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example, a large screen color television does not qualify for NAFTA
treatment unless the picture tube is of North American origin.8' Most
apparel must be made from fabric that satisfies the "yarn forward" rule
to be of North American origin,82 meaning that the yarn, the fabric and
the apparel itself are all produced in North America. Automobiles will
ultimately be required to have 62.5 percent regional value based on "net
cost" calculations that track the country of origin as well as major parts
of principal assemblies such as engines and transmissions.83

However, for many products, such as, for example, bathtubs, it is
sufficient that production involve a major manufacturing process -often
the equivalent of "substantial transformation"- to confer regional
origin." Where a complete tariff shift would otherwise be required -all
materials, parts and components must be classified under a tariff
heading different than the finished product. Under NAFTA there is a
de minimis exception: if no more than seven percent of the value of the
product fails to undergo a tariff shift, the product may nevertheless
qualify for NAFTA treatment.85

Under the system, it is immaterial whether the materials, parts
and components, and manufacturing operations, take place in Mexico,
the United States or Canada. The objective is to favor production not
only of finished goods but of imputs within North America, not in any
particular NAFTA nation, although Mexico's significantly lower wages
have in many respects favored Mexico for finished goods production,
and to a lesser extent for input production as well.

Even though duty remission on non-NAFTA components
conditioned on export performance was permitted until January 1,
2000, there has been a strong incentive in many industries to purchase
NAFTA-originating parts and components. For example, if an auto
manufacturer is seeking to demonstrate that 62.5 percent of the net
cost is North American, the manufacturer is better off using disk brake
assemblies made in the United States rather than brakes made in
Korea. The latter will not count toward the 62.5 percent regional
content. Even if the rule of origin is a tariff shift, use of a North
American component rather than a non-NAFTA component may reduce
the total value of non-originating material below the seven percent de
minimis threshold, and thus permit a claim of NAFTA origin and the
duty benefits associated therewith.

81. Id., at Annex 401 (Since January 1, 1999, the printed circuit boards (item
8528.10.bb) must also be of North American origin).

82. See id. at Annex 401, ch. 62.
83. Id. at art. 403 (5) (a); See also id. at Annex 403.1.
84. HARMONIZED TARIFF SCHEDULES OF THE UNITED STATES, supra note 61, item

2507, 6910 (the clay or Kaolin enters under item 2507, while the finished bathtub is
classified under item 6910).

85. See NAFTA, supra note 1, at art. 405.
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As of January 1, 2001, use of non-NAFTA parts and components
resulted in a double "whammy." The cost of non-NAFTA components do
not count toward a percentage regional value added, as has been the
situation since the beginning. In addition, Mexican import duties at the
"most favored nation" rate will have to be paid on all imported parts
and components to the extent that these duties are less than the duties
on the finished products when imported into the United States or
Canada. They can no longer be forgiven through the current duty
remission program, although the effect may be similar to the old system
if the affected manufacturing sector is subject to one of the new special
sector "PROS-EC" programs, or if the imported parts and components
are imported from one of the many other nations with which Mexico has
a free trade agreement. The impact on manufacturing costs of Mexican
MFN import duties on imported parts and materials could be
substantial, even ruinous, because most of the duties are 12-18 percent
ad valorem.86

In 1993, the year just prior to NAFTA, Mexico was the most
significant beneficiary of the U.S. GSP program. 7 Under NAFTA, all
goods that entered the U.S. duty-free under the "general system of
preferences" (GSP) became duty-free under NAFTA as of January 1,
1994, with an important proviso.8 Beginning in January 1, 1994,
NAFTA rather than GSP rules applied. 9 In some instances, this shift
was probably beneficial, since a 35 percent Mexican value added -
difficult to achieve if the principal Mexican value added is labor costs -
was no longer required in all cases.' In other cases, NAFTA rules of
origin may be more stringent, as where the regional value added must
be 50 percent or 60 percent depending on the calculation methodology.91

Anecdotal evidence suggests that the volume of GSP imports that lost
duty-free treatment as a result of application of the NAFTA rules of
origin was probably small.

