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Letter of Transmittal

P;"‘ ¢ ', \'01 UNITED STYATES
s INTERNATIONAL TRADE COMMISSION
g\%; } WASHINGTON, 0.C. 20438
- o ’T

THE CHAIRMAN

January 22, 1976

Honorable Russell B. Long '’
Chairman, Comnittee on Finance
United States Senate
Washington, D.C. 20510

Dear Mr. Chairman:

The United States International Trade Commission transmits herewith
its report on the United States-Canadian automotive agreement in
response to a request from you on behalf of the Committee on Finance,
dated July 9, 197S.

The Commission's report is in two volumes. Volume I presents an
analysis of the history, terms, and impact of the United States-
Canadian automotive agreement. Volume II of the report includes
a series of statistical tables devoted primarily to investment,
production, and trade in the United States-Canadian motor-vehicle
industry, and a number of official documents relating to the
agreement.

Volume I also contains a brief overview of the history, terms, and
impact of the agreement, incorporating some of the observations of
the Commission. In your letter, you specified two matters to which
the Commission should respond. Here is a summary of our responses,
which are fully developed in the report. Commissioner Ablondi is
submitting a separate response.

The committee has expressed a particular interest in ''the Commission's
view as to whether or not Canada has fully complied with the letter
and spirit of the agreement by phasing out the so-called 'transitional
provisions'." The Commission's view is that Canada has not fully
complied with the agreement. The restrictions embodied in annex A

of the agreement limiting duty-free treatment to automotive products
imported into Canada by a "qualified" manufacturer (i.e., a Canadian
manufacturer maintaining certain levels of motor-vehicle production)
have not been phased out by the Government of Canada. In addition,
the "letters of undertaking" have not expired, and continue to
guarantee certain levels of motor-vehicle and motor-vehicle-parts
production in Canada. The fact that these restrictions and the
"letters of undertaking" relating to automotive trade under the
agreement have not been phased out by the Government of Canada
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impedes the realization of what the committee recognized in its
report on the proposed Trade Act of 1970 as one of the objectives
of the agreement--that of "allowing market forces to determine the
most economic pattern of investment, production, and trade."

The committee has also expressed an interest in knowing the "relative
structure of production of automobiles within the U.S./Canadian
markets, and any shifts which may have occurred as a result in the
recent decline in industry sales in the U.S. as compared with Canada."
- A?
Production of automobiles in the United States declined from 1973
through 1974 and the first 6 months of 1975 by percentages approxi-
mately equal to the decline in sales of United States-Canadian-type
automobiles in the United States during the period. Employment in
the production of motor vehicles in the United States has declined
along with the decline in production.

In Canada, both production and sales of United States-Canadian-type
automobiles remained at their 1973 levels in 1974, and declined
during the first 6 months of 1975. Employment in the production
of motor vehicles in Canada followed a similar trend, remaining at
its 1973 level in 1974, and declining during the first 6 months of
1975. As a result of the smaller declines in sales, production,
and employment in Canada compared with those in the United States,
the Canadian shares of total United States-Canadian sales, produc-
tion, and employment have all increased. Nevertheless, the greater
decline in the United States motor-vehicle market compared with the
Canadian market has contributed to an improvement in the United
States balance of automotive trade with Canada.

Finally, production of motor vehicles in Canada is largely determined
by sales of motor vehicles in Canada by reason of the protective
measures imposed by the Government of Canada. The relative structure
of the Canadian industry is not determined by the United States-
Canadian motor-vehicle market, as a whole.

It is hoped that this report will be useful to the committee.
Sincerely,

WHE

Will E, ard
Chairman
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January 22, 1976

Honorable Russell B. Long
Chairman, Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Mr. Chairman:

In response to your request of July 9, 1975, on behalf of the Committee
on Finance, I join with the other members of the United States Inter-
national Trade Commission in transmitting its report on the United
States-Canadian automotive agreement. I must note, however, that the
Commission's letter of transmittal does not fully reflect my views.

The report, in my opinion, does not fully treat with several salient
aspects of the agreement. Accordingly, I have presented my views
separately with respect to several issues raised in the committee's
letter and in the full report.

The committee requested that the Commission specifically address

the question of “the relative structure of production of automobiles
vithin the U.8./Canadian markets and any shifts which may have occurred
as a result of the current decline in industry sales in the U.8. as com-
pared with Canada." 1In my view, the relative structures of production
within the United States and Canadian markets are governed by decisions
made in the corporate offices in Detroit, which are based on the best
interests of the multinational corporations irrespective of United
States or Canadian national interests. The corporate multinationals

are the main force that control the economic pattern of investment, pro-
duction, and trade in United States-Canadian motor-vehicle production.
These decisions by the directors and officers of the Big Four and the
smaller wotor-vehicle producing firms are usually made with the ulti-
mate objective of maximum profits and rationalization of production,

and have resulted in production. trade, and investment patterns not
envisioned by either the Government of the United States or the Govern-
ment of Canada in 1965, despite the conditions of annex A and the
"letters of undertaking.”
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Corporate decisions made in the late 1960's to devote a larger propor-
tion of Canadian production to small passenger automobiles than the
proportion of United States production devoted to such automobiles,

had a result unforeseen by the Government of the United States or the
Government of Canada in 1965. The rapidly increasing market share held
by small passenger autompbiles in the United States and Canada probably
resulted in a more rapid increase in Canadian passenger-automobile pro-
duction than would have occurred had Canadian production been more
heavily weighted towards larger passenger automobiles. This rapid
increase in production of passenger automobiles in Canada when compared
vith the production of passenger automobiles in the United States accel-
erated as a result of of the oil boycott in October 1973. The oil boycott
did not affect Canada to the extent that it did the United States, since
Canada was a net exporter of oil.

The relative decline of United States production is also a result
of the importation of passenger automobiles from third countries, which
have increased in the United States and declined in Canada.

In my opinion, the principal beneficiaries of this agreement are the
multinational corporations that control United States-Canadian motor-
vehicle production. Prior to the implementation of the agreement, the
Big Four had made substantial investments or commitments for investment
in Canada. In fact, Studebaker had moved entirely to Canada prior to
the implementation of the agreement. Such investments were based, in
part, on the multinationals' ability to export to the United States,

but developments beyond the control of the multinationals may have
disrupted their plans for rationalization of United States-Canadian
automobile production. First, the possibility of countervailing duties
being imposed on United States imports of automotive products from
Canada could have seriously impaired their plans. Second, to muddle

the situation further, a continuation of the deficit in Canada's auto-
motive trade balance with the United States (about $500 million annually)
could have had a serious impact on the Canadian economy. This deficit
on automotive trade alone accounted for nearly 80 percent of the tota]
Canadian trade deficit with the United States in 1964. Had such a
deficit continued. Canada might well have called for protective action
under the General Agreement on Tariffs and Trade. Thus the multinationals
were faced with a situation that could have erupted into escalating pro-
tective measures on the part of both countries, with the multinationals
and their capital investments in the middle. The agreement solved this
problem for the multinationals.
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Initial investments required by the multinationals to meet their require~:
ments under the agreement and the "letters of undertaking" had been

made or were committed prior to the signing of the agreement. In fact,
among the major motor-vehicle manufacturers, virtually all investment

in new plant and equipment in Canada was financed by retained earnings

of the Canadian affiliates of the United States manufacturers and the
remainder came from other Canadian sources. Thus there was no outflow of
capital from the United States for such purposes. In addition, the
minimum requirements for Canadian production were generally met or, in
many cases, substantially exceeded.

Much has been made of the United States concession to grant duty-free
entry to Canadian automotive products. Item R07.00 of the Tariff Sched-
ules of the United States was in existence at the time. 8ince an estimated
40-60 percent of the value of imported automotive products from Canada

may be entitled to duty exemption upon meeting requirements of item
807.00, the full effect of the concession granted by the United States
extends only to those articles which may not qualify for 807.00 treatment.

I vould be remiss in not succinctly stating that the theme of witnesses

at the Commission's Detroit hearing was, in my estimation, "don't termi-
nate the agreement." Those witnesses represented labor, motor-vehicle
manufacturers, United States parts manufacturers, and Canadian parts
manufacturers. Regrettably, no consumers' views were expressed, but I
would surmise that the consumers' view would be in accord with the theme
of not terminating the agreement. Many witnesses, however, while strongly
supporting the continuation of the agreement, recommended the amendment
or modification of certain terms of the agreement and the "letters of
undertaking."

I wish to direct the committee’s attention in particular to two sugges-
tions made during the course of the hearings and in later posthearing
briefs. Mr. Leonard Woodcock, the President of the United Automobile,
Aerospace, and Agricultural Implement Workers of America (UAW), testified
that the United States-Canadian content of articles imported into the
United States free of duty under the agreement should be increased from
50 percent to 75 percent. This would limit the incentive to assemble
vehicles in Canada that contain duty~free components imported into
Canada from third countries.

Mr. Brian O'Keefe, assistant corporate controller of Chrysler Corp., in
his testimony before the Commission in Detroit, suggested two proposals
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that would improve the operation of the agreement. In view of the
relatively strong fluctuations in annual sales and production, the
conditions imposed would be less onerous, and more reasonable, if they
vere based on a 3-year average rather than on a single year's basis
and if they were combined for passenger automobiles and trucks rather
than being considered separately.

The agreement anticipated the need for improvement and for discussion
among the countries., The express terms of the agreement provide for
consultation between the two governments.

