Takes: THE EconoMmy FOUNDATIONS OF THE NEXT SECURMY Svstem (1992)
Gunrn, supra node 40; Krasner, sufra note 40 Pave Kesseny, THE RIS anp FALL OF THE
GrEat Powers (1957],

49 Many articles have described the difficulties associated with the conclusion of the
Uruguay Round. Ser, 2 g, Negotiaters Gragpie IVith Response to Ungpuay Kownd Breakdoms, 10
Issipe U5, Trape, Mo, 14, Apr. 3, 1992, a0 1. As an example of the many amicles re-
Aecting bilaieral trade tenstons between the United States and Japan, see Trads Officaaly,
Senaiors, Embrave “Reults-Criemted " foprn Poltey, 11 Ixsioe 115, Traos, No. 11, Mar, 19,
1993, o 6. And for an example of the many anicles reflecting heightened bilaveral rrade
tengions between the United Stares and 1the European Commumiy, see Bamms cafls for
Porific Rim Trade Pact do “Counter ™ Unified EC. supra nole 27,
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indicate increasing regionalism: for example, Japan's commer-
cial and financial ties throughout Asia have grown more exten-
sive in the past twenty years;”® Asian nalions are considering
forming their own East Asian Economic Group (EAEG);*' and
the EC’s economic ties have been spreading throughout Europe,
Africa, and the Middle East with the conclusion of “association™
agreements and other preferential arrangements.™

C. Conclusions From the Ecomomic and Political Frameworks for
Assessing Reguonal Trade Blocs

These [rameworks suggest that both an economic and a polit-
ical perspective would find minimizing trade diversion in re-
gional trade blocs valuable. From an economic perspective,
trade diversion is inefficient: It leads to increased production by
higher-cost member state producers at the expense of lower-cost
producers from outside the region. From a political perspective,
trade diversion may contribute to the disintegration of the world
trading system into regionalism. Furthermore, trade diversion is
at the heart of non-member resentment towards the creation of a
[ree-wrade area or customs union.

[II. THE NAFTA's TRapE DivERsION FROM ASIA
A, .F'r‘mﬁﬁh’rs J'-Tm':mng Trade Diversion Under the NAFTA

A brief examination of how the NAFTA will divert trade from
Asia will help further define the problem of trade diversion re-
sulting from regional trade blocs.

The NAFTA will contribute to trade diversion in at least five

0 Eer pererally 2 Tue Pourmica. Ecosouy oF Jaras: Tne Coaxcivg Poumcas Cox-
TEXT (Takashi Inoguchi & Danitel 1. Okimoto ods., 1988},

Bl See EAEG Wilf Not Br Trading Bloc: Mohather, Jiji Press Ticker Service, July 22,
154l

32 PFrior 1o the collapse of the Warsaw Pact, the EC had established “associaton”
agreements and other preferential arrangements with certain African and  Malagasy
states (er 145 BISD 100 (196611, Algena (rer 245 BISD B0 {1978)), Cyprus (re 215 BISD
94 (1975, Egypt (ser 215 BISD 102 (1975)), Isracl Gee 185 BISD 158 (1972}, Jordan
{ser 255 BISD 133 (1979)), Lebanon {see 225 BISD 43 {1976)), Malta (se 195 BISD 90
(197311, Morocco (se 185 BISD 149 (197210, Syria (e 255 BISD 123 {1979)), Tanzansa,
Uganda, and Kenva (se¢ 195 BISD 97 (1973)), Tunisia (s 185 BISD 149 (19%2)), Turkey
{rer 135 BISD 59 (196510, Yugoslavia (e 285 BISD 115 (19832} and with the European
Free Trade Area (EFTA) countries of Austria (see 205 BISD 145 (1974)), Finland (iee 215
BISD 76 (1975)), lecland (se 205 RISD 158 (1974)), Norway (e 215 BISD 83 (1975)),
Sweden (see 208 BISD 183 (19743}, and Switrerland and Liechiensiein (e 205 BISDY 196
[1974)). Sinmce the end of the Cold War, the EC has concluded “associanon” or prefer-
entml trade agreements with Poland, Crechoslovakia, Hungary, B'l.llgiifiir and Romania;
these recent agreements are as yei unpublished.
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ways. The first, tanff liberalization, is the basic cause of trade
diversion identified by Viner and others.*® While tariffs within
North America are eliminated, North American tariffs against
products imported from Asia will remain unchanged. Therefore,
goods produced in another NAFTA country will become rela-
tively less expensive to North American consumers. In short, the
tariff wall around North America will remain unchanged, while
the tariff wall within North America will fall.

Second, the non-tariff barriers eliminated within North
America could result in trade diversion if they continue to apply
against goods produced outside the region. Traditionally, the
most formidable non-tariff barriers have included quotas, techni-
cal standards, customs inspection and valuation rules, and health
and safcty measures that may be disguised barriers to trade.™
While existing rules under the General Agreement on Tariffs and
Trade (GATT).* as well as new rules in the NAFTA, will help
discipline the last three potential non-tariff barriers listed
above,” the elimination of quotas on intra-regional trade is likely
to contribute to increased intra-North American trade., With U.S.
quotas lifted on many Mexican agricultural products currently
subject to quotas, increased U.S. imports from Mexico could dis-
place some U.S. imports of those products from Asian countries,
leaving some of their quotas unfilled.

Third, the NAFTA will liberalize ground transportation be-
tween Mexico and the United States. The NAFTA would phase
in complete cross-border trucking access throughout North
America over a period of six years.*” This development should
reduce transportation costs significantly for goods produced in
Mexico and shipped to U.S. and Canadian markets. It will make
almost all Mexican products marginally more price-competitive

33 Viner, supra note 30, at 43; see alio MEADE, supra note 29; Scirovsky, Jupra nole
20; Dam, supra note 29,

#4 Zee supra notes 32-36 and accempanying text.

5% For example, the Tokye Round Agreement on Technical Barriers 1o Trade will
help regulate the use of technical standards that might otherwise act as barriers to trade
with countries outside the region. See 265 BISD 8 (1980), Similarly, the Tokyo Round
Agreement on article VII of the GATT helps discipline against customs valuation
abuses. Ser 265 BISD 116 (1930}

56 The NAFTA provisions on sanitary and pliytosamitary measures, while not legally
imding on NAFTA members against charges by non-members, will require that such
measures be based on scientific evidence. See WAFTA, supra note 1. art. 712, The simal-
tanegus application of a non-science based standard by a NAFTA member agamst @
non-member is unkkely because it would probably be viewed as discrminatory.

77 Ser NAFTA, supra note 1. Annex 1212, See also Reservations for Existing Meas-
ures and Liberalization Commitmenis, Schedule of Mexico, i Annex 1.
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than they are currently (compared to Asian products) and could
therefore contribute 1o trade diversion.®®

Fourth, the NAFTA will require a seven-vear phase-out of
Mexico's duty draw-back program.*® Under Mexico’s current
duty draw-back program, Mexico reimburses the duty paid (usu-
ally by the importers) on imports of inputs used in the manufac-
turing of products that are then “re-exported” from Mexico.
Given the elimination of U.S. taniffs on Mexican products, a con-
tinuation of the duty draw-back program would have yiclded a
huge advantage to Mexican production over U.S. production.
Mexican products would have benefited not only from inexpen-
sive labor and duty-free export to the United States, but also
from duty-free importation into Mexico of inputs for those prod-
ucts. Elimination of Mexico's duty draw-back program mecans
that Mexico will impose non-reimbursable tariffs on Asian com-
ponents for use in finished produets bound for the United States
or Canada. To the extent that the Mexican tariff on inputs is cur-
rently high, and the U.S. wriff on Mexican-produced finished
products is reduced or eliminated, the elimination of duty draw-
back will favor increased Mexican use of North American inputs
to the disadvantage of Asian inputs.

Fifth, the NAFTA rules of origin pertaining to many products
have been drafted to favor the use of inputs produced within the
free-trade area in the assembly of goods in the area. The primary
purpose of the rules of origin is to ensure that the NAFTA bene-
fits are accorded only to goods produced in the North American
region—nat to goods made wholly or in large part in other coun-
tries. The NAFTA's general rule of origin specifies that goods
will be considered as originating in North America il they are
wholly North American.”' Goods containing non-regional mater-
ials also are considered North American if the non-regional
materials are transformed in the NAFTA region so as to undergo
a change in Harmonized Tariff System (HTS) tanif
classification.*

58 Of course it will contribute to trade crestion as well by reducing transportation
costs for geods produced in other countrics within the reguon.

