ECONOMY

China’s Impact on Mexican,
Canadian, and U.S. Trade
The Beginning of NAFTA’s Decline?

ndeniably, trade among Mexico, Canada, and the

United States has changed over at least the last five

years because of the competitiveness of Chinese

manufactures. This is not limited to North America. China’s

commercial and industrial might has an effect on different

spheres of the international scene given its undeniable role
as a world player.

The unstoppable Asian locomotive expresses itself in many

forms and trends, all linked in different ways to the global-

ization of the economy. Probably the most emblematic are
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the changes in the international division of labor that turned
the millennia-old homeland of President Mao Zedong into the
“world’s factory,” supplying an immense gamut of merchan-
dise with both high and low value added, according to wheth-
er they were capital- or labor-intensive.

According to Price Waterhouse Coopers, China is the new
world giant in the auto sector with a production quota of 10.98
million vehicles in 2009 and a projected output of more than
14 million by the end of 2010. Its closest competitor, Japan,
coming in second worldwide, produced 7.51 million units in
2009, while the convalescent U.S. car industry put out 5.62
million. By 2014, Chinese yearly production for the world
market will have reached a little over 19 million.’
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The enormous competitiveness
of China’s manufactures has allowed it to swiftly
achieve an extensive presence in NAFTA partners’
markets. This has caused an effect of double
substitution of Canadian
and Mexican goods by Chinese goods.

A second way the Asian power’s influence can be seen is
the changes in relative international market prices of trade-
ables. China’s undeniable competitiveness also generates
changes in trade patterns for the regional economic blocs,
whether it be Europe, Asia, or North America. Its impact on
trade among Canada, Mexico, and the U.S. is so huge that it
is now creating well-founded doubts about the North Ameri-

can Free Trade Agreement’s viability, the topic of this article.

WHO WILL STOP CHINA'S COMPETITIVENESS
AND ITS EFFECTS ON NAFTA?

The enormous competitiveness of China’s manufactures
—mainly, but not exclusively, from international corpora-
tions with plants there— has allowed it to swiftly achieve
an extensive presence in NAFTA partners markets, as well as
in other regions. This has caused an effect of double substi-
tution of Canadian and Mexican goods by Chinese goods.

Chinese merchandise continues displacing Mexican and
Canadian goods in the U.S. market and even at home, in
what are considered their “natural,” domestic markets. This
second effect also deepens unemployment and exerts down-
ward pressure on wages in Canada, Mexico, and even in the
United States.?

It is a good idea to look at the magnitude of the effects
of Chinese competitiveness on North America’s trilateral
trade as a world economic trend set in motion by the Asian
giant. In 2001, manufactured goods from China imported
to the U.S. were valued at US$54 billion. This figure tripled
by 2005, totaling US$163 billion, and the same dynamic con-
tinued so that in 2008, the number reached US$252 billion.
Meanwhile, Canada’s exports to the U.S. in 2008 came to
US$353 billion, a considerably larger sum, but one that is con-
tinuing to decelerate (see Graph 1).

The rhythm of expansion of Chinese trade has been prac-
tically irresistible. Let’s look at how it has developed. From
1994 to 2008, its exports to the U.S. grew at a rate of 20 percent
a year; almost twice the average growth of Mexican exports to
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GRAPH 1
CANADA, MEXICO AND CHINA. EXPORTS TO U.S.
2001-2008
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Source: Designed by the author using data from International Trade Sta-
tistics, UNCTAD/WTO, 2009.

the U.S. in the same period (11.4 percent). Canada, the United
States’ first partner, had a lower growth rate, with 7.13 per-
cent a year. Chinese exports’ dynamism explains why it has
captured a growing segment of imports into the U.S.2

In the context of the U.S. and world recession, Chinese
exports continued growing albeit more slowly. However, they
continued their upward trend, expanding their market seg-
ment. The long-term performance of Chinese trade, then,
can be considered traumatic for U.S. preferential partners.
As we have seen, a 20-percent-a-year export growth rate sug-
gests that the advantages and tariff breaks that NAFTA offers
its signers and that constitute disadvantages for other coun-
tries have by no means been an impenetrable barrier for
Chinese manufactures. From this point of view, we can see
that China’s industrial and commercial clout may significantly
impact on an initial decline of the U.S. market as a key com-
ponent of the North American economic region. We should
remember that the United States has been the dynamic axis
of NAFTA's trilateral trade as well as that of the world.