Article 1V states in part,

(a) At any time, at the request of either Government,
the twvo Governments shall consult with respect to
any matter relating to this Agreement.

It would appear that many of the suggestions for amendment or modifi-
cation of the agreement should be considered by the two Governments.

The eleventh anniversary of the agreement has just passed. Numerous

nev factors have arisen since 1965 which have had a drastic impact on
the agreement. Changing consumer preferences, the increasing cost of
gasoline, pollution controls, and questions on mass transportation raise
only elementary issues not contemplated by the agreement. The recom-
mendations received during the study conducted by the Commission form
the basis for such consultation.

8incerely. ! .

Italo H. Ablondi
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PREFACE

In response to a request dated July 9, 1975, by the Senate Committee
on Finance, the United States International Trade Commission reports
herein the results of investigation No. 332-76, instituted on July 22,
1975, under section 332(g) of the Tariff Act of 1930 (19 U.S5.C. 1332(g))
of the history, terms, and impact of the United States-Canadian automotive
agreement, as implemented by the President pursuant to the provisions of
the Automotive Products Trade Act of 1965.

The full text of the request is as follows:

The Senate Committee on Finance resolved today to request
that the International Trade Commission undertake a study
of the U.S./Canadian Automotive Agreement as implemented
under the Automotive Products Trade Act of 1965 and sub-~
mit the study to the Committee on Finance no later than
December 31, 1975. 1/ This request is made pursuant to
section 332(g) of the Tariff Act of 1930.

The Committee is interested in having a thorough analysis
of the history and terms of the U.S./Canadian Automobile
Agreement and its impact on U.S. and Canadian trade, employ-
ment, production, balance of payments, capital flows, and
investment patterns. We are particularly interested in

the Commission's view as to whether or not Canada has fully
complied with the letter and the spirit of the Agreement

by phasing out the so called "transitional provisions".

In addition, it would be useful to know the relative
structure of production of autcmobiles within the U.S./
Canadian markets and any shifts which may have occurred

ag a result of the curreant decline in industry sales in

the U.S. as compared with Canada.

We appreciate the quality work the Commission has done in
the past for the Committee and the Congress and look for-
vard to receiving a thorough study of this important
agreement by the end of the year. 1/

17 The Commission’s deadline for submitting this study has been extended,
by agreement with the Committee on Finance, to January 22, 1976.
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A public hearing was held in connection with the investigation
on December 11, 1975, in Detroit, Michigan. The information contained
in this report was obtained from the public hearing; from briefs and
other submissions filed by interested ptyties; from responses to the
Commission's questionnaires, from information published in Automotive
News, Ward's Automotive Reports, the Annual Reports of the President to
the Congress on the Operation of the Automotive Products Trade Act of
1965, 1/ and Canadian Automotive Trade, from material supplied by the
Motor Vehicle Manufacturers Association (United States and Canada), and
from the Commission's files.

This is the second report submitted to the Committee on Finange
by the Commission concerning the agreement. The first report, sub-
mitted to the Committee on September 16, 1965, was a report on H.R. 9042,
the "Automotive Products Trade Act of 1965." 2/

Since 1971, the Commission has supplied the Committee on Finance
and other interested persons with an annual compilation of automotive
trade statistics based on the official import and export statistics
published by the Bureau of the Census. The most recent of those compila-
tions is dated May 1975.

This report is presented to the Committee on Finance in two volumes.
The first volume consists of the complete text of the report, and the

second volume consists of the appendices.

1/ The first annual report was printed in March 1967, and the ninth and
most receant annual report was submitted to the Senate Committee on Finance
on November 26, 1975.

2/ United States Tariff Commission, Report to the Committee on
Finance on H.R. 9042. Eighty~-ninth Congress, The Automotive Products
Trade Act of 1965, reprinted in Hearings on H.R. 9042 Before the Senate
Committee on Finance, 89th Cong., 1st Sess. 373 (1965).




INTRODUCTION

The Agreement Concerning Automotive Products Between the Govermment
of the United States of America and the Government of Canada (hereinafter
referred to as the "United States-Canadian automotive agreement" or the
“agreement") is an agreement wholly concerning the import tariff treat-
ment to be accorded by each of the two contracting parties to exports
from the other contracting party of certain motor vehicles and original-
equipment parts therefor.

The principal effc.t of the agreement is its impact on trade in
passenger automobiles, trucks and buses of the types manufactured in the
United States and Canada by United States manufacturers and their affili-
ates (hereinafter referred to as United States-Canadian-type motor vehi-
cles), and original-equipment parts therefor. There are relatively few
exports of these vehicles from the United States and Canada to third
countries  Although vehicles virtually identical to United States-
Canadian-type motor vehicles are produced in other countries of the
vworld by foreign affiliates of United States manufacturers, virtually
none of these vehicles are imported into the United States or Canada from
third countries. There is, however. some trade in original-equipment
parts for United States-Canadian-type vehicles between Canada and third
countries., and between the United States and third countries Original-
equipment parts imported into Canada from third countries may also be
entitled to preferential tariff treatment by Canada under the agreement.
In addition, there are numerous independent parts manufacturers in the
United States and Canada that supply original-equipment parts to the
manufacturers of United States-Canadian-type motor vehicles in the United

States and Canada.



Accordingly, & major objective of this report, insofar as the impact
of the agreement is concerned, is to determine the influence or effect of
the agreed-upon changes in United States and Canadian import tariff treat~
ment upon automotive trade between the United States and Canada, automo-
tive production and consumption in each country, and, to a limited extent,
original~equipment parts trade between Canada and third countries. For
the purpose of making these asssessments, this report considers the period
beginning with the resumption of international trade after World War 1I
and continuing through 1975. This period has been divided into three
shorter periods, as follows:

(a) the period prior to 1960;
(b) 1960 through 1964; and
(¢) 1965 through June of 1975.

Limited data are available for the period prior to 1960. The Com~
mission sought to obtain information on all aspects of United States-
Canadian automotive trade, production, and consumption from 1960 through

1975. 1/

1/ 1t should be noted that much of the information contained in this
report was obtained from responses to the Commission's questionnaires
by General Motors, Ford, Chrysler, American Motors, International
Harvester, and Mack; the data presented in this report, that were derived
from the questionnaire is completely dependent upon the cooperation of
the responding firms and was not subject to verification. In several
areas, however, public data are available similar to that requested in
the Commission's questionnaire. In all such instances the results
of the Commission's questionnaire were compared with the public data.
In only one instance were the data obtained from the questionnaire at
substantial variance with the data available from the other sources
checked. That one instance is in the value of United States~Canadian
automotive trade. The differences between the various series of data
available with respect to United States-Canadian automotive trade are
the subject of this section of this report.
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Nature of Statistical Dats Used To Determine
the Impact of the Agreement

In an attempt to obtain an accurate assessment of the impact of
the agreement, i.e., the impact of the respective tariff changes, this
report uses several measures of automotive trade, production, and con=
sumption. The measures of automotive trade used and referred to in
this report are—

1. The "traditional" data sources; i.e., official United States
import and export statistics;

2. United States and Canadian import statistics~—

a, With United States import statistics not adjusted for trans-
fer pricing; and

b. With United States import statistics adjusted for transfer
pricing; and

3. Transfer pricing data obtained by questionnaires from the major

United States motor-vehicle producers.

Official United States import and export statistics

The "ttad@tional" United States method of calculating United States~
Canadiaﬁ automotive trade is based on the use of official United States
import statistics as reported by the Bureau of the Census for each automo-
tive tariff item number and the official United States export statistics of
the Bureau of the Census as reported for each automotive export category.
This method of measuring United States-Canadian trade was used by the
Commission and by the executive branch, in reporting on pre-1965 trade

and in assessing the probable impact of the agreement on trade, during
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the congressional consideration of the bill which became the Automotive
Products Trade Act of 1965. It is also the method of calculating United
States~Canadian automotive trade used in the First Annual Report of the
President to the Congress on the Operation of the Automotive Products
Trade Act of 1965, and in the Commission's annual compilations of auto-
motive trade statistics.

The “traditional" method is the only system by which United States~
Canadian automotive trade balances can be accurately contrasted with
trade balances in other product sectors or with other countries for
vhich no alternative methods of measurement are available. The import
value data derived from this system are comparable to data on the value
of United States production that are available from public sources. Com-
parable data for United States imports and United States production are
necessary in order to assess properly the impact of imports on domestic
product ion.

These drawbacks sre inherent in the "traditional systea". Onme is
that not all automotive exports are identified as such in official United
States export statistics, while virtually all sutomotive imports are
identified as such in official United States import statistics. Secondly,
it is alleged that substantial quantities of United States exports are not
not reported at all owing to extremely lax enforcement of export reporting
regulations. Last, the “traditional" system uses constructed "arms-length-~
transaction" values to report United States imports from Canada and values
close to intracompany transfer values to report United States exports to

Canada. All of these factors tend to understate exports of automotive
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products to Canada. Data based on this system of measure are presented

in tables 97, 100, and 103, in volume II of this report.

United States import statistics and Canadian import
statistics .