59 Ser MAFTA, supra note 1, are. 30%; 1l Annex 303.7, § B (Mexico).

60 Thus, under current prachce, Mexico would reimburse a Mexican automobile
manufacturer for duties paid on the importation of Asian auomobile parts, if those
parts were used in an automobile manufaciured in Mexico and exported o the United
Seares

61 NAFTA, supra note 1. art, 401,

62 M
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This, however, is not the only rule of onigin: NAFTA contains
several hundred “special” rules of origin for particular prod-
ucts.®® These special rules of origin specify an extraordinary
threshold of regional content in order o receive the benefits of
the NAFTA. Therefore, if manufacturers of goods subjected to
those special rules want to receive the benefits of the NAFTA,
they will be required (o use an extraordinary type, level, or pro-
portion of regional inputs. These special rules will usually result
n displacement of non-regional inputs in the assembly of such
products as automobiles and textiles in North America.

B. Factors Tending to Ameliorate NAFTA Trade Diversion

At least hive sets of factors may ameliorate the trade diversion
likely to result from the NAFTA. First, the trade diversion effects
of reduced intra-regional tariffs are moderated by the fact that
U.S. wriffs on extra-regional goods will remain at relatively low
levels.® U.S. tanffs vary by product, but their trade-weighted av-
erage (excluding oil) in 1989 was only about five pereent.®* This
means that the climination of U.S. tariffs on Mexican products
will give those products, on average, only a five percent duty ad-
vantage over Asian products. Moreover, many Mexican products
already enter the United States duty-free under the U.S. Genera-
lized System of Preferences (GSP)."® The GSP program is
designed to assist some developing countries by offering them
duty-free treatment on specified products 1o premote trade as an
alternative to foreign aid. Thus, the NAFTA will not greatly im-
prove Mexico's competitive position by eliminating the duty on
those products already receiving special treatment under the
GSP program.

Second, manufacturers and consumers of products requiring
skilled or semi-skilled labor, particularly high-technology prod-
ucts, may be wary of quality control problems associated with
Mexico's unskilled labor force. This concern will most likely in-

% fd art. 403 (automotive goods); id. Annex 401, § XI [texriles).

©* Viner identified the average aniff level on extra-regional gonds as a factor that
would affect the extent of trade diversion. See Vimen, mpra note 20, at Bl (second
factor),

85 According to Barbara Norton, Director of Tarff Affairs, Office of the United
States Trade Representative (USTR), the USTR's calculations are based on statistics
provided to USTR by the Department of Commeroe. I'elephone Interview with Barbara
Nerton, Director of Tanff Affairs. Office of the United States Trade Representative
(USTR), ([anuary 26, 1903,

86 Ler Title V of the Trade Act of 1974 {eodified as amended a0 19 U.85.C. § 2461
(1948 and Supp. I 1992)); General Note 3(citiii) of the Harmonized TasE Schedule,
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fluence the decisions of U.S. manufacturers considering a suita-
ble location for their overseas manufacturing facilities. In
addition, manufacturers may be apprehensive of corruption and
uncertainties in Mexico's regulatory, judicial, and political envi-
ronments. These concerns may even deter some manufacturers
from moving to Mexico.

Third, increased industrial production in Mexico will increase
the demand for and price of Mexican labor,” and thereby dimin-
ish the comparative cost advantage of Mexican labor against
some Asian labor,

Fourth, liberalization within the new free-trade area theoret-
cally will result in an aggregate increase in the size of the North
American market for all goods, including those coming from
outside North America.® The theory of comparative advantage
predicts that liberalization within a particular region will lead to
increased efficiency as a result of trade creation.®® This, in turn,
will increase demand and aggregate regional production.™ In-
creased demand by industry and consumers will extend net only
to regionally produced goods, but to imports from outside the
area as well.”! Through this scheme, some Asian trade may even-
wally benefit from the increased North American demand cre-
ated by the NAFTA.

Fifth, businesses and governments outside North America will
act in wavs to reduce the NAFTA wrade diversion. Because liber-
alization of sensitive industries will be phased in under the
NAFTA over a period of five to fifteen years, many Asian indus-
trics will have time to plan and reallocate resources in order o
minimize the trade-diversion effects. For example, Asian manu-
facturers probably will identify products that will be in greater
demand in North America as a result of NAFTA trade creation.
In particular, these manufacturers should concentrate on prod-
ucts that could serve as inputs into Mexican-assembled final
products bound for the U.S. market. This will require paying
close attention to the NAFTA rules of origin. It is likely that
some Asian components will be price-competitive and that their
use will not disqualify Mexican-produced finished products from

67 Lo [xmErnamionss Traoe Cousssion, sagee note 5, at 2-3, 2-6 (projecting in-
creased Mexican average wages as a result of NAFTA).

83 VinER, suprr nowe 20, at 44,

&9 Id.

0 N

71 This effect of a regional rade agreement on imporis from outside the region was
idendifeed by Viner. fd
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NAFT'A treatment.”™ Thus, the extent to which Asian industry is
disadvaniaged by the NAFTA will depend in part on how Asian
businesses respond. Potential government actions to ameliorate
the NAFTA's trade diversion will be discussed below in Parts IV
and V.

C. The impact of the NAFTA's Trade Diversion on Seven Seciors of
Astan Industry

The extent of trade diversion created under the NAFTA will
depend on the balance between diversionary and amelioratory
effects. That balance must be judged on a produect-by-product
basis. Asian governments and businesses have expressed partic-
ular concern about trade diversion in the textile, automobile, au-
tomobile parts, light truck, electronics, toy, and steel sectors.
The [ollowing sections will analyze the impact of trade diversion
on cach of these Asian industries.

1. Textiles

Texule exports from Asia to the United States will be one of
those hardest hit by the NAFTA. Textiles (including apparel) are
among the leading exports produced by developing countries in
Asia. In 1989, wexules accounted for over thirty percent of all
exports from Hong Kong, South Korea, and the People’s Repub-
lic of China.*® Approximately one-third of those exported tex-
tiles went to North America.”

Textile imports into the United States currently are subject 1o
both quotas and tanfts under the Multifiber Arrangement
(MFA).”® This restrictive regime offers strong protection to U.S.
textile and apparel manufacturers; the MFA quotas restrict the
quantity of imported textiles that can compete with textiles pro-
duced in the United States. The NAFTA will eliminate both tar-

72 For example, while the NAFTA will make the supply of ceriain Mexican-pro-
duced apparel (o the United States much more competitive, it offers apportunities 1o
Asian textile producers to supply ceruain specified types of textiles to Mexico, for use in
shaping and sewing apparel. Where technology permiis shifiing w the producion of
the specified textiles, such 3 shift might be advisable. For a discussion of the NAFTAs
effects on the texiiles and apparel industry, see 1ext accompanving nowes 73-85 v,

T3 Usiten Navions, 1990 Ity Traok Star. Y.B., vol. 1 wbl. 2, a1 403%, 500, and
170

™ Of $47 .9 billion of total cdothing exports rom the developing economies ol Asia
in 1988, $19.5 billion wonh was exporied 1o Canada and the United Staies. 1990 [vrL
Fnane Star. YR, spec, thl, B, at 5-84 and 5-85

75 Arrangement Regarding International Trade in Textles. Dec. 20. 1973, 25
ULS.T. 1001, 930 UN.T.S, 166,

s
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iffs and quotas for “qualifying” goods—goods manufactured in
North America that meer the strict NAFTA textile rule of
origin.™

The determination as to whether a texile will receive the
principal benefits of the NAFTA will turn on whether or not it is
a “qualilving” good. This will be determined according to a
“yarn-forward” rule of origin, which means that most texule and
apparel goods must be of North American origin from yarn Lo
end product in order to receive the full benefts of the NAFTA,7
Further, the United States, Canada, and Mexico will immediately
eliminate or phase out over a maximum of ten years their duties
on qualifying goods with respect to one another.™ Tanffs need
not be reduced for most products manufactured in North
America that are “non-qualifying” goods.

In addition, the United States will immediately remove import
quotas on qualifying textiles from Mexico,”™ and will gradually
phase out the quotas on non-qualifying Mexican textile and ap-
parel goods®® that meet the normal U.S. rule of origin—"sub-
stantial transformation.”™ The net effect of these rules will be to
increase LS. and Canadian imports of textiles and apparel man-
ufactured in Mexico using North American yarn and fabric.
These increased imports from Mexico will occur at the expense
of existing imports from Asia and elsewhere, and will also dis-
place sales of some apparel manufactured in the United States.
In addition, they will result in an increase in U.S. exports of yarn
and fabric to Mexico, while reducing North American imports of
varn and fabric from other countries.

Significant exceptions to the yarn-forward rule exist, and
Asian manufacturers can be expected to take advantage of them.
For example, some apparel will remain under a single substantial
transformation rule of origin and will receive the full benefits of
the NAFT'A as long as certain provisions are met. These prowvi-
sions require the apparel 1o be cut or knit to shape, and sewn or
otherwise assembled in a NAFTA member country, and to be
made [rom specified fabrics in short supply in North America (in-

TG Sps NAFTA, sepra note |, Annex 401, § XI: id Annex 300-B, 3§ 2, 3.