Capital and commercial exchanges between Canada and
Mexico have gradually gained in importance. However, their
commercial value, nearly US$21 billion a year, is less than
10 percent of the value of Canadian exports to the U.S.
(US$354 billion in 2008). This means that NAFTA’s fate con-
tinues to depend on the dynamism of U.S. consumers and a
sustained recovery of the economy, something by no means

guaranteed, despite the advances so far.*



Today there is a latent risk that Canada, the United States’
strategic trade partner, will be pushed out of the number-one
spot by China. In fact, this is already happening. This sug-
gests that NAFTA may be starting to become exhausted or even
displaced in fulfilling its most elementary objective: intensi-

fying trade and investments within North America.>

THE OTHER SIDE OF THE SAME COIN: CANADA
AND MEXICO'S TRADE DEFICIT WITH CHINA

The reduction of Canada’s market segment in the United
States correlates to the growing weight of Chinese exports
in the Canadian domestic market. This trend has increased
over the last 10 years and created a negative trade balance,
which in 2001 reached US$5 billion, and by 2007 had
quintupled to almost US$27 billion.

Canada’s trade deficit with China has been compensated
by its positive trade balance with the rest of the world, espe-
cially the United States. However, the international financial
crisis and the U.S. recession drastically changed this. By
the end of 2009, Canada was facing a global trade deficit of
US$26.92 billion, compared to its US$24.37-billion surplus
in 2008, one year before the U.S. recession.®

What we are seeing is Chinese exports’ swift penetration
of the Canadian market, with negative effects for productive
sectors and unemployment levels, considered one of the Ca-
nadian economy’s biggest weaknesses. Bilateral Mexico-Chi-
na trade looks similar: the Mexican economy also shows an
increasing deficit and competitiveness indices that in some

cases are lower than Canada’s (see Graph 2).

EVOLUTION OF MEXICO'S TRADE
WITH THE U.S. AND CHINA

In 2007, Mexico's exports to the United States came to US$223
billion, less than China’s (US$234 billion), displacing Mex-
ico from its strategic position as the U.S.’s second trade part-
ner, which it had consolidated under NAFTA. In this reshuffle,
disadvantageous for Mexico, we can see the magnitude of
the transformations in trade, capital, and technology flows
worldwide.

Mexico-China bilateral trade results are also a matter for
concern. This can be seen in the long-term performance of

imports from China, which in 2000 were relatively low
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(US$2.88 billion), though in 2004, they had already sky-
rocketed to US$14 billion. In the following four years, pur-
chases of goods from China continued on the rise, and by
2008 were close to US$35 billion. This figure contrasts with
the value of Mexican exports to China (US$2.05 billion in
2008) and its trade deficit (US$32.71 billion). This trade
gap has been financed by Mexico' trade surplus vis-a-vis the
U.S. and Canada (see Graph 3).

GRAPH 2
CANADA'S TRADE BALANCE WITH CHINA
(1998-2007)
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The countries most affected
by the dual substitution effect are the ones
with an export pattern similar to China's,
like Mexico and Canada
in some of their main sectors.

GRAPH 3
MEXICO'S TRADE BALANCE WITH CHINA (2000-2008)
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Why is this dual substitution of Canadian and Mexican
manufactures by Chinese products happening? Both coun-
tries share a characteristic: their economies revolved largely
around the U.S. economy. However, Canada has had a trade
surplus with the U.S. and the rest of the world, in addition
to being a net exporter of capital. Mexico's trade with Can-
ada and the U.S. also has a surplus, but its total trade with
the world shows a deficit that it finances with its position as
a net receiver of foreign capital.

In this context, the countries most affected by the dual
substitution effect are the ones with an export pattern simi-
lar to China’s, like Mexico and Canada in some of their main
sectors. In this sense, Canada, Mexico, and China are con-
sidered competing economies in the U.S. market in industries
like auto, auto parts, electronics, electro-domestic appliances,
and computers. In precisely these kinds of goods, Chinese
industry has advantages that make it highly competitive and
allow it to penetrate international markets.