The second method of calculating United States~Canadian autouotivg
trade is the use of official United States import statistics and offi~
cial Canadisn import statistice. While use of official Canadian import
statistics, instead of official United States export statistics, provides
for more complete identification of United States exports that are auto-
motive products, such imports statistics are based on so-called "transfer
values" at which vehicles and parts change hands on an intracompany
basis. These values understate United States exports to Canada (Cana-~
dian imports) in relation to United States imports from Canada in that
official United States import statistics are based on actual or con-
structed arms-length-transaction values. This import/import system of
measure was used in the Second and Third Annual Reports of the President
to the Congress on the Operation of the Automotive Products Trade Act of
1965. As indicated, the major difference between this system and those
previously discussed is that additional United States exports to Canada
are reported under it. United States imports from Canada remain the
same. Data based on this import/import method are not presented in
this report in view of the limited period during which it was used by
any agency of the United States Government.

The third method, also uses United States import statistics and
Canadian import statistics, with the official United States import

statistics being adjusted downward from their arms-length values to the



16

equi&alent of their transfer values; it uses official Canadian import sta-~
tistics,also based on transfer values, to measure United States exports to
Canada. This method of measuring United States-Canadian trade has been used
in the Fourth and all subsequent Annual Reports of the President to the Con~
gress on the Operation of the Automotive Products Trade Act of 1965. Its
use as a measure of the United States-Canadian automotive trade balance
has the support of the Government of Canada, the administration, and the
major motor-vehicle manufacturers. Data compiled in accordance with
this method are presented in tables 96, 99, and 102 of this report.

The major objections to the use of this third system are that trade
balances in other product sectors or with other countries ;te not
reported in a comparable manner and so cannot be compared with the
automotive products trade balance between the United States and Canada.
In addition, the adjusted values of imports into the United States,
based as they are on transfer values, are not comparable to any values
publically reported for United States production 8o that the impact of
imports from Canada on United States production cannot be accurately
assessed.

Transfer pricing data obtained by questionnaire from the
major motor-vehicle manufacturers 1/

In an effort to develop a system of uniform measurement with which to
compare United States-Canadian trade, and United States and Canadian pro-~

duction, the Commission requested transfer pricing data or its

17 The six firms that responded to the Commission's questionnaires were:
General Motors Corporation, Ford Motor Company, Chrysler Corporation,
American Motors Corporation, International Rarvester Corporation, and
Mack Trucks, Inc.
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equivalent for all United States-Canadian trade in motor vehicles and

parts, for United States and Canadian production of motor vehicles. 1/

17 Commissioner Ablondi has serious reservations about the addition
of a new method of reporting the value of United States-Canadian trade
in automotive products which only serves to cause further confusion
regarding the preexisting conflicts between two other major systems
of reporting such trade. The new method of reporting has a margin of
error in at least one of the following respects:

l. Any differences in transfer values for captively produced
original-equipment parts and values for arms-length transactions for
original-~equipment parts purchased from independent suppliers would be
subject to the same observations set forth on p. 10 of this report.

2. Different exchange rates between United States and Canadian
dollars may have been used by reporting firms at various times.

3. Written questionnaires may inadvertently have requested data
on certain articles not included in the auto pact, which data were subse~
quently orally requested to be excluded.

4. Although most trade in motor vehicles was covered by firms that
responded to the Commission's questionnaire, several firms representing
a small percentage of motor-vehicle trade did not respond and many small
firms were not contacted.

5. Different reporting firms probably used various different
accounting procedures for arriving at transfer values.

6. No confirmation of reported trade data was made by examination
of the books or documents of the responding firms.

Any margin of error in one or more of these factors on total trade
amounting to more than $10 billion in 1974 could result in further dis-
tortions. Commissioner Ablondi believes that, with all due respect to
the efforts of the Commission staff to arrive at a superior method of
measuring United States-Canadian trade and production, the time con-
straints were such as to preclude an accurate assessment thereof.

Section 608 of the Trade Act of 1974 provides for the establishment
of a comparable system of measuring U.S.-imports/U.S. exports, and U.S.
production. With the establishment of such systems, future balance~of-
trade differences involving United States-Canadian auto statistics may
be eliminated.
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It also sought comparable value data on original-equipment parts
used by the motor-vehicle manufacturers in the assembly of motor vehicles
in the United States and Canada. Such data were reported to the Commis-
sion in questionnaires received from six motor-vehicle manufacturers
accounting for virtually all of United States production of passenger
automobiles, 99 percent of Canadian production of passenger automobiles,
98 percent of United States production of trucks and buses and 99 percent
of Canadian production of trucks and buses. Data compiled from the Com-
mission's questionnaires are presented in tables 95, 98, and 101 of
this report with respect to trade balances. Unless otherwise noted,
all production, consumption, and trade data presented in this report were
derived from the Commission's questionnaires. 1/

The Commission's questionnaire requested data from the motor-
vehicle manufacturers on the quantities and values of their imports
into the United States from Canada and their exports from the Unfted
States to Canada. The data on values of such United States imports

and United States exports were requested at the firms' intracompany

1/ The Commission learned that transfer pricing was the only method used
by motor-vehicle manufacturers to record their intracompany transactions
in vehicles and parts. Although the Commission has less difficulty in
accepting transfer values for captive production and trade in original-
equipment parts since such articles are reportedly priced comparably
with identical parts purchased by the motor-vehicle manufacturers from
independent vendors, no such outside purchases affect internal transfer
pricing for completed motor vehicles. Many vehicles are transfer priced
identically whether they are produced in the United States or Canada
despite the obvious differences in the costs of production between
the United States and Canada, as reflected by the factory and retail
list price differences still existing between identical vehicles for
sales in the United States and Canada.
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transfer values. The Commission also requested comparable quantities and
transfer values on the production of motor vehicles in the United States
and on the production of motor vehicles in Canada. All values were
requested to be provided in United States dollars.

Tie Commission also requested data from the motor-vehicle manufac-
turers on the value of original-equipment parts usedwin the assembly
of motor vehicles in the United States and the value of original-equip-
ment parts used in the assembly of motor vehicles in Canada. For
original-equipment parts used in assembly plants in the United States,
the questionnaire requested that the source--the United States,

Canada, or third countries--be provided. Similar data relating to the
source of original-equipment parts were requested for those used

1n Canada. The value of United States imports of original-equipment
parts from Canada, as presented in this report, consists of the value

of those parts used in the United States which were sourced in Canada.
Similarly, the value of United States exports of original-equipment
parts to Canada, as presented in this report, consists of the value

of those parts used as original equipment in Canada that vere sourced

1n the United States. All of these values were requested to be provided
1a United States dollars.

The value of United States production of original-equipment
motor-vehicle parts, as presented in this report, consists of the
addition of the value of original-equipment parts ufed in the assembly
of motor vehicles in the United States that were sourced in the United

States, and the value.of original-equipment parts used in the assembly
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of motor vehicles in Canada that were sourced in the United States.
Similarly Canadian production of original-equipment parts, as presented
in this report, consists of the addition of the value of original~
equipment parts used in the assembly of moto{lvehicle in Canada that
were sourced in Canada and the value of origin;l~equipnent parts used
in the assembly of motor vehicles in the United States that were
sourced in Canada.

For each of the above described parts categories, the source of
the parts was further separated into original-equipment parts obtained
from within the reporting firms and parts obtained from independent
suppliers. Values of parts obtained from within the reporting firm
(capit:vely produced parts) were requested to be reported at intra-
company transfer values in all instances. Values of parts obtained
from independent suppliers were requested to be reported at the cogt
to the motor-vehicle manufacturers of such purchased parts. It should
Se noted that the motor-vehicle manufacturers and independent pafta
suppliers report that with respect to original-equipment wmotor-vehicle
parts, the value of a part purchased at an arms-length—-transaction
price and the transfer value of an identical part produced within a
firm are comparable.

The Commission's questionnaires therefore provide data collected on
a uniform basis, from similar sources, for measuring the value of United
States trade in automotive produ;ts with Canada and for comparing that
trade with United States and Canadian production of such articles. This

information is not, however, readily available from public sources;’
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it is only available from the questionnaire responses of the motor-

" ' vehicle manufacturers.

Definitions of Terms and Concepts Used
in This Report

To provide additional understanding of the body of material presented
in this report, several of the terms and concepts used throughout the
report require some explanation. They are as follows:

1. In this report ;11 value data are presented in United States
dollars, unless otherwise noted. When value data were presented to the
Commission in Canadian dollars, they were converted to United States dol-
lars based on the rates of exchange as published by the Imternational
Monetary Fund in its "International Financial Statistics” (line rf) for
each calendar year, except 1975. These data are based on monthly aver-
ages of daily data. Data for 1975 were converted at the rate of exchange
reported by the abbve source for September 1975.

2. Unless otherwise ﬁoted, all annual data are presented on a
calendar year basis. Model~year data, when used, are indicated as such.
Model years cover the 12-month period ending on July 31 of the year indi-
cated..

3. The term "consumption" with reference to motor vehicles means
sales of new vehicles at the retail level. It may also be measured by
new-vehicle registrations. Consumption of original-equipment parts, for
the purposes of this report, means original-equipment parts used in the

assembly of new motor vehicles.
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4. The term "United States~Canadian" is used frequently in this
report. The terms "United States-Cansdian consumption" or "United States-
Canadian market" refer to retail sales or registrations of motor vehicles
in the United States and Canada, or use of original-equipment parts in
the assembly of motor vehicles in plants in the United States and Canada.
It does not include completed vehicles exported from the United States
or Canada for sale in third countries or parts exported to third coun-
tries for use there in the assembly of complete vehicles.