T S MAFTA, wmepra note 1, Annex 401, & XI.

"8 id Annex 300-B. app. 2.1 (Tariff Elimination).

14 Annex 300-B, app. 3. 1B 10)-(11}.

80 1d Annex 300-B, app. 3_1{B){9); ter afeo 1l Annex 300-B, scheds, 5.1.1 and 3.1.2.

81 Afier the plase out of import quotas on non-qualifying Mexican textile goods,
the U5, texnle indusiry will be able 1o protect iiself against the import of such gooeds
throwugh duries.
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cluding Harris tweed, velveteen, and widewale corduroy).®® Simi-
larly, brassieres, silk and linen apparel, and men's dress shirts
made from certain types of cotton, or cotton and man-made fiber
blends, will remain under a single substantial transformation rule
of origin and will receive the full benefits of the NAFTA if cut or
knit to shape, and sewn or assembled in a NAFTA country.®

Another significant exception to the basic rule of origin states
that some non-qualifying yarn, fabric, and apparel made in North
America is eligible for preferential duty treatment up to agreed-
upon annual levels.® This favored treatement will be achieved
through tariff rate quotas (TRQs). The TRQs will give preferen-
tial access to limited quantities of products, including non-quali-
fving coon and man-made fiber spun yarn (but not sewing
thread); specified types of fabric, made-up products and apparel;
specified non-qualifying wool apparel; and some non-qualifying
hosiery.® It is likely, then, that Asian textile manufacturers
might consider producing inputs for these products, assembling
the final products in Mexico, and taking advantage of the prefer-
ential TRQs. Aside from relatively narrow exceptions like these,
the NAFTA’s treatment of textiles is likely to reduce Asian ex-
ports of textiles to North America.

2. Automobiles

The NAFTA should have relatively little practical impact on
Asian exports of automobiles to North America.®® In the case of
textiles, import barriers are very high because of restrictive quo-
tas, and NAFTA liberalization gives a great advantage to qualify-
ing textiles manufactured in Mexico. In contrast, U.S. duties on
automobiles are not very high, so NAFTA liberalization should
not give a substantal relative advantage (o Mexican production,

More specifically, the United States will immediately eliminate
its tariffs on passenger automobiles manufactured in Mexico.®
At the same time, Mexico will reduce its tariffs on U.S. and Cana-
dian passenger automobiles by fifty percent, and eliminate the

B2 Ser MAFTA, supra note 1, Annex S00.8, 8§ 9, % i4 Annex 401, § XI, ch. 62. n.2.

83 rd Annex 300-B. §8 2, 3: f'd Annex 400, § X1,

84 rd Annex 300-B, app, G(B)

95 NAFTA, Annex 300-B, especually sched. 6.B.1, 6.B.2, and 6.5.3.

86 [n 1990, Japan and South Korea exported nearly $24 billion of passenger molor
vehicles fexcluding buses) w Canacia and the United States. 1990 I8TL TRADE STAT.
Y.B.. Val, IL. at 1192-95.

87 Ser NAFTA Tariff Schedules, Schedule of the United Suanes, HTS no. 8703
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remaining tariffs over ten years.® Similarly, Canada will reduce
and eliminate tariffs on Mexican autos on the same schedule.®®
Because the U.5. anff on passenger automobiles is currently so
low (only 2.5%),% its elimination for Mexican automobiles will
not have a great effect on the relatve competitiveness of Asian
automobiles,

The NAFTA rules for application of U.S. Corporate Average
Fuel Economy (CAFE) regulations,®’ however, will provide an
important benefit for U.S. automobile producers. Those regula-
tions impose a “gas guzzler” tax on automobile fleets with low
average fuel efficiency. For purposes of applying CAFE stan-
dards, manufacturers are deemed to have two fleets: (1) a do-
mestic Aeet, including all cars with at least seventy-five percent
domestic (U.S. and Canadian) content, and (2) a foreign fleet,
including all cars with less than seventy-five percent domestic
(U.5.-Canadian) content,

The NAFTA will calculate CAFE standards differently in three
periods.™ In its first three years, the NAFTA will treat Mexican
value-added as foreign content. In years four through ten, the
manufacturer may choose whether Mexican value-added is do-
mestic or foreign value. After the tenth year, all Mexican value-
added will be considered domestic eontent. These rules will per-
mit U.S. automobile manufacturers, beginning in the fourth year
of the NAFTA, to reduce their potential liability for CAFE assess-
ments. This could be achieved by treating Mexican value-added
in Mexican-produced small cars as domestic content, thereby re-
ducing the U.S. automobile manufacturer's CAFE for its domes-
tic fleet. Although this rule will not affect the “gas guzzler” tax
that can be assessed on Asian-produced automobiles, it may per-
mit U.S. automobile manufacturers to avoid a CAFE tax that they
othcrwise might have had wo pay, thereby marginally increasing
their profits.

8. Automofnle Parfs

Although the NAFTA will not decrease North American sales
of Asian automobiles much, it will affect the Asian automobile

BE g

Loy

LU )

2 Ser 40 CFR. § 600: 49 C.FR. § 536: ser abin 15 U5S.C £ 2001 (1938).
92 Ser MAFTA, suprs note 1, Annex 300-4, app. 300-A.5.
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parts industry significantly.”® The general NAFTA rule of origin
for automobiles will require 62.5% regional content in order to
qualify for NAFTA benefits. ™ The NAFTA's regional content re-
quirement will replace the rule under the United States-Canada
Free Trade Agreement (FTA) which requires fifty percent re-
gional content.”® Thus, the 62.5% NAFTA rule of origin will
provide a strong incentive for North American automobile manu-
facturers to use North American auto parts. This may adversely
affect Asian automobile parts manufacturers.

4. Light Trucks

The NAFTA could also have serious adverse effects on Asian
exports of light trucks to the United States.” The current U.S.
truck tariffs of twenty-five percent for most light trucks® will be
eliminated for Mexican-produced light trucks *® To the extent
that Asian production has not already moved to the United
States, the NAFTA will divert some production from Asia to
Mexico in order to avoid the twenty-five percent U.S. tariff on the
Asian-produced vehicles.

5. Electronics and Small Appliances

The effects of the NAFTA on the comperitiveness of Asian
electronics exports to the United States will vary from product to
product. The impact on individual products will depend primar-
ily on two key factors: the current effective U.S. duty rate on the
product,” and the comparative cost of producing Asian and
Mexican electronic goods in the absence of a durty.

Competition beiween Asian and Mexican manufacturers of
products for which the U.S. duty is relatively low (but not zero),

9% In 1940, Japan and Korea exporied approximately $6.5 billion of motor vehicle
parts to Canada and the United States. 1990 1s7'n TrApE STAT, Y.B.. sugra note 86, at
1198-99,

B Sar NAFTA, supro note 1, are. 403(5)(a).

85 Spr United States-Canada Free-Trade Agreement. Annex 3012, § XVII, paras. 3-
5.

96 [n 1990, Japan and Korca expaorted approximarely $2.3 billion worth of Light
rucks to Canada and the United Swaces. 1990 Int's Tane Star. Y.B., supea note 86, at
11594-05.

7 S NAFTA Tanff Schedule of the United States. supra note BY, HTS nos.
B704.21.00, 8704.31.00, 870422 00 and 870 9L, S generaliy Herman Walker, fhr-
puly Settlement: Fie Chivden I0ae, 58 A, [ Inr'e L G710 34 (1964).

DB S4¢ NAFTA Tanf Schedule of the United States, sapra note 37, HTS nes.
BT04.51, 8704.32, and 8702.90, and note | to Ghailattr E7 of the Schedule.

%9 Where the US. tanff is high, elimination of the duty on Mexican products wall
make them increasingly competitive with Asian produscs,
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will be affected by the NAFTA only where production costs are
roughly equal. For example, the Korean and Mexican manufac-
turing costs of some color televisions are almost equal.'™ Thus,
assuming rough equivalence of quality between Asian- and Mexi-
can-produced color televisions, elimination of the U.S. five per-
cent duty on Mexican color televisions under the NAFTA
probably will displace some U.S. sales of Korean television
sets.'” Some other products, including some radio products,'®
semiconductors, computer parts, and telecommunications equip-
ment also face a U.S. duty of less than hive percent. In these
cases, elimination of the duty on Mexican products by the
NAFTA will adversely affect Asian products only at the margin.