While most U.S. imports are not subject to quotas or other
quantitative restraints, the U.S. will continue to impose quotas on
many textile and apparel imports until they are eliminated January 1,
2005 (and replaced with tariffs) under the WTO Agreement on Textiles
and Clothing, as noted earlier. However, NAFTA provides special
treatment for Mexican and Canadian textiles. Not only are NAFTA
origin textiles admitted under preferential duty rates, but non-

86. See id. at art. 303.
87. RALPH FOLSOM & MICHAEL GORDON, INTERNATIONAL BUSINEss TRANSACTIONS §

4.15 (1995).
88. Id. at § 4.22.
89. Id.
90. Id. at § 4.14.
91. See NAFTA, supra note 1, at art. 402 (defining the 'net cost" method and the

"transaction value" method of calculation regional value content).
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originating textiles are also admitted under preferential conditions.'
Likewise, quantitative restrictions on such products as sugar are
reduced or eliminated under NAFTA.93

C. Protection and Encouragement of Foreign Investment

Central to the NAFTA objective of trade and job creation was the
task of making Mexico's investment climate more attractive to U.S.,
Canadian and other foreign investors. As noted earlier, Mexico's
market opening and liberalization policies, beginning in 1985, included
major reforms in restrictive investment laws. These reforms helped to
encourage a significant increase in direct foreign investment well before
January 1, 1994. However, for some investors, investment in any
foreign country -including but not limited to Mexico -requires a high
level of protection against arbitrary host government action such as
expropriation. Investors are also aware that reforms made by national
legislation are subject to political winds and changes in government. In
contrast, investment protection rules embodied in a binding
international agreement, such as NAFTA, are much less susceptible to
arbitrary or unexpected abrogation.'

Chapter 11 of NAFTA embodies a series of investment protections
similar to those found in the more than 40 bilateral investment treaties
the United States has concluded with developing nations in Latin
America, Asia and Africa. 9' Under Chapter 11, covered investors
("investors of another party") enjoy a series of basic protections.
Investors include NAFTA citizens, individual or corporate, and the term
"investment" is defined broadly.9 Investors receive national treatment
or most favored nation treatment for their investments, whichever is
better, and must generally receive treatment that is consistent with
international law and is "fair and equitable."" Performance
requirements (obligations to purchase materials locally or export a
certain portion of production, such as the former requirements of the
maquiladora program) are abolished, by January 1, 2001 or before. 9

92. See id. at Annex 300-B.
93. Id. at ch. 7, art. 703 (note that market access in agricultural products is treated

separately for U.S.-Mexico trade and Canada-Mexico trade)..
94. Mdxico: Foreign Investment Act of 1993, Dec. 27, 1993, 33 I.L.M. 207 (Mexico

implemented its obligations under NAFTA).
95. Eleanor Robert Lewis, The United States Bilateral Investment Treaty Program:

Protection for U.S. Investors Overseas, in THE COMMERCE DEPARTMENT SPEAKS ON
INTERNATIONAL TRADE AND INVESTMENT 127 (Ginger Lew, ed., 1994).

96. See NAFTA, supra note 1, at art. 1139 (in the case of a corporation, it enjoys the
protections regardless of ultimate ownership if the company is organized under the laws
of one of the NAFTA members and operates a business in one of the NAFTA countries).