5. The term "United States-Canadian production” refers to vehicles
or parts assembled or produced in the United States and Canada. The
term "United States-Canadign-type' motor vehicles is used to describe
motor vehicles produced in the United States and/or Canada by firms
headquartered in the United States or Canada. It does not include United
States-or Canadian-made vehicles produced by such firms as Volvo or
Renault vwhich are headquartered in third countries, nor does it include
vehicles such as the Chevy Luv or Pord Courier which are assembled in
the United States from mostly third-country components. Also excluded
from the definition are vehicles made in third countries by firms head-
quartered in the United States, such as General Motors' Opel, Ford's
Capri, or the vehicles made by United States firms in the developing
countries.

6. The terms_ "original-equipment parts”, and "original-equipment
motor-vehicle parts", as used in this report, refers to parts, excluding
tires or tubes for tires, actually used in the assembly of new United

States-Canadian-type motor vehicles in the United States or Canada.



The terms exclude such parts that are to be used as replacement or service
parts, or parts that are to be exported to third countries for use there
in the assembly of motor vehicles. They also exclude parts to be used
in the production of non-United States-Canadian~type motor vehicles in
the United States or Canada. For the purposes of the trade data pre-
sented in this report, all fabricated components used in the manufacture
of motor vehicles are included within the concept of original-equipment
parts. For the purposes of annexes A and B of the agreement, certain
fabricated components, covered in the trade data presented herein, are
excluded from duty~free treatment under the agreement.

7. Final-assembly plants are factories the operations of which

include the final assembly of complete motor vehicles.

62.478 - 76 -3
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OVERVIEW OF THE AGREEMENT: ITS HISTORY, TERMS,
AND IMPACT

History of the Agreement

The United States motor-vehicle market was dominated during
the period antecedent to the agreement by the consumption of United
States~Canadian-type vehicles, the vast majority of which were pro-
duced in the United States. This market grew, by approximately 27
percent from 1960 to 1964, 1/ reflecting increases in both the popu-
lation of the United States and per capita registration of motor
vehicles during the period.

The Big Four motor-vehicle sanufacturers in turn dominated
motor-vehicle production in the United States during the antece-
dent period, much as they do today, even though trucks and buses
vere produced by 17 companies other than the Big Four. While
United States production of motor vehicles grew by only 18 percent 2/
from 1960 to 1964, production of motor vehicles in the United
States continued to exceed consumption of United St;tes-Canadian~
type vehicles in 1964.

The Canadian motor-vehicle market was quite different in 1960
from its counterpart in the United States. Consumption of United
States-Canadian~type vehicles accounted for only 74 percent 3/ of

Canadian consumption. In addition, Canadian per capita registration

1/ Measured in terms of quantity of United States-Canadian-type
units sold.

2/ Measured in terms of quantity of units produced.

3/ Measured in terms of quantity of United States-Canadian-type
units sold.
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of automobiles was much lower than the corresponding figure for the
United States in 1960. 1/ The pop&lation of Canada vas also expected
" to rise at a faster rate than that of the United States, with
immigration a larger factor. All these factors indicated that there
was a much greater potential for growth in the consumption of United
States-Canadian-type vehicles in Canada than in the United States.
In accordance with this potential, Canadian consumption of United
States-Canadian-type vehicles grew by 63 percent during the period
1960-64, 2/ While this extraordinary growth in the United States-
Canadian-type motor-vehicle market in Canada could not be expected
to continue indefinitely, it was expected in 1964 that it would
continue to grow at a rate considerably faster than that of the
United States market,

Canadian production of wmotor vehicles was dominated by the
Canadian affiliates of the major Uuited'Stéges motor-vehicle manu~
facturers, and production of United SQateo-Cauadian-type motor vehicles
kept pace with the growth in Canadian consumption of such vehicles
in the period 1960-64 by increasing 69 percent. However, it was
clear that as the Canadian market for such vehicles continued to
grov, a proportionate increase in the Canadian automotive trade
deficit would result, unless some corrective action was taken by

the Canadian Government. This proportionate increase in the

1/ Per capita registration of motor vehicles in the United States
was 34 units per hundred persons, 23 units per hundred persons in
Canada.

2/ Measured in terms of quantity of United States-Canadian-type
units sold.
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Canadian automotive trade deficit resulted from the fact that a
certain proportion of parts produced in the United States went
into the production of motor vehicles in Canada and the fact that
fever motor vehicles were produced in Canada than were sold in
Canada during each of the years 1960-64,

By 1960 c;nada was the only remaining export market of major
significance for motor vehicles produced in the United States, and
conversely, the United States was the only significant export market
for motor vehicles produced in Canada. 1/ It became the policy
of Canada to seek measures to increase its proportion of United
States~Canadian production in order to equal its proportion of United
States~Canadian consumption. In order to accomplish this goal,
Canada would, in effect, have to produce as many motor vehicles as
were sold in Canada during any given period.

The United States had a decreasing surplus in trade in motor
vehicles with Canada during the 1960 through 1964 period, the bulk
of this trade being in passenger automobiles. However, as important
as trade in motor vehicles was during this period, trade in original-
equipment parts for use in production of motor vehicles in each coun-
try was the'major factor in automotive trade between the United States
and Canada. The United States enjoyed a steadily increasing surplus

in original equipment parts trade during the period l960-6k,\uhich

1/ This was especially true of passenger automobiles.



by 1964 amounted to approximately 95 percent of the total surplus
enjoyed by the United States in automotive trade with Canada. 1/
The relatively low-volume production of automotivé parts in Canada
became a matter §f growing concern in Canada. It would not be suf-
ficient, from a balance of trade perspective, for Canada to achieve
its proportionate share of motor-vehicle assembly. They also would
have to increase their production of motor-vehicle parts, so that
the total value added in Canada in the production of motor vehicles
and original-equipment parts therefor would better approximate the
total value of motor vehicles consumed in Canada. Only then would
the Canadian balance in automotive trade with the United States
improve.

The extent and nature of the trade between the United States and
Canada in motor vehicles and parts, and the production in Canada of
motor vehicles and parts was greatly influenced by the tariff struc-
tures of the two countries. The Canadian tariff schedule for motor
vehicles and parts was designed to encourage the manufacture of motor
vehicles and parts in Canada, and did so in several ways. First, the
basic most-favored-nation tariff rates were quite high for completed
motor vehicles (17.5 percent ad valorem) and parts (17.5 and 25 per-
cent ad valorem). A manufacturer in Canada would enjoy a substantial
competitive advantage, in terms of pricing, over an importer of motor
vehicles and parts. Second, for a large number of articles generally

used in the production of wotor vehicles, the basic tariff rate would

17 See tables 101-103 of this report.
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not apply and the articles would be entitled to entry duty-free if
the articles were of a class or kind not made in Canada and were
imported by a Canadian producer of motor vehicles meeting a certain
Canadian content requirement in the production of motor vehicles.
Accordingly, the Canadian Government during the antecedent period
had a tariff structure which used the duty-free treatment of certain
original-equipment parts as an incentive to en;ourage a certain
level of motor-vehicle production in Canada which was effectively
keyed to Canadian consumption by the high rates of duty on completed
wotor vehicles and original-equipment parts imported into Canada.

The content requirement in Canada's tariff structure prior to
the agreement was expressed in terms of a certain percentage of
Canadian content in Canadian production of motor vehicles intended
for consumption in Canada, 1/ and the producers of motor vehicles
in Canada were free to import the remainder of their comtent
from the United States. As the Canadian market in motor vehicles
grevw during the period 1960-64, the amount of original-equipment
parts imported by Canadian producers from the United States grew
proportionately, increasing Canada's deficit in automotive trade
with the United States.

At the same time, the Canadian motor-vehicle industry could not
competitively export motor vehicles to the United States, owing to

the lower economies of scale and relative inefficiency of the

1/ This percentage was 40, 50, or 60 percent, depending on the
size of the manufacturer.
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Canadian industry, coupled with the-duty of 6.5 percent ad valorem
imposed by the United States on imported vehicles in 1964. The

) inability of Canada to offset its increasing deficit in automotive
trade with the United States led to the adoption of an export incen-
tive plan in Canada.

The duty-remission plan adopted by Canada in November 1962 and
expanded a year later provided in its expanded form that duties would
be remitted on imports of motor vehicles and original~equipment parts
to the extent that the manufacturer importing such articles increased
the Canadian content of its exports of all automotive products over
that achieved in a base period. This plan did contribute to increased
exports of Canadian automotive products to the United States, and
this led to the filing of a countervailing duty complaint against
the plan by an independent parts manufacturer in the United States.

The full impact of the duty-remission plan upon automotive trade
between the two countries was not immediately apparent. Net direct
investment expenditures on plant and equipment in Canada by the Cana-
dian affiliates of the Big Four increased substantially after the
duty~-remission plan became effective. However, it takes several years
to realize increased production as a result of increased net direct
investment expenditure in the motor-vehicle industry. Before the
impact of the duty-remission plan on automotive trade between the
two countries could be fully realized, the United States-Canadian
automotive agreement was signed by President Johnson and Prime

Minister Pearson on January 16, 1965.



22
Terms of the Agreement

Fundamentally, the agreement obligates each of the two contract-
ing parties (the United States and Canada) to accord duty-free treat-
ment to imports from the other party of specified motor vehicles
and parts for use as original equipment in the manufacture of such
wotor vehicles. The Goverument of Canada implemented the agreement
in Canada through two Orders in Council Establishing Duty-Free Treat-
ment (P.C. 1965-99 and P.C. 1965~100, The Motor Vehicles Tariff Orders
of 1965) and simultaneously terminated the duty-remission plan.