Conversely, where the current U.S. duty is relatively high, the
NAFTA will help increase the competitiveness of Mexican prod-
ucts. Some radio products and telecommunications equipment
or parts fall into this category, with duty rates of eight to ten per-
cent."” For Mexican products which fall under the Generalized
System of Preference (GSP) program and are currently duty-free,
the NAFTA will not change the competitive position of Asian
goods. Currently, Mexican-produced microwave ovens, Loaster
ovens and toasters, as well as electro-mechanical domestic appli-
ances such as electric can openers, are afforded GSP zero-duty
treatment. '™

6. Toys

Some Asian production of toys is likely to suffer trade diver-
sion because of the NAFTA.'™ As in the electronics sector, the
extent of rade diversion will vary by toy product, depending on
the tariff level currently imposed on the specific type of toy
product,

LU0 Sre KoREAN MINISTRY OF TRADE AND IxpUSTRY, MEASURES TO BE Takew (By Ko-
REAN INDUSTRY) [N RELATION To NAFTA [Oct. 1992) {on hle wath the Stonford fowrmal of
fatrrmabienal o).

141 [n 1990, the United Swates and Canada imported approximately 250 million
worth of coler television receivers from Korea, and approximately 5316 million worth
from the rest of Asia. 1990 Ivm's Trape STav. ¥ B, suprr note 86, a0 1170.71,

162 [ 19940, the United States and Canada imported approximately $2.1 billion
warth of radio products trom Asia, fd oar 1172.73,

103 Soe NAFTA Tarff Schedule of the United States, sigprn mowe 87, HTS nos.
BHAT.20, B532.10, 8532.21.

104 [y 1900, the United Soares and Canada imported approcimately $1.1 billion
worth of houschold-type domestic appliances and equipment from Asia. 1990 Inv'c
Traoe STAT. Y.B., supra note BG, at 1 186-87,

10% In 1990, the United States and Canada imponed approximately §4.4 billion
worth of wvs and sporting goods from Asia, fd ar 1 254-55
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For example, some imported toys (such as dolls not over
thirty-three centimeters in height, billiard balls, and doll car-
riages) currently face tariffs in the 7.5% 10 12% range.'"® Tariffs
on Mexican-produced toys of that type will be eliminated imme-
diately upon entry into foree of the NAFTA, but will continue to
be imposed on otherwise identical Astan-produced toys, This
may make it more attractive to produce such toys in Mexico.

Most other imported toys and games (such as chess and
checkers game sets, video games, electric trains, ice skates, and
baseball, football, and tennis articles) currently face U.S. tariffs in
the two to seven percent range.'®” Tariffs on these Mexican-pro-
duced toys will also be eliminated upon entry into force of the
NAFTA. While these tariffs will remain in effect against other-
wise identical Asian-produced toys, the trade diversion effects on
these produets are likely 1o be less pronounced than on the
goods identified in the preceding paragraph, which face a rela-
tively higher tariff.

Finally, some toys produced in Mexico (such as chain-driven
wheeled toys, stuffed dolls representing human beings, and some
stuffed or filled toys represenning animals or non-human crea-
tures) already enter the United States duty-free under the U.S.
GSP program,'®® so the NAFTA will not result in any trade diver-
sion of those products.

1. Steel

The NAFTA is expected to have only a minor impact on Asian
steel production.'” North American tariffs on regonally-pro-
duced steel will be phased out over a period of ten years, but
those tariffs are already relatively low. Most iron and steel tariffs
are in the one to five percent range, although some sieel prod-
ucts (particularly specialty ones) face tariffs as high as 11.6% "0
Since the NAFTA automobile rules of origin require 62.5%
North American content, North American production may dis-

106 S NAFTA Tarff Schedule of the United States, HTS nos. 9501.00.60,
DEOL. 1040, and S504.20, 20,

107 See NAFTA Tariff Schedule of the United Suates. HTS nos. 950%.80.80,
2504, 10,00, 950490 60, and Q506096 05-.20,

108 See NAFTA Tariff Schedube of the Urated States, HTS nos, 9502, 10,20,
508.41.10, and 950 A,

0% In 1989. the United States and Canada imparied approsimately $4.7 billion
worth of iron and steel from Asia. 1990 InT'L TrabE SaT. Y.B., spre note 78, spec. bl
B, at 5-72 and 5-73.

110 NAFTA Tarilf Schedule of the United States, supra note 87, Chaper 72; of HTS
nas. T226.91.25 and 722810000 with HTS noa. T203.10-7402 540,
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place some Asian production of steel used in automobiles. How-
ever, the major issue facing Asian steel producers will not
concern the NAFTA, but rather the outcome of on-going an-
tidumping and countervailing duty cases, and the possibilides of
global settlement. Scores of such cases have been fled since ne-
goliations over a Multilateral Steel Agreement broke down last
year.'1!

IV. INTERNATIONAL LEGAL SOLUTIONS TO THE PROBLEM OF
TrapE DIvERSION

As discussed above, the NAFTA is likely to produce substan-
tial trade diversion, especially in the textle, automobile parts,
light truck, electronics, and toy industries. This diversion may be
traced to (two sets of causes. The first set comprises “natural”
causes which will necessarily be associated with the establishment
of any free-trade area or customs union—namely, the elimination
of intra-regional trade barriers combined with the maintenance
of barriers to trade from countries outside the region. The sec-
ond set of causes is the establishment of “special” preferential
rules of origin. This section will analyze current GATT treat-
ment of these two causes of trade diversion and propose alterna-
tive legal solutions for minimizing potential trade diversion
resulting from the NAFTA.

This section will illustrate that the GATT's current treatment
of customs unions and free-trade areas offers liule meaningful
relief to concerns about trade diversion. It will arguce that pro-
posals to revise or reinterpret the GATT to prohibit the estab-
lishment of customs unions or free-trade areas that do not
represent a move towards free trade are economically impractica-
ble and politically infeasible. Furthermore, this section will ad-
vance the idea that the best antidote to the trade diversion effects
of regionalism may be the negotiation of multilateral tariff and
non-tariff barrier reductions. Finally, this section will propose
the adoption of a new international rule to eliminate discrimina-
tory preferential rules of ongin.

111 Ser generally AISI Warns Agmmu Politicd Deal on Steel Cruns. Frsisti on Fimshing Cases,
i1 Insine 1.5, TRapE, Wo. ©, Mar. 5, 1993, at 13- 14. S EC Calls for Anfidumping Conmuita-
fians on Sted Cases After M54 Talks Stall, 11 Insine U.S. Tuaoe, No. 10, Mar. 12, 1993, 2t
17-18.
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A. Cuwrrent GATT Treatment of Free Trade Areas and Trade
Diversion

[t has been suggested that Asian governments should con-
sider challenging the NAFTA’s rules of origin in the GATT.!'2 A
challenge to the NAFTA and its rules of origin could be mounted
cither by attempting to obtain a decision from the Contracting
Farties to block the formation of the North American free-trade
area (pursuant to GATT article XXIV:7),""® or by bringing the
parties to the NAFTA to GATT dispute settlement procedures
(pursuant to GATT article XXIII).'"* As explained below,
neither challenge is likely to succeed: Both approaches risk rais-
ing the ire of U.S. policy-makers and provoking stronger attacks
on allegedly unfair Asian trading practices.

1. General CGATT Principles

Article [ of the GATT—the Most Favored Nation (MFN) prin-
ciple—is the Agreement’s cornerstone. It ensures that:

With respect to customs duties and charges of any kind . . .

and with respect to all rules and formalities in connection

with importation and exportation . . . any advantage, fa-
vour, privilege or immunity granted by any contracting
party to any product originating in or destined for any
other counury shall be accorded immediately and uncondi-
tionally to the like product originating in or destined for
the territories of all other contracting parties, '

If no other provisions existed, this central tenet of non-discrimi-

nation would prevent the establishment of free-trade areas and

customs unions.

However, despite the importance of GATT article 1 and the
necessarily discriminarory aspects of a free-trade area, the GATT
permits (and indeed may be read to encourage) the establish-
ment of free-trade areas.