97. Id. at arts. 1105, 1102, 1103.
98. See NAFTA, supra note 1, at Annex I-Mexico (NAFTA requires the elimination of

so-called performance requirements for foreign investments by NAFTA investors in
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Also, limitations on choice of management by nationality are eliminated
and currency convertibility and corporate transfers are guaranteed."
Expropriation or nationalization is permitted only under limited
conditions and with the payment of fair compensation, as required
under international law.1" Disputes between foreign investors and host
governments are subject to binding international arbitration, usually
under the "Additional Facility" rules of the World Bank's International
Centre for the Settlement of Investment Disputes (ICSID) or the
arbitral rules of the United Nations Commission on International Trade
Law (UNCITRAL).' 1

Chapter 11 covers all foreign investments except those subject to
specific reservation under one of the NAFTA annexes. Moreover, it
provides for a phase-out of host government approval for investments in
non-reserved sectors up to relatively high and increasing limits, $75
million for Mexico during the period January 1, 2000 - January 1, 2003,
ultimately increasing to $150 million after nine years.'m For most
manufacturing operations, there are no reservations.

III. THE MAQUILADORA SYSTEM, 2001 AND BEYOND

The restrictions on duty drawback and duty remission programs
that became effective January 1, 2001, are likely to have a more
significant impact on the maquiladora system, and thus on U.S. -
Mexican trade and investment, than have any other changes since
NAFTA became effective in 1994, and perhaps since the creation of the
maquiladora system in 1965. Significantly, Mexico's responses to these
changes, to maintain current maquiladora operations and at the same
time encourage further direct foreign investment and new employment,
are constrained by Mexico's obligations under the World Trade

another NAFTA member nations. Prior to 1994, one of the most significant performance
requirements was the limitation on maquiladora sales in the Mexican domestic market.
Under NAFTA, as of 1994, maquiladoras were permitted to sell in the domestic market a
volume equal to as much as 50 percent of the preceding year's export sales. This
percentage increased by five percent each succeeding years, i.e., 55 percent in 1995, 60
percent in 1996, etc., with the limitation eliminated as of January 1, 2001. Initially, this
change probably had little impact on domestic sales, particularly of consumer products,
because of the deep recession following the December 1994 currency crisis); But see Gloria
Arizaga, Repunta Consumo: Crece 11.2% en Enero (Consumption Rises: 11.2% in
January), EL ECONOMISTA, http://wwweconomista.com.mx (March 23, 2000) (as of
early 2000, there is anecdotal evidence that in some sectors, such as consumer electronics,
domestic sales are increasing).

99. See NAFTA, supra note 1, at arts. 1106, 1107, 1109.
100. Id. at art. 1110.
101. Id. at art. 1120; See David A Gantz, Reconciling Environmental Protection and

Investor Rights Under Chapter 11 of NAFTA, 31 ENVTL. L. REP. 10646 (2001) (for a
discussion of certain aspects of investor - state litigation under Chapter 11).

102. See NAFTA, supra note 1, at Annex I-Mexico.

VOL. 30:1
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Organization Agreement on Subsidies and Countervailing Measures, as
well as by the provisions of NAFTA.

Ironically, the elimination of duty waivers mandated by Article 303
is designed in part to deal with a situation that probably does not occur
very often today. If U.S. and Mexican factories are both producing
widgets for sale in the United States market, there is an element of
unfairness if the Mexican factory pays no import duties on non-NAFTA
parts and components, while the U.S. competitor must pay such import
duties on the parts and components that she imports (since the finished
products are not exported but instead are consumed in the United
States). This gives the U.S. producer higher materials costs by the
amount of the U.S. duties on the imported materials. Of course, the
other major objective of Article 303- encouraging substitution of
regional parts and component production for non-NAFTA inputs-
remains valid.

However, if the Mexican producer exporting to the United States is
competing with a Chinese producer also exporting to the United States,
the elimination of duty waivers for Mexico favors the Chinese producer.
The latter will continue to enjoy the duty waiver in his home country for
non-Chinese parts and components (and lower wages), although the
finished product from China may be subject to U.S. import duties while
the Mexican product will not.