The Government of the United States implemented the agreement with
the signing of the Automotive Products Trade Act of 1965 on October
2], 1965, applying duty~-free treatment retroactive to January 18, 1965.

The obligation of the United States to accord duty-free treat-
ment to imports from Canada applies to specified automotive prod-
ucts., First, duty-free treatment appliea'to wotor vehicles, with the
exception of certain "special purpose" vehicles, such ;c electric
trolley buses, three-wheeled vehicles, trailers accompanying truck
tractors, and motor vehicles specially comstructed and equipped for
special services and functions (e.g., fire éngines). Second, duty-
free treatment applies to parts (fabricated components) for use as
original equipment in the manufacture of the specified motor vehicles
but does not apply to replacement parts. In addition, trailers, tires,
and tubes are specifically excluded. Third, the products of Canada
specified in the agreement must meet a requirement that they contain

no more than a certain percentage of “foreign" content to qualify for
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duty-free treatment under the agreement. This "foreign" content

is the content of materials produced in third countries othér than
the Jnited States and Canada. For any article, the measure of such
“"foreign" content will be the percentage of the appraised customs
value of the article upon entry into the United States accounted for
by the aggregate value of such imported materials contained in the
article. The maximum permitted "foreign" content for specified

articles is as follows:

Motor vehicles 502
(From January 18, 1965, to
January 1, 1968, this
figure was 60%)

i
!
w
[=}
>

Chassis and partg==-~==---

This requirement in effect guarantees that at least half of
the content of any article imported duty free under the agreement
will be produced im either the United States or Canada. The rest of
the content may come from third countries and the article will still
be entitled to duty-free treatment when imported into the United
States. Consequently, original-equipment parts manufactured in
third countries may be assembled into completed vehicles in Canada
and imported into the United States, and no duty will be payable on
said components, either to Canada (as will be seen) or to the
United States, as long as the maximum permissible "foreign" content
(50 percent) is not exceeded. However, original-equipment parts
imported into the United States from third countries are not

entitled to duty-free entry.
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Like the obligation of the United States, the obligation of
Canada under the agreement to accord duty-free treatment to imports
from the United States applies to specified motor vehicles and
original~equipment parts therefor, which excludes "special-purpose"
motor vehicles, replacement parts, tires, and tubes. While anunex A
of the agreement does not contain specific content requirements that
motor vehicles or original~equipment parts would have to meet to
qualify for duty-free entry into Canada, it does restrict duty-free
entry to motor vehicles and original-equipment parts imported into
Canada by qualified manufacturers of motor vehicles in Canada.

In order to qualify for the right of duty-free entry into Canada
for a given class of motor vehicles and original-equipment parts
therefor, a Canadian manufacturer of motor vehicles of that class
must meet three criteria set forth in annex A of the agreement:

(1) The Canadian manufacturer must have produced
motor vehicles of that class 1/ in each

"quarter" of the base year 2/ and in any sub~

sequent model year, ,
(2) the ratio of the net sales value of the vehicles

of that class produced 3/ by the manufacturer in

Canada to the net sales value of all vehicles of

that class sold by the manufacturer for con-

sunption in Canada must be at least equal to

its corresponding ratio for the base year

(but no less than 75 to 100); and

1/ There are three classes of motor vehicles, namely passenger
automobiles, buses, and special commercial vehicles.

2/ The "baae yeat“ is the 1964 model year, August 1, 1963 - July
315 1964,

}/ Including vehicles destined for exportation.
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(3) the "Canadian value added" in the production
of vehicles of that class in Canada must be
at least equal to its level for the base year.

while these criteria had the effect of limiting duty-free entry
rights to manufacturers already established in’Canada prior to the
agreement, the Canadian Government did reserve the right to designate
“non qualified” manufacturers of a class of motor vehicles as
entitled to the right to duty-free entry under the agreement, and the
Government of Canada has exercised this righi with several "non-
qualified” producers. However, in ord?r to be entitled to duty~free
eatry under the agreement, otherwise ?non qualifying" manufacturers
must generally establish production of motor vehicles of that class
in Canada and meet conditions similar to those in (2) and (3) above
deterained for each individual "non qualifying" manuiaéturer of a
class of motor vehicles. Consequently, a manufacturer must qualify
under annex A of the agreement as entitled to duty-free treatment
for each class of motor vehicle the manufacturer intends to import
into Canada under the agreement, and if he fails to qualify for
any given class of motor vehicle, the manufacturer must obtain
a special designation of entitlement to duty~-free tre#tment in the
importation of motor ve“}cles of that class or original-equipment

parts therefor.
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These restrictions in the agreement itself are not transi-

tional and have not been phased out by the Canadian Government.

The consultations that took place in 1968 between the Governments

of the United States and Canada did not lead to any change in either
the terms or the status of the restrictions in annex A. However,
the economic effect of (3) above has become increasingly less signi-
ficant for the major Canadian motor vehicle manufacturers as the
market in Canada has grown, and, at least for the established
Canadian motor-vehicle manufacturers, it is of relatively minor
importance today.

The collateral commitments made by the Canadian motor-vehicle
manufacturers to the Government of Canada in the "letters of under-
taking" involve essentially two different commitments made to the
Government of Canada by Canadian motor-vehicle manufacturers to increase
the production in Canada of motor vehicles and original-equipment
parts, whether for consumption in Canada or for export to the United
States. Each Canadian manufacturer committed its corporation to the
following:

(1) To increase in each curreat model year the
"Canadian value added" in its production in Canada
of motor vehicles and original-equipment parts
over the amount achieved in the base year by a
certain percentage 1/ of the growth in the
market for the current model year for each class
of vehicles sold by the manufacturer for con-
sumption in Canada. Growth in the market is

measured by the difference between the cost to the
Canadian manufacturer of vehicles sold in Canada

1/ For automobiles the percentage was 60 percent, for commercial
vehicles (trucks) and buses, 50 percent.
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during the model year and the cost to the manu-

facturer of vehicles sold in Canada during the

base year, and

(2) to increase the dollar value of "“Canadian value

added" in the production of vehicles and original~

equipment parts over and above both the amount

achieved in the base year and the amount of the

increase achieved pursuant to (1) above by a certain

stated amount 1/ during the 1968 model year, and to

maintain that amount in each model year thereafter.

These commitments made to the Government of Canada by the

Canadian motor-vehicle manufacturers in their "letters of under-
taking" are still binding according to the terms of the letters
themselves, which continue in full force and effect. Moreover, they
are regarded as still binding by the motor-vehicle manufacturers
themselves. Contrary to the statements made in the Fourth, Fifth,
Sixth, Seventh, Eighth and Ninth Annual Reports of the President
to the Congress on the Operation of the Automotive Products
Trade Act of 1965 that "These letters expired on July 31, 1968," 2/
the letters of undertaking did not expire om Ju.y 31, 1968, or any
subsequent date. The motor-vehicle manufacturers in Canada continue
to comply with the comuitments in their “letters of undertaking",
and continue to report their compliance to the Government of Canada.
The "letters of undertaking' continue in full force and effect, and

their impact on trade will be discussed in the next section of this

overview of the agreement.

1/For the Canadian affiliates of the Big Four motor-vehicle manu-
facturers, the combined figure was U.S. $222 million.

2/ In the Pourth, Fifth, Sixth, and Seventh Annual Reports this
sentence is at the end of the Introductxon, in the Eighth and Ninth
Annual Reports it is at the end of the section entitled Background.



A Comparison of Protective Conditions and Restrictions Imposed by the Government of Canada
Affecting Automotive Production and Trade Before and After the Agreement

Cenadian Measures Prior to the Agreement

Canadian Measures Under the Agreement

The relatively high most-favored-nation rates of
duty on motor vehicles (17.5% ad valorem) and
parts (17.5% and 25% ad valorem), 1/ encour-
aged certain levels of motor-vehicles pro-
duction in relation to sales of motor vehicles
in Canada.

The relatively high most-favored nation rates of
duty on motor vehicles (15% ad valorem) and

parts (15% and 20% ad valorem), 1/ 2/ and the
requirements in annex A of the agreement which
limit duty-free treatment to motor vehicles and
parts imported by a manufacturer of motor vehicles

in Canada,maintain at least the pre-agreement levels
of motor-vehicles production in relation to sales of

motor vehicles in Cansda. 3/

A provision in the Canadian tariff structure
provided duty-free treatment of certain
original-equipment parts of a class or kind not
made in Canada, if a manufacturer maintained a
certain percentage (60% for the major producers)
of Canadian content in its total production in
Canada. 3/

The first collateral commitment in the "letters of
understanding” requires a manufacturer to

maintain "Canadian value added" in the production
of motor vehicles and original-equipment parts as
a certain percentage of the cost of vehicles of
each class sold in Canada (60% for passenger auto-
mobiles).