Article NXIV:5 states (subject to provisos analyzed below)
that “the provisions of this agreement shall not prevent, as be-
tween the territones of contracting parties, the formation of a

102 Ser Japan end Others Concerned Ooer NAFTA Pact at GATT. Rewrers, Sepr. 30, 1992,
cvailable in LEXIS, Nexis Library, Reuters File: see alio fapaners 1Warm NAFTA Could Berome
Froterfanst “Hurden™ to Ang. Agence France Presse, Nov. 24, 1992 gomlable m LEXIS,
Mexis Librarv, AFP File,

113 GATT. seprn note 24, ar. XXIV, para, 7

L4 GATT, supra note 24, art, XXHI. Ser generally Julia Christine Bliss, GATT Dispute
Aettiement Kejorm er the Uriguay Rewid: Problemy and Progpects, 23 Svan. ] s’ L. 31 (1987,

115 GATT, supwa note 24, an, 1.

- e ——
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customs union or of a free-trade area.”"'® This approach is re-
Hected in article XXIV:4, which states, in relevant part: “The
contracting parties recognize the desirability of increasing free-
dom of trade by the development, through voluntary agree-
ments, of closer integration between the economies of the
countries parties to such agreements.”"'? This “recognition”
may be rooted in the fact that opinions about free-trade areas
were almost uniformly positive when the GATT was
negotiated."''®

This 15 not to suggest that the GATT's drafters were blind to
the potenual for abuse of the right to create [ree-trade areas. Ar-
ticle XXIV:4 supulates that the purpose of creating a free-trade
area “should” not be ““to raise barriers to the trade of other con-
tracung parties with such territories.”"'® Use of the word
“should” indicates that article XXIV:4 alone would provide a rel-
atively weak basis for auacking or defending a free-trade area
that had alleged disguised barners to trade with territories from
outside the area. Other parts of article XXIV, some of which are
analyzed below, provide explicit substantive rules to flesh out the
general principle. There is no consensus, though, on how to re-
late the more explicit substantive rules to the general principle.

From the perspective of the European Community, these sub-
stantive rules “must be interpreted interdependently” with the
general principles of article XXIV:4.""" Other nations argue that
article XXIV:4 “establishes the basic principle” which the GATT
should apply to ensure that agreements creating customs unions
and free-trade areas are “consistent with the objectives of
GATT.” and that it should serve as a basis for resolving ques-
tons about the application of the more specific article XXIV
rules.'*! Nonetheless, under either view, the general principles
of article XXIV should inform interpretations of the more spe-
cific rules defining the acceptable “regulations of commerce” in-
cluded in a free-trade area agreement.

18 1 an, XXIV, para. 5.

7 & are. XXIV, para. 4.

VI8 Vixer, supra note 20, ag 41,

LI GATT. supra note 24, are. XXIV, para. 4.

120 Eurgpean Econgwic Community. Reports adopied on 29 Nevember 1957 (1/778), 6S
BISD 70 (1958).

121 This is the position of “most members” of the Sub-Group examming the Treaty
of Rome. /4 ac 71, para. 3.
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2. A Contracting Party's Challenge to the NAFTA Rules of Origin

Procedurally, the drafters of the GATT provided only a nar-
row right to block the establishment of a free-trade area. Article
XXIV:7 permits the Contracting Parties to review proposed free-
trade areas prior to their implementation, and to block the enter-
ing into force or the maintenance of the free-trade area only if
they find that the agreement is “‘not likely to result in the forma-
tion of a customs union or of a free-trade area within the period
contemplated by the parties to the agreement or that such period
15 not a reasonable one."!'*?

Article XXIV:B(b) states that a “free-trade area” shall be un-
derstood to mean a “group of two or more customs territories in
which the duties and other restrictive regulations of commerce
. . . are climinated on substantally all the wrade between the con-
stituent territories in products originating in such terntories.”'*
Consequently, if a party could show that free-trade area rules of
ongin would not permit the “duties and other restrictive regula-
tions of commerce™ to be effectively “eliminated on substantially
all the trade between the constituent territories,” then the Con-
tracting Parties would be within their rights to block formation of
that free-trade area, unless the parties to the area modified their
agreement in accordance with the recommendations of the Con-
tracting Parties.

Some of the NAFTA's rules of origin are drawn so narrowly
that they may be viewed as not eliminating duties on products
from one of the North American territories. For example, the
textiles rule of origin generally would not permit a piece of ap-
parel cut and sewn in Mexico to enter the United States duty-free
unless it were made of North American yarn.'™ Similarly, as de-
scribed above, the rules of origin on automobiles are drafied very
narrowly.!'??

Nonetheless, article XXIV:8 requires that nations eliminate
duties and other restrictive regulations of commerce on “sub-
stantially all the trade between the constituent territories.”!2%
While ““substantially all the wrade’™ has never been defined in the
GATT."™ it clearly implies “less than all trade.”'®® Thus, the

122 GATT, supra note 24, art. XXIV, para. 7.

123 14 am. XXIV, para. 8{b).

124 fop FUPTE LEXL ACCOMPAnving note 77

128 g

126 GATT, supra note 24, art. XXIV, para. 8.

127 Various GATT Working Pany repors on agreemeni presenicd under artwcle
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rule does not require liberalization with respect to every product.
Since the GATT Contracting Parties have consistently approved
European Free Trade Area (EFTA) agreements with third coun-
tries that expressly exclude all agriculiural products from free-
trade area liberalhization,'* 1t 1s extremely unlikely that the Con-
tracting Parties would decide that the NAFTA rules of origin pre-
vent the liberalization of “substanually all the trade” among
NAFTA members.

Morcover, the procedures of article XXIV:7 are unlikely to be
read broadly so as to give the Contracting Parties broad discre-
tion over the approval of a free-trade area. The general under-
standing by those drafting the GATT was that:

[T]here was no question of the [Contracting Parties] . . .

having any power 1o approve or disapprove a customs

union . . . . If the [Contracting Parties] hind that the pro-

posals made by the country . . . will in fact lead towards a

customs union in some reasonable period of time . . . they

must approve it. They have no power to object.'™
[t seems reasonable 1o apply this interpretauon of article XXIV:7
to the Contracting Parties’ authority to pass judgment on the for-
mation of a free-trade area.

3. A GATT Dispute Settlement Challenge

The GATT dispute settlement mechanism i1s an alternative
means of challenging free-trade area rules of ongin that allegedly
“raise barriers to the trade of other contracting parties with such
territories.”'3! Parties challenging the NAFTA's rules of origin
in dispute settlement could raise two arguments. First, they

KXIV record statements that the meaning of “substantally all the trade™ has never been
?;;m?dg‘én GATT. Se, eg., 185 BISD 164 (1972), 215 BISD 80 (1975}, and 275 BISD
(1981).

128 Reporn of the Working Party on Agreement Between the EFTA Countries and
Sluln, 275 RIS 127, 132 (1941).

|29 Ser, e, Report of the Working Farty on the Examination of the Stockholm
[EFTA] Convention, adopied 4 June 1960, 95 BISD 70 (1961); s abs Report of the
'["f!mking Fary on the Agreement Between the EFTA Countnes and Spam, mupra nole

28,

130 Discussions ac the Tarff Agreement Committee, Proces-Verbaux, Second Ses-
sion of the Preparatory Commutiee of the United Navions Conference on Trade and
Emplovment (Geneva, Apr.-Ocr. 1947). GATT Doe. EFCT/TACAFVAILL

151 The quoted language 15 a principle embodied in GATT, article XXIV, para. 4.
See upra mote 24, GATT dispute sevtlement (pursuant to article XXIII) can be used to
challenge non-compliance with a GATT provision resulting from “any measure.” 5o
Report of the Panel, E.C.-Tarf Treatment oa fmperis of Ciirus Produrls From Certain Coumirie
m the Mediterransen Regpom, GATT Doc. LYST76, para, 4,18 (1985) [hereinafier £.C Citru
Panel Repori].
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could argue that the rules violate the explicit proscription of arti-
cle XXIV:5(b)."** This provision specifically states that with re-
spect to a free-trade area,

the duties and other regularions of commerce maintained

in each of the constituent termtories and applicable . . . 1o

the trade of contracting parties not inciud};d in such area

. - . shall not be higher or more restrictive than the corre-

sponding duties and other regulations . . . existing in the

same constituent territories prior to the formation of the
free-trade area.'*
A second argument might he that the rules of origin are causing
“non-violation" nullification or impairment under article XX-
I1I:1{b) ot the GATT."** Both arguments, however, face serious
hurdles.

Asian contracting parties could contend that some of the
NAFTA rules of origin, such as those applving to automobiles
and textiles, are inconsistent with those provisions. The argu-
ment based on article XXIV:5(b) suffers from some serious weak-
nesses. The above-quoted language appears to require only that
the regulations of commerce for each constituent member state
in the free-trade area not be more restrictive than that member
state’'s regulations before formation of the free-trade area. In
other words, the language is directed at the regulations (e.g.,
rules of onigin) of “each of the constituent territories,” not at the
regulations of the free trade area as a unit.

This reading of the plain language of subparagraph 5(b) is
reinforced by the GATT provision that while a “customs union
shall be understood to mean the substitution of a single customs
territory for two or more customs territories,” ' to which GATT

132 Technically, such an argument would be based also on GATT art. XXIII, para.
Ha), se¢ supra note 24, which permits a contracting party 1o prevail at GATT dispute
settlement if: (1) “any benehit aceruing to it directly er indireetly under this Agrecment
is being nullified or impaired or . . . the anainment of any objective of the Agreement is
being impeded” and (2) the sther eontracting party is failing to “carry out its obligations
under this Agreement.” Failure to carmy out obligations under the General Agreement
creates 2 prima facie case of nullification or impairment. Se¢ Report of the Phn;ﬂgm_
Cuslom Duties, Taxer aond Lobelling Practices on fmperted Wines andd Alrololic Beveraper, 545
BISD 83, at para. 5.16 (1988).