A Limitations on Duty Remission for Non-NAFTA Parts and
Components

NAFTA, Article 303(1), limits duty remission of Mexican import
duties on non-NAFTA parts and components to the lesser of the
Mexican import duties on the parts and components, or the U.S. (or
Canadian) duties on the finished products. Significantly, the limits do
not apply to parts and components originating elsewhere in the NAFTA
region; such imports continue to receive duty referral or remission to
the extent regular duties have not already been eliminated among the
NAFTA parties. Antidumping and countervailing duties imposed by
NAFTA nations on non-NAFTA products must be assessed upon the
entry of the goods and cannot be remitted.'O However, Mexico has
interpreted its laws to preclude assessment against the maquiladoras of
antidumping duties originally imposed prior to January 1, 2001, on the
maquiladoras,°' on the apparent grounds that such interests did not
have an opportunity to participate in the administrative process that

103. See NAFTA, supra note 1, at art. 303(2)(a).
104. Customs Law (Ley Aduanera), art. 2(X), (amended 2000), available at

http://www.mexicolaw.com/CustomsLawDemo/Articlel-9.htm (last visited September 10,
2001).
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led to assessment of the dumping duties."5

Separately, Article 304(1) precludes the initiation of new duty
waiver programs if the benefits are conditioned on performance
requirements,'0 such as exporting a given percentage of production.
Under Article 304(2), and Annex 304.2, Mexican duty waivers tied to
performance (export) requirements must be eliminated January 1,
2000. °7 However, to the extent that duty waiver programs are not
conditioned on performance requirements, they arguably remain legal
under NAFTA.

To illustrate the impact of the change on Mexican manufacturers,
consider the production of a Mexican widget that is exported to the
United States. The widget, in this example, uses Asian parts valued at
$30 subject to a 10 percent Mexican duty, or $3.00. The finished
product has a transaction value"° of $100 when imported into the
United States. U.S. duties on the widget are five percent ($5.00). Prior
to January 1, 2001, the Mexican duty of $3.00 would have been deferred
or remitted, regardless of any duty owing on the finished widget when
imported into the United States. After January 1, the situation is as
follows:

a) If there remains a U.S. duty of five percent ($5.00) on the widget,
the Mexican authorities are permitted to remit the entire $3.00
Mexican duty on imported parts could be remitted.

b) If the U.S. duty is two percent ($2.00), only $2.00 of the $3.00 in
total Mexican duties could be remitted.

c) If the U.S. duty is zero- the predominant situation- no
Mexican duty could be remitted.

The effect of this limitation on duty remissions is an increase in the
manufacturing (materials) costs for Mexican widgets by $3.00, if the
U.S. duty on the finished product is zero, unless of course that widget
parts and components are purchased in North America, entitled to
special sector treatment or enjoy duty free entry under one of Mexico's
other free trade agreements. If widgets are a competitive product
worldwide, the effective increase in manufacturing costs - $3.00 or three
percent in this example - could eliminate profit. The increased cost
may cause Mexican widget makers to shift their operations to the
United States, or, more likely, to other nations (presumably in Asia)
where overall manufacturing costs are lower than in Mexico.

105. Id.
106. See NAFTA, supra note 1, at art. 304(1).
107. Id. at art. 304(2); See also id. at Annex 304.2.
108. Tariff Act of 1930, 19 U.S.C.A. §1401a(b) (1994) (the "transaction value" is the

price actually paid or payable for the goods when sold for export to the U.S., subject to
certain adjustments. Normally, it is used when the transaction is between importer and
exporter that are unrelated parties).

VOL. 30:1
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There are certain industries that are currently more dependent on
non-NAFTA sources than others. The electronics and auto parts
industries are among those that are most seriously affected. For that
reason, and because investment and employment in these sectors are
huge, the Mexican government took steps, discussed in detail infra, to
reduce the impact of additional materials costs on these and other key
industries.

The impending limitations on duty remissions under Article 303,
along with rules of origin encouraging a high level of regional content as

with the 62.5 percent for automobiles, have had an impact on Mexico
long before they became effective. 9 Anticipation of the elimination of
duty remission programs encouraged many producers, particularly in
the electronics and automobile sectors, to develop local (Mexican or

United States) sources for parts previously imported from outside
region."' For example, in the electronics sector, a television producer's
factory is typically surrounded by other, satellite, factories either
independent or owned by related parties, that are producing key
components for the Mexican production of televisions."' This
anticipatory phenomenon has most likely been among the strong
incentives for new direct foreign investment in Mexico since the mid-
1990s, as the drafters of NAFTA presumably intended.