The duty-remission plans of Canada which provided
for the remission of duties on automotive imports
to the extent thut & manufacturer increased the
Canadian content in its exports of automotive
products, provided an incentive for

increased levels of production in Canada, regard-
less of the level of .consumption in Canada.
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The second collateral commitment in the ‘letters
of undertaking” vwhich requires a manufacturer to
increase "Canadian value added", in the production
of motor vehicles and original-equipment parts by
a certain lump sum in 1968, requires an

increase in the value of Canadian production re-
gardless of the level of coansumption in Canada.

y The enumerated rates of duty on parts apply to most parts.
2/ These small reductions in duties came in five stages as a result of the Kennedy Round negotiations.
3/ Annex A of the agreement, which provides conditional duty-free treatment for imports of motor

vehicles and original equipment parts is similar in substance to the provision in the Canadian tariff struc-
ture prior to the agreement which provided conditional duty-free treatment on certain impurcs ot original-

equipment parts of a class or kind not made in Canada. However, the comparisons in this chart are based
upon similarities in the impact of the various measures, not upon their substantive similarities.
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Economic Impact of the Agreement

A significant effect of the agreement upon the United States-
Canadian motor-vehicle industry and market is the impact of the
duty—frge trade in motor vehicles and original-equipment parts by the
two countries. Trade in automotive products between the United States
andméanada has increased vigorously over the past 10 years under the
agreement, and the Canadian manufacturers have been able to an extent
to rationalize their production to take advantage of greater economies
of scale. The motor-vehicle market in Canada has grcwn significantly
during the past 10 years, to the point that Canadian per-capita regis-
tration of passenger automobiles is nearly equal to that of the United
States. Nevertheless, passenger automobiles sold in Canada continue to
be relatively more expensive at the retail level than comparable
passenger automobiles sold in the United States. :

The impact of the agreement on automotive production in the United
States and Canada and the balance of automotive trade between the two
countries is influenced largely by the impact of the restrictions imposed
as conditions for duty-free entry by the Government of Canada in annex A
of the agreement, and the collateral commitments made in the "letters of
undertaking"”.

The restrictions in annex A that require the Canadian manufacturer
to maintain his 1964 ratio of assembly to consumption and his 1964 level
of "Canadian value added" in the production of complete motor vehicles
had the effect of preserving the protection that the Canadian motor-

vehicle industry had enjoyed under the pre-agreement tariff structure,



30

by insuring that Canadian assembly operations would grow proportionately
with any increase in Canadian consumption, and by guaranteeing a certain
minimum "Canadian value added" in the production of complete motor
vehicles. However, the restrictions in annex A did permit an immediate
rationalization of production pursuant to greater economies of scale.
The restrictions in annex A did not have the effect of increasing Canada's
share of United States-Canadian combined motor-vehicle production, at
least as they applied to.already established motor-vehicle manufacturers
in Canada in the base year (the 1964 model year). As to manufacturers who
intended to import a class of motor vehicles into Canada that they did not
manufacture in the base year, the Government of Canada has generally
required such manufacturers to establish assembly operations in Canada
for that class of motor vehicles before designating such manufacturers
as entitled to duty-free treatment for imports of that class of motor
vehicles and original-equipment parts therefor. Accordingly, Canada has
increased its share of United States-Canadian motor-vehicle production as
a result of this procedure, but since most of the major motor-vehicle
manufacturers (including the Big Four) were producing vehicles of the
relevant class in 196L, the impact of this procedure while appreciable,
was not major in its proportion.

The requirements of annex A, as they apply to the Canadian affiliates
of the Big Four in their production of passenger automobiles in Canada,
do not require an increase in Canada's share of United States-Canadian
production, and singf the passenger automobile production of the Big Four

and their Canadian affiliates involves the great bulk of United States-
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Canadian motor-vehicle production, the impact of these restrictions on
the balance of automotive trade between the United States and Canada
should not have been expected to be a major one. The Canadian affiliates
of the Big Pour manufacturers, in the aggregate, have consistently exceeded
their 1964 ratio of assembly to consumption for passenger automobiles,
trucks and buses since 1968, and the minimum "Canadian value added" restric-
tion in the production of motor vehicles in Canada is no longer a signifi-
cant restriction, due to the effects of inflation and the growth in the
Canadian market. However, it should be noted that these observations may not
apply to individual motor-vehicle manufacturers for some years with
respect to some classes of motor vehicles, Chrysler Canada, for example,
failed in 1973, 1974 and-1975 to meet its 1964 assembly to consumption ratio
for ttucia, and vas required to establish new facilities for the production
of trucks in Canada.

In speaking of the impact of the restrictions of annex A on United
States-Canadian motor-vehicle trade, reference is made to the impact on
the automotive trade balance of the two countries as it existed in 196k,
under prior tariff structures and the duty-remission plan. 1/ At that
time the United States enjoyed a favorable balance of automotive trade with
Canada of approximately $550 million. If Canada had implemented the
ggreement without any restrictions whatsoever, the balance of automotive

trade would have changed significantly in favor of the United States.

1/ The full impact of the expanded duty-remission plan which was im-
plemented in October 1963, was not immediately apparent in its effect on the

"balance of automotive trade between the United States and Canada in 196k.

The plan did stimulate increased investment expenditures in automotive
production facilities in Canada, but the effect of this increased invest-
ment on automotive trade was not realized until 1966. A countervailing
duty order against the duty-remission.plan in the United States appeared

~ inevitable, unless the agreement were signed and the plan terminated.

.?l«
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The Canadian motor-vehicle and motor-vehicle parts industries appear

to be less efficient and innovative than their counterparts in the
United States. Implementation of duty~-free treatment in Canada without
any conditions or restrictions whatsoever would have had a very serious
detrimental impact on the Canadian automotive industry. Consequently,
all of the restrictions in annex A are of importance when compared to
what the level of automotive production in Canada might have been without
comparable protection for the Canadian automotive industry. Rather the
object of this discussion is to explain what has happened since 1965 to
the favorable position that the United States enjoyed in its automotive
trade with Canada during the years immediately prior to the agreement,
a period during which the United States enjoyed a favorable balance of
automotive trade with Canada (approximately $550 million in 196k) and
during which the Canadian automotive industry enjoyed the protection of
the Canadian tariff structure and the then recently implemented duty
remission plan. 1/

The impact of the commitments made in the "letters of undertaking"
appears to be more substantial than that of the restrictions in annex A
of the agreement, particularly as they affect the production of passenger
automobiles and original-equipment parts therefor in Canada. The require-
meﬂt that a Canadian manufacturer increase "Canadian value added" by a
certain percentage (60 percent for passenger automobiles) of the growth
in the market for each class of vehicles sold in Canada by the manufac~

turer has the effect of preserving "Canadian value added" at approximately

1/ See footnote on preceding page.
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60 percent of the value of Canadian consumption of passenger automobiles,
This requirement preserved another aspect of the Canadian tariff struc-
ture prior to the agreement, whereby a Canadian manufacturer had to
maintain under that structure "Canadian value added" at a certain per-
centage (for the larger manufacturers, 60 percent) of Canadian production
of motor vehicles to be entitled to import original-equipment parts of a
'class or kind not made in Canada duty free. Under the Canadian tariff
structure prior to the agreement "Canadian value added", if maintained at
a certain percentage of Canadian production, was also maintained at an
approximate percentage of Canadian consumption, since the high tariff
rates on complete motor vehicles had the effect of tying Canadian pro-
duction to Canadian consumption of motor vehicles.

Consequently, the requirement that "Canadian value added" be main-
tained at a certain percentage of Canadian consumption (at a percentage
approximately equal to its pre-agreement level), should not have substan-
tially affected the balance of trade between the two countries. Indeed,
the United States is free to contribute the remaining content as a per-
centage of the value of Canadian consumption under this commitment.
Approximately 40 percent of the value added in Canadian consumption for
automobiles (50 to 60 percent for trucks and buses depending on the manu-
facturer) can come from the United States in spite of this commitment,
and since the United States parts industry is more innovative and effi-
cient than its Canadian counterpart, there is an incentive to source this
remaining percentage in the United States. Accordingly, as Canadian con-

sumption grows, the United States automotive exports to Canada tend to
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increase. This is essentially the situation that existed prior to the
agreement, when the United States enjoyed a surplus in automotive trade
vith Canada that increased as the Canadian market grev, vith United States
exports of parts the major factor. In conclusion, the requirement that
"Canadian value added”" be maintained as a percentage of the Canadian
market roughly equal to its 196k level, would not alone have the effect
of increasing Canada's 1964 share of United States-Canadian motcr-vehicle

production, or drastically influencing the 196k balance of automotive
trade between the United States and Canada.

The second commitment in thg "letters of undertaking”, that "Canadian
value added" be increased by a lump sum (the aggregate figure for all the
manufactures in Canada was $241 million) by the 1968 model year, over and
above the increase required as a percent of the growth in the market in
the first commitment in the "letters of undertaking", had a much different
effect. The effect of this second commitment--in that it required an
increase in the value of Canadian production, regardless of the level of
consumption of the automotive products in Canada--was to increase Canada's
share of United States-Canadian motor-vehicle production. This secoﬁd
commitment also has the tendency to decrease the surplus the United
States enjoyed in automotive trade with Canada, at least to the extent
this lump-sum increase in Canadian automotive production is not offset
by United States contributions to the growth in the Canadian market.
However, at any event, the most this lump sum increase in "Canadian

value added" would detract from the United States surplus in automotive
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trade with Canada is the amount of the increase itself, 1/ or $2l)

“ million ($221.9 million for the Canadian affiliates of the Big Four).