133 GATT. suprar note 34, art. XXIV. para. S(b).

134 In contrast to an article XXI11, para. 14a) dispute setdement challenge, an anicle
XX, para. 14b) challenge requires showing that “nullification or impairment” results
trom “ihe application by another contracting parny of any measure, whether or no it
conflicts with the provisions of this Agreement.” GATT, supre note 24, are XXIIIL, para.
liad-(b).

133 fd ari, XXIV, para. 8ia).
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obligations apply directly (according to article XXIV:1),"*" a
“free-trade area’ remains a “‘group of two or more customs terri-
tories.”"*” Ag a resulr, the article XXIV:5(b) rule would not apply
to the free-trade area as an entity. Each constituent member of
the free-trade area would be subject autonomously to GATT
rules as to trade restrictions toward non-area territories.'*®

In order to raise a successful article XXIV:5(b) challenge,
Asian nations would have to argue that the NAFTA is making
each member state's rules of origin “more restrictive” with re-
spect to products from non-member states which were trans-
formed in one of the NAFTA member states. In addition, the
Asian nations must contend that products imported into the
United States after undergoing sufficient transformation in Mex-
ico are not to be treated as Mexican, but rather as coming from
outside the free-trade area. Because the U.S. GATT obligation
under article I previously required offering “Mexican™ products
a duty rate no higher than the U.S. MFN duty rate, however, non-
member countries would find it difficult to complain that the new
NAFTA rule of origin is “more restrictive” than the previous
“corresponding” regulation. Indeed, goods now deemed as
non-regional will continue to receive MFN duty treatment.'**

Asian nations would face further legal difficulties if they at-
tempt an alternate argument under GATT article XXIIL:1(b),
that the NAFTA rules of origin cause “non-violation” nullifica-
tion and impairment of GATT benefits.'*” Parties challenging
the rules of origin could argue that they had no reasonable ex-
pectation that preferential regional rules of origin might be es-
tablished when they negotiated the concessions now adversely
affected by those rules.'*!

136 J4 ar, XXV, para. 8(b).

137 1d

138 Ler Jous H. Jackson. Wortn TrRape asp THE Law oF GATT 584 (1969),

13% (ne possible exception could be where U8, imponation tums on 2 quota, as in
the case of exsules, The new NAFTA rule of ongin could possibly be seen as “more
restrictive’” than the previous “corresponding™ rube with respect 1o goods that were pre-
viously ureated as being of Mexican ongin (and subject to Mexice's quotal and now are
erented as being of third country origin (and subject o the third country’s quota). How-
ever, imposition of a quota suggests that the product is covered by a GATT excepuion or
understanding independent of the MAFTA, because otherwise, the quota would vialae
the provisions of GATT art. XL Thus, for example, textiles are covered by a suf greris
GATT-approved regime, and the extent to which textiles quotas are subject o the rules
of article XXIV s questuonable ac best

¢ GATT, wpre nowe 24, art, XX, para. 1ib).

141 In the U.5.-EC Dispute on Citrus Fruits, a GATT Panel esiabhshed that a Anding
of *non-violation” nulliication or impairment requires showing that the complaming
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This argument, however, has four defects. First, insofar as
the GATT permits the establishment of regional wrade arrange-
ments and the impositon of “preferential” origin rules in the
context of those arrangements, it would be difficult to contend
that the parties had “no reasonable expectation” when they ne-
gotiated the concessions that the “preferential” rules of ongin
might be imposed.

Second, the adversely affected non-member goods are being
displaced by production in a third country that is not imposing
the allegedly “nullifying and impairing™ measure. For instance,
the United States may apply a NAFTA rule of origin to displace
non-member goods with regional goods, but such displacement
{and associated “nullification and impairment”’) would occur not
in the United States—the country accused of “nullifying or im-
pairing” the taniff concession—bur in Mexico. No GATT prece-
demt for finding “nullification and impairment” by such indirect
means exists.

Third, the North American countries could argue that “non-
violation™ nullification and impairment requires a showing that
the overall balance of rights and obligations derived from GATT
rules has been disturbed by the adoption of the measures n
question.'** Applying that interpretation, the North American
countries could argue that the NAFTA does not adversely affect
the balance of GATT benefits accruing to Asia, because the
NAFTA eventually will result in larger North American markets
for Asian products. These enlarged markets will adequately bal-
ance the trade diversion resulting from the region's rules of
OTIgIn.

Finally, even il a dispute settlement panel finds “non-viola-
tion” nullification or impairment under article XXIIT:1(b), the
remedy available might not sausfy Asia. A dispute settlement
panel finding a GATT violation could require the violating par-
ties to withdraw the offending measure. In contrast, however, a
finding of “non-violation™ nullihication or impairment cannot re-

party had no reasonable expectation that the nullifying or impairing measure would be
impased when it negotiaced the adversely affected concessions. See £.C. Citrur Paned fe-
pert. mpra note 131, para, 4.26; sor alio Report of the Working Party on the Australian
Subsidy on Ammonium Sulphate, 2 BISD 188, 19293, a0 para. 12 (1350} Report
adopred by Contracting Parties, Treatwent by Germany of fmports of Sardimes, 15 BISD 53, ar
58, paras. 1617 (1953).

142 This 15 a well-accepred view that has subsiantm] support i the GATT prepara-
vory work, See eg, EAPC/T/AACPV /G of June 2, 1947 an 5; ser alie EC Citrus Panel Refrovl,
mupra note 141, para. 4.37; Jacksox, agra note 138, at 181,
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quire the withdrawal of illegal measures (since there are none);
rather it encourages the payment of compensation by means of
tariff reductions to the benefit of nations harmed by the meas-
ures.'** And such compensation need not be made by reducing
tariffs on the products for which concessions were nullified or
impaired.

4.  Conclusions About Curreni GATT Treatment of Free Trade
Areas and Thar Rules of Ongin

The GATT does not offer much assistance to Asian nations
concerned that the NAFTA and its rules of origin will result in
reduced trans-Pacific trade. When the drafters of the GATT in-
corporated an approval of free-trade areas, they were most likely
unaware of the problem of trade diversion and they probably
never contemplated the use of free-trade area rules of origin as
artificial barriers to trade. As a result, the explict proscriptions
of article XXIV do not address the specific problem at hand.

Nonetheless, neither the problem of trade diversion nor its
exacerbation by regional rules of origin are new 1o the GATT.
Countries outside of Europe often have expressed concern that
“strict rules of origin™ in EFTA agreements and past EEC agree-
ments with Mediterranean countries would limit the scope of free
trade in a manner inconsistent with the requirements of article
XXIV:8(b), and would raise barriers to the trade of third coun-
tries contrary (o the obligatons of article XXIV:5.'" The EC
and EFTA countries have responded that rules of origin are nec-
essary in a free-trade agreement in order to prevent deflection of
trade, not to limit the scope of free wade nor (o create obstacles
to third country exports.'*® Moreover, they argue that while the
GATT provides for rules of origin, it does not define any criteria

143 1t 15 well cstablished that article XXIIT does not require 3 contracting party to
suspend of withdraw a nullifving or impainng measure not in conflict with the GATT,
Havaxa ReporTs (formal summiaries of negonation of the Havana Charter, we supra note
23 av 155, However, in cases of “non-viclation™ nullification or impairment, the Con-
irscting Paries may authorize an affected comtracting party to suspend the application of
appropriate obligations or concessions under GATT. Repan of the Working Party an
the Australian Subsidy on Ammonium Sulphate, mgra note 141, para, 16,

144 See, e, Working Farty Beport on Agreement Between the EFTA Countries and
Spain, Nov. 10, 1980, 275 BISD 127, 135, at para. 27 (1981). The compatibility of rules
of engin with article XXV i also discussed in various other Working Paniy reports. Ser,
eg, 245 BISD 73, 78, 86, 95, 104 (Agreement with Portugal, July 26, 1977); 21 BISD 76,
B2, 90, B8, 106 (Agreement with Finland, Oce. 20, 1974 205 BISD 145, 152, 165, 177,
198, 203 {Agreement with Austria, Oct. 19, 1973),

145 See, ep, Working Party Report on the Agreement Between the EFTA Countries
and Spain, sepra note I44, para. 28
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with regard to these rules.'*® These issues have never been re-
solved, and neither a GATT dispute settlement panel nor the
Contracting Parties have ever found trade diversion Lo be a suita-
ble basis for attacking free-trade agreements. Neither has it been
held that the GATT proscribes narrow rules of origin in a free-
trade agreement.