Amidst intense competition in international markets, Mex-
ico’s trade position is critical. Its loss of competitiveness in
manufactured goods can be explained by lags in education,
training, research, infrastructure, and transportation. From the
institutional standpoint, the business and investment climate
is being gravely disrupted by the growing insecurity and out-
of-control criminal violence, mainly in the northern and cen-
tral part of the country.

Business people face an increasingly adverse climate for
actually doing business, as a result of a new kind of corpora-
tion with transnational operations protected by a huge financial,
military power. The drug traffickers have shown themselves
to be highly integrated into the production, distribution, and
marketing of hard and soft drugs. These corporations have
the direct or indirect collaboration of groups in Mexico’s
police forces and very often benefit from the ineffectiveness
of public administration officials on all levels, or what they
simply do not do.

As we know, insecurity, criminal violence, and corrup-
tion create a severe crisis in public institutions and the fed-

eral government itself. All this accelerates the loss of the
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nation’s economic competitiveness. In addition, companies
have to make expenditures that raise their operating costs:
in security technology, protection, and private security forc-
es. This is a very sensitive topic that liberal analysts rarely

consider when they look at the state of business in Mexico.

THE IMPACT OF THE U.S. RECESSION
AND CHINA'S COMPETITIVENESS ON NAFTA

Canada and Mexico’s big dependence on the U.S. market
constitutes both a strength and a vulnerability, according to
what phase of the business cycle the U.S. is in. For Canada,
that market represents 78 percent of its exports, and for Mex-
ico, 83 percent. Under these conditions, the recent U.S.
recession caused a retreat in output, employment, and earn-
ings for all NAFTA partners, but Mexico had the worst of it
(see Table 1).

In 2008, Mexico’s exports to the United States reached
US$291 billion, but by the end of 2009, they had plum-
meted to US$229 billion, that is, a 30 percent drop. In turn,
this spurred a contraction in production, which gave GDP a
6.5 percent negative growth rate, the lowest in the world
after Russia.

Actually, Mexico's exports to the U.S. were already losing
steam. From 2003 to 2008, they expanded 10.2 percent a year,
while China’s grew 24.12 percent a year in that same period.

The long-term decline that Canadian and Mexican prod-
ucts were experiencing in the U.S. market became sharper
when the bottom dropped out of U.S. economic activity and

consumers stopped demanding imports. This impact of the

TABLE 1
IMPACT OF THE RECESSION ON NAFTA PARTNERS

Growth

Rate (%) 2008 2009 2010*
United States GDP 0.4 2.5 2.7

Inflation 3.8 -0.4 1.7
Canada GDP 0.4 2.6 2.6

Inflation 2.4 0.1 1.3
Mexico GDhP 1.3 -6.8 4.0

Inflation 5.1 5.4 3.5

* Estimates for 2010.
Source: International Monetary Fund, World Economic Fund, January 2010,
http://blogimfdirect.org/tag/world-economic-outlook/.
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crisis has confirmed the risks of dependence and the result-
ing vulnerability of the Canadian and particularly the Mexi-

can economies vis-a-vis U.S. business cycles.”

DOES NAFTA OFFER MEXICO
AND CANADA ALTERNATIVES?

Mexico and Canada have lost important market segments
in the United States and domestically due to the competi-
tiveness of Chinese exports. This trend opens up the ques-
tion about the regional trade integration of North America.
In fact, NAFTA’s limits in fostering trilateral trade have been
accentuated by the U.S. economic recession.

This scenario poses the need for Mexico and Canada to
revise trade promotion strategies and policies directed at in-
tensifying bilateral trade and cooperation. Both nations need
to move ahead and diversify their markets more in Latin
America and the Asian Pacific, the main driving force of world
€CONOmicC recovery.

For Mexico, the Canadian market is particularly inter-
esting because of the size of the demand for goods and ser-
vices generated by its ethnic and cultural diversity, plus other
factors like seasonal climate variations and the population’s
high income levels, all of which influences consumer and

preference patterns. The still low trade levels and financial

flows between Canada and Mexico reveal a great deal of
potential for development if we do not lose sight of the fact

that both economies complement each other. KM
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