In addition, $241 million amounted to roughly one percent of the value
of the United States-Canadian combined automotive production at the time,
and this requirement alone would only increase Canada's share of United
States-Canadian automotive production by approximately one percent of
that production. This requirement also has had the effect of increasing
employment in Canada at the expense of the United States, but its impact
on employment would similarly have been appreciable, but not major in
proportion.

It should be noted that the commitments that the Canadian automotive
industry made in the "letters of undertaking" benefit the original-
equipment parts producers in Canada, whether they are related to the
Canadian affiliates of United States manufacturers or are wholly inde-
pendent. Canadian exports of original-equipment parts to a United States
motor-vehicle manufacturer are counted towards the fulfillment of the
commitments that the Canedian affiliate of said United States manufacturer
made in its "letter of undertaking", regardless of whether the Canadian
affiliate of said manufacturer produced the parts. This understanding, that
exports of original-equipment parts from an unrelated Canadian parts pro-
ducer could count in the calculation of a Canadian manufacturer's Cana-
dian value added", is an incentive for motor-vehicle manufacturers to

source original-equipment parts in Canada. This ineentive presumably

1/ Since this figure is a figure based on cost of production, it may be
slightly understated in terms of its effect on the balance of trade,



36

auccounted for the expansion of parts producing facilities in Canada, and
for the establishment of plants in Canada by independent United States
parts producers, as part of the effort by the Canadian affiliates of the
major United States motor-vehicle manufacturers 4o meet the commitments
made in their "letters of undertaking"., Nevertheless, the motor-vehicle
assembly operations in Canada continue to be the major contributor to
fulfilling the commitments made in the "letters of undertaking”.

In the foregoing discussion, the conclusion was reached that the
primary effect of the restrictions in annex A and the commitments in the
"letters of undertaking" is to guarantee a level of Canadian production
of passenger automobiles and original-equipment parts as a proportion of
Canadian consumption to passenger automobiles, with the $241 million
increase contributing to a small increase in Canada's proportionate share
of United States-Canadian combined automotive production and employment,
and a decrease not exceeding $2k1 million in the United States surplus in
automotive trade with Canada. In addition, the start up of assembly opera-
tions by motor-vehicle manufacturers, not established in Canada in 1964,
contributed to an additional increase in Canada's share of United States-
Canadian motor-vehicle production and cmployment. Nevertheless, all of
these requirements and commitments in annex A and the "letters of under-
taking" taken together probably would not cause the 1964 surplus of
$550 million that the United States enjoyed in automotive trade with
Canada to move into a substantial deficit, and they certainly would not
explain the magnitude of the deficit during the years 1968 through 1972

(see graph on following page), unless the Canadian manufacturers exceeded
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the requirements in annex A and the "letters of undertaking". The answer
to this apparent contradiction is that the Canadian manufacturers did
substantially exceed the levels of production, especially of passenger
automobiles, required by the restrictions and commitments in annex A and
the "letters of undertaking". 1/ It appears that this phenomenon resulted
from the behavior of the market for motor vehicles in Canada.

As mentioned earlier the market in Canada for United States-Canadian-‘
type motor vehicles grew between 1960 and 1964 by approximately 63 percent.
This market continued to grow during the period 1965-1968, so that by 1968
this market had nearly doubled its 1960 level of consumption. The Canadian
manufacturers had to vigorously expand automotive production facilities in
Canada to meet the requirements imposed by the prior tariff structure and
the remission plan, and, after the agreement, by annex A and the "letters
of undertaking", including the lump sum increase in "Canadian value added"
by the 1968 model year, which vas fully a third greater by itself than
the level of "Canadian value added" achieved in 1964. Consequently, annual
net direct investment expenditures in plant and equipment for the produc-
tion of automotive products in Canada was quite substantial during the
years 196l through 1967, at an average annual rate double that for the
years 1970 through 197k, Since the majority of the restrictions in annex
A and the commitments in the "lettersvo;—;;dertaking" were keyed to a growth
in the Cﬁpadian market, this substantial increase in capacity in Canada was

necessary to meet the growth in the market at that time, and to anticipate

1/ "Canadian value added” for the Canadian affiliates of the Big Four was
92 percent of the cost of vehicles sold in Canada in 1970, 96 percent in
1971.
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the continued expansion in the Canadian market. 1/ It will be noted
from the graph in this section that the United States, by two of the

three indicators, had moved into a deficit position in its antomotivg

trade with Canada by 1968, but the deficit was not substantial. The lump
sum ""Canadian value added" having been realized in 1968, and net direct
investment expenditures in Canada beginning to decline, the balance of
trade with Canada might have been expected to improve in favor of the
nited States thereafter, if the market in Canada continued to grow.
However, from 1968 through 1971 the market in Canada for United
States-Canadian-type motor vehicles, measured in terms of the value of
such vehicles sold for consumption in Canada, actually declined during
this pericd, a period during which the United States market remained quite
strong. The capacity established by the Canadian affiliates of the major
motor-vehicle manufa;;urers,in-anticipation of meeting their requirements
for a growth in the Canadian market that did not materialize became excess
capacity in Canada, and since the Un‘ped States is Canada's only export
market for United States-Canadian-type motor vehicles and the United
States market was relatively strong‘during the years 1968 through 1971,
the United States moved into a substantial automotive trade deficit with
Canada. Although there were steady increases in employment in the United
States during this period, the conclusion is inevitable that there would

have been a greater increase in United States automotive production and

employment during the period were it not for the imports from Canada.

1/ See footnote, page 31 of this report.
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buriug the period 1968 through 1971, the United States balance in

autpmotive trade with Canada vas influenced by a substantial deficit
(4129 million in 1970) in snowmobile trade under the agreement. How-
ever, the United States deficit in snowmobile trade with Canada has
steadily decreased since 1970, and in 197k amounted to only $2.U4 million.

 The aforementioned graph in this section shows by all indicators
that the balance of automotive trade with Canada began to improve sharply
for the United States in the period 1971-1972, moving into a surplus posi-
tion by 1973, according to two out of three indicators, and a projected
surplus for 1975 by the third. The explanation for this development appears
to lie in the fact that the Canadian market for United States-Canadian-
type motor vehicles grew rapidly from 1972 through 1975, nearly doubling
in the value of vehicles sold in Canada during this period. By 197k, the
excess of Canadian produétion over the requirements of annex A and the
"letters of undertaking" had become less significant, and in the case of
a few manufacturers there is no longer any excess at all. United States
producers may contribute a certain percentage of the growth in the market,
in terms of value, to the actual increase in Canadian consumption of United
States-Canadian-type motor vehicles, and the balance of trade has improved
markedly in the United States.

The combination of inflation, the growth in the market in Canada

and the fact that most manufacturers are now established in Capada,

leaves only two of the five requirements in annex A and the "letters
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of undertaking" with any substantial current impact on the balance

of automotive trade between the two countries. The Canadian manu-
facturers must maintain their 196k ratio of production to sales in

Canada, and, as the 1968 lump sum value of $241 million becomes less and
less significant, 1/ they must maintain "Canadian value added" at a figure
approaching 60 percent (for passenger automobiles) of the Canadian market.
Consequently, the United States will be able to contribute the remaining
percentage to the growth in the Canadian market, and its balance of
automotive trade with Canada should continue to improve as long as the
motor-vehicle market in Canada grows. With the obvious exception of the
fact that imports of motor vehicles and original-equipment parts are now
accorded duty-free treatment by both countries, the factors determining

the balance of automotive trade between the United States and Canada are
now much as they vere before the agreement, when the United States enjoyed
a surplus in automotive trade with Canada which increased as the market

in Canada expanded. However, as the market in the United States for United
States-Canadian-type motor vehicles recovers from its depressed levels of
1974 and 1975, the rate of improvement for the United States in its balance ™
of trade with Canada, as demonstrated by all the indicapors on the afore-
mentioned graph in this section, may be moderated somewhat, even if the

Canadian market continues its growth.

1/ In 197k, the lump sum $241 million "Canadian value added” requirement
amounted to roughly 5 Percent of the value of the Canadian market. Conse-
quently, the level of "Canadian value added" to be maintained in automotive
production in Canada would amount to roughly 63 percent of the value of
passenger automobiles, 52 percent (42 percent for some manufacturers) of
the value of all other vehicles. These figures are expected to approach
60 percent and 50 percent (U0 percent for some manufacturers with the
elapse of time.
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In conclusion, ‘Canada has used conditional duty-free treatment
as an incentive to maintain certain levels of production in Canada
as it did prior to the agreement, and it seems likely that Canada
would continue this policy in the future even if the agreement were
terminated. Canada presently accords conditional duty-free treatment
undét the Motor Vehicles Tariff Orders of 1965 to imports of motor
vehicles and original-equipment parts therefor from all countries
vith which Canada has British Preferential or most-favored-nation com-
mitments, even though Canada has entered into an agreement describing
such conditional duty-free treatment with only one country, the United
States. Indeed, when the agreement is examined in its totality, it
is manifest that the only true concessions granted in the agreement
are those granted by the Government of the United States according
duty-free treatment to imports of automotive products manufactured
.in Canada. 1/ Other than the provisions in the agreement providing
for consultations between the two Governments, the agreement contains
no substantive concessions on the part of the Government of Canada
except those that are subject to the commitments and obligations to
the Government of Canada in annex A and in the "letters of undertaking."