Therefore, parties desiring to minimize the “natural” causes
of trade diversion, as well as trade diversion resulting from a re-
gion’s “special” rules of origin, may have to search for solutions
bevond the current text of the GATT.

B. Antdotes to “Natural™ Causes of Trade Diverston: An Agreement
on Multilateral Market Access

In 1963, Kenneth Dam, one of America’s leading scholars on
the GATT, suggested the possibility of a “*creative” reinterpreta-
tion or revision of article XXIV. Specifically, he recommended a
revision or reinterpretation that would consider “whether a pro-
posed customs union or free-trade area is a movement toward or
away from free wrade.”"" Such an analysis would involve deter-
mining whether the positive production and consumption effects
of the regional arrangement outweigh the negative production
and consumption effects associated with trade diversion. A crea-
tive reinterpretation would be based on the article XXIV:4 state-
ment of general principle that “the purpose of a customs union
or free-trade area should be to facilitate trade between the con-
stituent territories and not to raise barriers to the trade of other
contracting parties.” "%

Dam’s proposal suffers from four drawbacks. First, for rea-
sons explained above, applying the trade diversion/trade crea-
tion model to determine whether a particular free-trade area or
customs union is a net benefit to the world economy is nearly
impossible.™ Regional liberalization in new sectors (e.g., trans-
portation and services sectors) and new issues (e. g., intellectual
property, sanitary and phytosanitary regulation and harmoniza-
tion) make such a determination even more difficult. These
problems suggest that applying a legal standard for evaluaung
regional and economic arrangements that turns on an estimation

L€ %ev, vg.. Working Party Repont on the Agreement Between the EEC and Leba-
non. May 17, 1978, 255 BISD 142, 149, para. 25 (1979)

147 Dam, rupra note 29, ar 663,

48§

149 Ser supra text accompanving wotes 26-37.
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of its trade-creation and trade-diversion effects would be
difficulg, 14

Second, the strictly economic criteria of the proposal ignore
the adverse political effects associated with trade diversion from a
free-trade area or customs union. Use of political criteria might
suggest the appropriateness of an outright prohibition on the es-
tablishment of regional uade blocs on the ground that the estab-
lishment of free-trade areas encourages the dissolution of the
multilateral system into competitive and protective trade blocs,
treating them as essenually preferential arrangements that con-
tradict the principles of MFN and multilateralism.

Third, it is highly unlikely that the GATT Contracting Parties
would agree to such rules at this time. Both of the leading eco-
nomic powers among GATT signatories, the United States and
Europe, have already formed regional trade arrangements, and
thus are expected to be unwilling to subject those arrangements
to rules that could result in their abolition. It is simply too late 1o
adopt such a rule.

Fourth, a “creative” reinterpretation of an international
agreement (such as article XXIV) is not always advisable for an
international judicial body (such as a GATT dispute settlement
panel), which is vulnerable to de-legitimation when it legislates
obligations that nations did not intend to undertake when they
negotiated the underlving instrument. Such “creativity" risks ir-
reparably damaging the reputation and legitimacy of an interna-
tional quasi-judicial body, thereby reducing the probability that
decisions of the body will be followed.'s! In the GATT context,
further evaluation of such concerns would he prudent before em-
bracing a “creative” reinterpretation.

In light of this analysis, it may be appropriate to search for an
alternative solution to the problem of “natural” trade diversion.
“Natural” trade diversion resulting from regional markel access
liberalization may be neutralized by negotiating non-members’
market access to the free-trade area on terms equivalent to those
of the members,

The simplest way to do this might be for non-members (o ac-
cede (o the free-trade agreement. Indeed, the NAFTA contains

150 Ser cupra text accompanying notes 28-51.

131 For a discussion of actions that may legitimize or de-leginmize domestic courts in
precarious political circumstances, see SamueL HusmimGTow, Poviticar (HMDER 1N
Chascing Socremes 25-26 (1968).
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an accession provision.'** However, in the short term, it is un-
likely that the parties to the NAFTA would be inclined to negoti-
ate the accession of an Asian country: at this ume, the
governments of Canada and the United States are finding it chal-
lenging enough to gain legislative approval of just the current
three-party agreement. Thus, the Clinton Administrarion has
chosen not to seek congressional authority Lo negotiate accession
to the NAFTA of any other country under expedited, fast-track
procedures.'** A request for such authority may be made after
the NAFTA is implemented, but, in that case, accession would
focus on other countries in the Americas—not Asia.'*™ Even in
the long run, the accession of certain Asian parties would be
problematic. For example, Japanese accession is highly unlikely
as long as it poses significant competition to U.S. and Canadian
industries and allegedly maintains structural barriers to trade
that are not addressed by the NAFTA.'**

A more successful approach in hoth the short run and the
long run might be for non-members to negotiate multilateral
market access concessions with members of the regional trading
group. By pulling down the tariff walls between the region and
the rest of the world, non-members will enjoy the same access to
the region’s territory as members.

For instance, Asian governments may individually or jointly
request that the United States reduce its tariffs on those electron-
ics products whose export from Asia to the United States would
otherwise be displaced. In exchange, Asian governments would
reduce tariffs on some products upon request by the Unied
States, or make other concessions to open their markets o U.S.
products,'*®

152 MAFTA, supra note 1. an., 2204,

L33 Administrafion Opis mot b0 Puorsue Fast Track for Bilateral Pacts af tAis Time, 11 INs10E
U.S. Trape, Mo. 15, Apr. 16, 1993, at |,

L34 Kanter Seer Free Trade Deal with Chile Immediately After NAFTA Twglementatien, 11 In-
sipe U1.5. Teaoe, No. 17, Apr. 30, 1993, at 15,

135 Moreover, accession of Asian and ather Amencan countries o the NAFTA
would result in a bi-regional international rade system (a ULS.-centric NAFTA and the
EC), which raises many of the same concerns as a tri-regional structure.

136 Asian countrics adversely affecied by the NAFTA rules of ongin are non entied
to unilateral U5, tariff reductions pursuant to article XXIV, para. 6. Article RXIV, para,
& provides for unilateral “compensatory adjustment” if, in the course of creating a free-
trade area, 3 “CONIrACnG pany proposes W oincrease any e of ducy inconsistently with
the provisions” of its article 1T schedule of bound tanft concessions, GATT, supwra note
24, art. XXIV, para. 6. The NAFTA rules of origin do not expressly or effectively in-
crease the rate of duty on Asian products imponed into the termtory of Canada. Mexico,
or the United Staes,
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The Uruguay Round market access negotiations offer Asia its
best opportunity at this time for negotiating access. Uruguay
Round negotiators are in the process of concluding the market
access negotiations. Projected effects of the NAFTA in the ab-
sence of multilateral tariff reductions should help Asian govern-
ments determine for which produets it should seek greater
access. For example, the NAFTA may make the U.S. “zero for
zero™ proposal (for reciprocal duty-free treatment) more attrac-
tive in the electronics sector than it was in the past: elimination
of the U.S. duty on electronics products on an MFN basis would
put Asian products on an equal footing with Mexican products
which will enjoy zero-tariff treatment under the NAFTA.

Even in the absence of a mulilateral tariff round (e.g., after
the Uruguay Round market access negotiations are concluded),
non-regional contracting parties could still attempt to enter into
individual ad hoe supplementary tariff negotiations with separate
members of the NAFTA bloc. Such negotiations could take place
under the authority of the GATT *“Procedures for Negotations
Between Two or More Contracting Parties.”'™ These proce-
dures are employed regularly by GATT contracting partics who
wish to engage in tariff negotiations outside GATT negotiating
rounds. The procedures require that notification of intent to ne-
gonate be given to the Contracting Parties, and suggests the use
of a model protocol, which has been established under the proce-
dures and provides for incorporation of the results into the
GATT."™ Of course, the GATT article I MFN provision would
require that the benefits of resulting tariff concessions be ex-
tended to all contracting parties.

While this “'solution” does not promise o eliminate the prob-
lem of trade diversion resulting from regional arrangements, it
offers a practical solution for reducing the disruptive effects of
trade diversion. Moreover, this solution is feasible: unlike an at-
tack on the NAFTA (which is unlikely to succeed and would
probably provoke a negative response from U.S, policy-makers),
the United States government has long supported rhe negotia-
tion of mutual tariff reductions on a reciprocal basis,

157 Procedures for Negotiations Between Two or More Contracting Parties, 1 BISD
116 §1a5d,
138 14 & 1,
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C. An Antidote to the Rule of Origin Problem: Adoption of a GATT
Agreement or Understanding on Rules of Ongn

Recognizing that the GATT currently does not proscribe
trade diverting rules of origin, one may consider whether it is
feasible to attempt o negotiate a GATT agreement or under-
standing that would address allegedly discriminatory preferential
rules of origin in the NAFTA and the EC. U.S. policy-makers
would probably view such an approach more favorably than re-
course to dispute settlement procedures: it would not only attack
EC rules of origin practices that the United States has considered
unfair, but would also be seen as a constructive effort to bolster
the multlateral trading system and to combat regionalism.