It is quite possible that termination of the agreement and the

reintroduction of duties in the t.ited States on imports of motor

1/ If duty-free treatment under the agreement were not accorded to
imports of automotive products assembled in Canada with the use of
fabricated components, the product of the United States, such imports
would be entitled to a partial exemption from duty subject to compliance
with the requirements of item 807.00 of the Tariff Schedules of the
United States.
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vehicles and original-equipment parts therefor from Canada would cause
the Government of Canada to seek further commitwments from Canadian
motor-vehicle manufacturers to increase their production in Canada.
Such action. coupled with the reimposition of duties by the United
States, would most likely have a serious detrimental impact on the
Canadian motor-vehicle industry. The agreement as implemented- by
Canada is not a free-trade agreement, and it has primarily benefited

the Canadian economy.
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SUGGESTIONS RECEIVED FOR CHANGES IN THE AGREEMENT
OR ITS OPERATION

This section of the report deals with suggestions that have been
made to the Commission during the course of this investigation; it also

covers suggestions méée during the 11 years that the agreement has

_been_ in existence. During the hearings held in connection with the

Commigsion's investigation, those witnesses that addressed the subject
of termination agreed that the agreement should not be terminated.
Suggestions To Limit the Operation of
the Agreement

Canada accords duty-free treatment to imports from any country
(with which it has British preferential or most-favored-nation commit-
ments) of automotive products described in the agreement, when imported
into Canada by a "qualified" 1/ manufacturer in Canada. This has led
to expressions of concern, owing to the fact that components from third
countries may be imported into Canada duty free and sssembled into a
vehicle which in turn receives duty-free treatment under the agreement
when imported into the United States. On the other hand, components
from third countries may not be imported duty free into the United
States for assembly into vehicles. One suggested solution to this
problem is for Canada to limit its duty-free treatment under annex A
of the agreement to motor vehicles and original-equipment parts that
contain a minimum percentage of United States-Canadian content such

as is required by the United States in annex B of the agreement.

1/ Pursuant to annex A of the agreement.
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Another suggestion, which would have the effect of reducing the
impact of this difference in the duty-free treatment accorded by the
tvo countries under the agreement, is to increase the United States-
Canadian content requirement in annex B of the agreement (for articles
entitled to duty-free entry into the Uu?teq States), from 50 to at least
75 percent, in order to discourage the motor-vehicle and’notér-vehicle
parts producers in Canada from shipping vehicles and component parts
that contain substantial quantities of components sourced in third

countries free of duty to the United States under the agreement. 1/
Suggestions To Extend the Operation of the Agreement

The third suggestion also concerns the difference in the duty-free
treatment accorded by the two countries described immediately above.
A United States snowmobile manufacturer has suggested that the United
States grant duty-free treatment to imports from third countries of
snowmobile parts (primarily engines) of a type not produced in the
United States or Canada. This treatment would allow United States
manufacturers of snowmobiles to be more competitive with their Canadian
counterparts which can import under the agreement components free of
duty from third countries for use in the assembly of snowmobiles in
Canada.

Two other ouggesti&ns received by the Commission would expand the

range of automotive products covered by the agreement. One suggestion

1/ See page 77 of this report for a more complete discussion of this
proposal and its impact on the agreement.
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proposes that chassis~cabs and chassis for trucks should be considered
completed vehicles regardless of the final use to which the fully
assembled vehicles are put. Many major motor-vehicle manufacturers

sell chassis or chassis-cabs to smaller outfitters that outfit the

_ vehicles into trucks (eligible for duty-free treatment), or into

special-purpose vehicles such as snowplows, mobile clinics, fire-
fighting vehicles, tow trucks, and the like (not eligible for duty-

free treatment). The major United States motor-vehicle manufacturers
are liable for duties on imports of chassis or chassis-cabs if they

are subsequently outfitted into special-purpose vehicles. The msnufac-
turers feel that the administration of this aspect of the agreement

is unduly burdensome in light of the small amount of revenue involved
in the payment of these duties.

Another suggestion of this kind is a proposal that all motor-
vehicle parts should be allowed duty-free entry into the United States
and Canada in bilateral trade, whether to be used as original equipment
in the assembly of motor vehicles or whether to be used as service
or replacement parts. Extension of the agreement to cover tires and
tubes was also suggested. The United States motor-vehicle manufactu-
rers especially support such e;tenaion of the agreement for replacement
parts and tires and tubes if imported into anada or the United States
by or for the use of the motor-vehicle manufacturers. The United
States parts producers support such extension to all parts regardless
of whether they are imported into either country by or for the use

of the motor-vehicle manufacturers or whether they are imported by
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or for independent parts importers, parts wholesalers, parts retailers
or private persons. The Canadian parts industry opposes such proposed
extensions of the agreenept.

Many United States interests suggest that Canada should not pro-
hibit the entry of used motor vehicles, This suggestion does not
concern the agreement itself, but it is alleged that this provision
in the tariff structure of Canada has the tendency to curtail price
competition in Canada for new and used motor vehicles. 1/

Suggestions To Eliminate or Modify the Conditions Imposed by the
Government of Canada on Trade Under the Agreement

A familiar theme in comments upon the operation and terms of the
agteeuenc has been the concern expressed about the conditions imposed
by Canada on duty~free treatment under the agreement, and the collateral
commitments in the "letters of undertaking." 2/ The Committee on Ways
and Means and the Committee on Finance have both expressed concern
over the continued existence of these restrictions and collateral
commitments, and their effects upon the attainment of the objective

of the agreement of allowing market forces to determine the most

1/ However, only Tqualified manufacturers meeting the restrictions
and conditions in annex A would be entitled to import used vehicles
free of duty, unless annex A were modified to provide for duty-free
treatment on used motor vehicles imported by any firm or person in
Canada.

2/ One novel suggestion made by Canadian parts manufacturers is that
the current restrictive measures imposed by the Government of Canada
under the agreement should be replaced by a regulatory scheme, whereby
excessive surpluses or deficits in motor vehicles or motor-vehicle
parts trade between the United States and Canada would be limited to
a relatively narrov margin established by a bilateral commission that
would monitor the operation of the agreement and its effect upon
employment, production, and investment in the United States and Canada.

$2-4M0-78 -5
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economic pattern of investment, production, and trade in the United
States and Canada. 1/ The proposed Trade Act of 1970, as reported
to the Senate by the Committee on Finance, contained an amendment

to the Automotive Products Trade Act of 1965 which provided that the

-- President should endeavor to secure the elimination by the Government

of Canada of its duties and other import restrictions on automotive
products produced in the United States, and if the elimination of

such duties and import restrictions were not secured before January 1,
1973, the President should consider termination of United States parti-
cipation in the agreement. It is apparent that the executive branch
of the Government, Committees and individual members of Congress have
always regarded these restrictions and commitments imposed by the
Government of Canada relating to the agreement as féansitionol 2/;

the Commission has no information that the Government of Canada has
ever regarded the limitations in annex A or the collateral commitments
in the "letters of undertaking" as transitional, or that they would
ever phase out these restrictions and commitments. It appears that
the Government of Canada has explored the possibility of making the
collateral commitments more burdensome, at least in its discussions

with one Canadian manufacturer. 3/

1/ Report of the Committee on Ways and Means to accompany H.R. 18970,
H.R. Rep. No. 91-1435 91st Congress, 2nd Session 53 (1970). Report
of the Conmittee on Finance to accompany H.R, 17550, 8.R. Rep. No.
91-1431, 91st Congress, 2nd Session 286 (1970).

2/ See Report of the Committee on Finance to accompany H.R. 9042, con-
tained in appendix 1J of this report.

3/ Hearing before the Committee on Finance on the Canadian Automobile
Agreement, 90th Cong., 2d. Sess. 88 (1968).
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Many United States interesfa favor the elimination of Canada's
restrictions in annex A of the agreement--so that the right to import
automotive products duty-gree would extend to any person or firm in
Canada--and the elimination of the collateral commitments in the

“letters of undertaking." Failing the complete elimination of Canada's

""" restrictions in annex A and the collateral commitments in the "let-

ters of undertaking,” several suggestions were advanced on how they
could be made less restrictive:

1. The separate production to sales ratio requirements for each
class of motor vehicle produced or sold in Canada by each firm should
be combined into single production to sales ratio requirements for
all classes of vehicles produced or sold in Canada by each firm. In
this way, overfulfillment of such requirements for passenger automobiles
could be balanced against underfulfillment of requirements on trucks
or buses. The separate "Canadian value added" requirements should
likewise be combined,

2. The production/sales ratio requirements and the 'Canadian
value added" requirements should be converted from annual model-year
requirements to a 3-~to 5-year requirement, with overfulfillment sur-
pluses in 1 year being balanced against underfulfillment deficits in
other years in the 3-to-5 year period.

The Commission received one suggestion involving a proposal to
terminate an alleged restriction on automotive trade imposed by the
Government of Canada which does not involve the agreement itself.

The Commission has not had the opportunity to investigate this alleged
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teatricti&n. vhich appears to involve a possible violation of Article
II1 of the GATT. It was alleged that the taxable value of United
States-made vehicles may include certain costs not included in the
taxable value of Canadian-made vehicles, which would have the effect

of placing a higher tax on United States vehicles, and it was suggested
that the valuation methods used for assessing the Cahadian sales tax
should be the same for United States-made vehicles sold in Canada

as it is for Canadian-made vehicles sold in Canada.

Suggestion To Terminate the Agreement

Many of the foregoing suggestions concerning the agreement involve
recommendations to limit the discriminatory impact of the preferential
tariff treatment accorded under t