The Uruguay Round is the most obvious forum for such a ne-
gotiation.'*® These negotiations have produced a Dralt Agree-
ment on Rules of Ongin,'* which establishes a transinon penod
after which all “non-preferential” rules of origin must be based
on “where the last substantial transformation was carmied out,” as
determined by a criterion of “change in tariff classification™'*!
instead of value-added or other criteria that may be used to cre-
ate a disguised barrier to trade. However, this requirement does
not extend to “preferential” rules of ongin (i.e., rules of ongin
adopted for application to a free-trade area, customs union, or
common market).'"" The drafl agreement’s only “disciplines”
on “preferential” rules of ongin are found in Annex I1, which
contains largely hortatory rules and imposes no meaningful re-
stricions on “preferential” rules of origin.’** In negotiations
over the draft agreement prior to 1992, the United States de-
manded that the “change in tariff classification” rule apply to
“prelerential” as well as “non-preferential” rules of origin, be-
cause it wanted to eliminate the allegedly discriminatory rules of

159 While political agresment on the general terms of the Uruguay Round package
could be concluded as carly as Summer of 1993, completion of the Uruguay Round and
its details would sull be a complex process that may stretch owl over another four 1o six
months, Indeed, translating political agreement on the general text mio an accurate
legal document u.-l.'l:rpLuJ:-[u- tor all pirties 15 a complicated task.

1B Draft Agreement on Rules of Onigin, Dec. 20, 1991, GATT Doc. MTN.TNC W/
Fa, at DL1-14 [hereinafter Draft Agreement),

Vel fd arts. 3(b) and 9:20chiii), respectively, Supplememary criteria could be used
only “where the exclusive use of the HS nomenclaire does not allow for the expression
of subsiantial ransformanon.”™ M4 are. 92 0cWink

162 Application of this rule v “preferential™ rules of arigin is precluded by the defi-
mitbon of “rule of origin® in article 1 of the Drafi Agreement. fa ar. [(2).

163 rf Annex 1L
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origin promuigated by the EC.'™ The EC refused to comply with
the United States’ demand, and since decisions in the group ne-
gotiating the document require consensus, the resulting draft
agreement would not apply 1o “preferential” rules.

Asian nations could attempt to reopen this issue. Since the
United States has now adopted “special” preferential rules of ori-
gin in the NAFTA, it might now agree with the EC position and
resist extension of this discipline to “'preferential” rules of origin.
However, the United States has been on record in the Uruguay
Round negoriations as a strong advocate of extending meaning-
ful disciplines on “preferential” rules of origin, such as the
“change in tariff classification” standard. Moreover, such an ex-
tension would serve as a basis for attacking the EC's allegedly
discriminatory rules.

The United States should thus consider foregoing the “spe-
cial” rules of origin in the NAFTA, in exchange for disciplines
curbing rules of origin abuses of the GATT article XXIV right to
establish free-trade areas and customs unions.'s® In the long
run, the United States and those championing an open interna-
tional trading system will benefit from such a discipline, because
it would reduce the trade diversion effects of regional arrange-
ments and the associated contributions of such effects to the dis-
solution of the multilateral system into trade blocs.

It reaching an agreement on such a discipline in the context
of the Uruguay Round is not possible, two alternative GATT fora
for the adoption of such a rule exist. First, pursuant to GATT
article XXV, the Contracting Parties, by joint action, may accept
an understanding that includes such a rule. Article XXV:1 states,
in relevant part, that “Representatives of the contracting parties
shall meet from time to ume for the purpose of giving effect to
those provisions of this Agreement which involve joint action
and, generally, with a view to facilitating the operation and fur-
thering the objectives of this Agreement.”"™® Joint action is usu-

%4 Author’s observations of periodic negotiations in Geneva, Switzerland, in 19589
amnd 1990, and Brussels, Belgium (Dec. 1990),

165 A possible compromise between the United Siates and the EC would be to
grandfather all existing NAFTA and EC rules of origin, and apply meaningful disciplines
from this time forward. Such a compromise would not address trade diversion resulting
from the NAFTA’s current mules of origin, but it would ensure that North American
countries and the EC do not modify rules of ongin in an undisciplined manner in the
funure.

186 GATT, sprr note 24, are. XXV 1,
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ally taken in the context of 2 monthly GATT Council meeting or
at the annual Contracting Parties’ Session,

Second, the Uruguay Round Drafi Agreement on Rules of
Origin would establish a Committee on Rules of Origin to, inter
abr, “carry out such other responsibilities assigned (o it under
[the Agreement] or by the Contracting Parties.”'%? The GATT
Council could therefore assi gn to the Commitiee the responsibil-
ity of negotiating more substantial disciplines on preferential
rules of origin. The results of that negotiation would then be
reported back to the GATT Council, which could approve the
negotiated disciplines pursuant to s authority under article
XXV,

V. ConcLusion: A SUGCESTED APPROACH TO AMELIORATING
TrapE Diversion

As a general rule, the formation of a customs union or free-
trade area will inevitably lead 10 some trade diversion. Such
trade diversion is economically inefficient, resulting in increased
levels of high-cost production within the region at the expense of
lower-cost production from outside the region. Moreover, irade
diversion is politically costly, engendering resentment by nations
outside the region and contributing to a process of decay of the
International system into regional blocs,

The NAFTA is of course no cxception: it too will result in
trade diversion. The NAFTA will cause trade diversion not only
by “natwral” means (i.e.. intra-regional tariff reduction withour
corresponding reductions of the same tariffs vis-3-vis non-mem-
bers), but also through the adoption of “special” rules of orgin
for many products. These rules will require Mexican production
to employ an extraordinary level, LYpe, or proportion of regional
Inputs in order to enjoy the benefits of the NAFTA. A variety of
Asian products—such as textiles, automobile parts, light wrucks,
some toy and electronic products bound for North America—will
be partcularly disadvantaged. The GATT currently does not
provide a solution 1o these problems. Article XXIV permits, and
may even be read (o encourage, the formation of free-trade areas
and customs unions. !5 Furthermore, the GATT does nort disci-

'67 Draft Agreement, supra note 160, an. A1), This provision alse authorizes the

Committee 10 “consull on marters relating 1o . . . the furtherance of the ohjectives set
et in | Fares LIV of the Agreement].” bt thowe Parts do not address preferemial rujes
of angin,

168 GATT, suprs note 24, an. XXIV
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pline discriminatory preferential rules of origin.

In this context, adoption of a new international rule on pref-
erential rules of origin would be appropriate. Such a rule would
deem “change in tariff classification™ as the touchstone of prefer-
ential origin determinations. In addition, non-members of re-
gional trade arrangements whose trade is diverted because of
those arrangements would be advised to seek access to the North
American market on terms equivalent to those afforded (o0 mem-
bers. While the simplest way to achieve such access might be by
accession to the NAFTA, accession of Asian members does not
appear feasible in the short term, and accession of some coun-
tries seems unlikely even in the long term. In that light, non-
members may be advised to seek a multilateral reduction of tariff
and non-tarifl barriers to minimize the “natural” trade-diversion
effects of customs unions and free-trade areas. It is perhaps
ironic that the rules which permit the establishment of customs
unions and free-trade areas, resulting in associated trade diver-
sion and adverse political effects, also thereby shift the incenuves
of countries outside the region towards pursuing a multilateral
reduction of tariff and non-tariff barriers.

In order to ameliorate the effects of the NAFTA, Asian gov-
ernments should focus on rules and measures that further the
principle of multilateralism. They should pursue a quick conclu-
sion and implementation of the Uruguay Round of trade negotia-
tions, including provisions in the market access agreement and
the Agreement on Rules of Origin 1o maximize [ree trade with
North Amenica.'® [f necessary, after the Round is concluded,
Asian governments can still pursue increased market access and
disciplines on preferential rules of ongin that may be disguised
barriers o trade. In both the short and the long run, Asian gov-
ernments’ best weapon against regionalism and its trade-diver-
sion effects will likely be a vigorous pursuit of mululateralism.

162 I (ke short run, the Uruguay Round offers the best vehicle for ameliorating the
trade diversion resulting from the NAFTA. 11 13 a convenient forum for improving Asan
acoess 1o the LS, market in areas where the NAFTA would otherwise give Mexico and
Canada advantageous access. Mareover, it could lead o the adoption of a discipline
against preferential rules of origin that arc disgwsed barmers to iride. And most impor-
tanily. in light of the NAFTA, the Uruguay Round’s hiberalization of textiles may repre-
sent the Lust and best hope for Asian manufacturers of some textiles and apparel hoping
o maintain ther share of the U5, market