B. Elimination of Duty Remission on Imported Machinery and
Equipment

The 2001 changes under Articles 303 and 304 apply not only to
non-NAFTA parts and components imports, but also to non-NAFTA-
origin machinery and equipment imported by the maquiladoras to
produce goods in Mexico.12 Direct foreign investment in Mexico in

recent years has averaged approximately $9-$10 billion per year,"
although probably only about 20-25% of that goes into maquiladora
manufacturing.14 Much of this investment has most likely been used to

109. See NAFTA, supra note 1, at art. 303(2)(a).
110. Id.
111. For example, Daewoo Electronics de Mexico, S.A. de C.V., which was established

in 1991 in San Luis, Sonora, encouraged the establishment of a subsidiary of Daewoo
Components Co., Ltd. in 1996. That new factory in the same industrial park produced
deflection yokes, tuners and coils for Daewoo Electronics. Moreover, several unrelated
Korean firms are located within a few hundred feet and produce condensers and other
electric parts.

112. NAFTA, supra note 1,at arts. 303, 304.
113. Focus on Mexico, at http://www.eslfocus.com/nationsfolder/fomexico/

infoonmex5.html
(last visited Mar. 8, 2002).

114. In-Bond Industry /Industria Maquiladora 2001, supra note 18, at 26 (estimating
$2 billion in 1999 and again in 2000).
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purchase machinery and equipment for industrial production." Under
the prior maquiladora rules, machinery and equipment could be
"temporarily" imported with the duty deferred under the condition that
it be used in valid maquiladora operations."' In the event that the
machinery was re-exported when it was no longer needed or operations
cease, there was effectively no duty.

As of January 1, 2001, Mexican authorities could no longer provide
such deferral. Rather, Mexican import duties are now payable upon
importation of the machinery and equipment, at the duty rate
applicable in Mexico to imports from the affected countries."' The duty
rate will be the "most favored nation" duty for most non-NAFTA
suppliers, unless the machinery is covered by one of the special sector
("PROSEC") programs at a zero or reduced (usually 5%) rate or is from
a country with which Mexico has a free trade agreement."8 However,
the maquiladoras will continue to import the machinery on a temporary
basis, because in doing so they will avoid paying the value added taxes
of 10%." 9

Because many industrial companies, including some maquiladoras,
depend on machine tools and other equipment imported from Asia,
particularly Japan, Korea, Taiwan and China, the impact on future
maquiladora investment and operations is also likely to be considerable
for sectors not protected by a special decree. For machinery and
equipment imported before December 29, 2000, the term for temporary
imports of machinery and equipment has been fixed at five years or the
term for depreciation under the Mexican Income Tax Law, 2 ' whichever
term is longer. It appears that machinery and equipment that has been
temporarily imported " in the past, and is still within its useful life
(usually 10 years under Mexican law) will not be subject to any duties if
such machinery and equipment has been used in the maquiladora
program.

115. Camilla Castellanos, Foreign Interest, at httpJ/www.mexconnect.com/mex_/trave]
bzml bzmtop50-99.html (last visited Mar. 8, 2002).

116. Decreto para el Fomento y Operaci6n de la Industria Maquiladora de Exportaci6n
[Decree for the Encouragement and Development of the Export-maquiladora Industry],
art. 8(11) and (III), June 1, 1998 (Mex.), available at
http://www.naftaworks.orgdowndoff1998/junOl-1.htm (last visited Sept. 8, 2001).

117. Customs Law, supra note 104, at art. 110.
118. Ley del Impuesto al Valor Agregado [Value Added Tax Law], arts. 1, 2, 29 et seq.,

available at
http://www.sat.gob.nudAGJI/ACAC97/Legis-2000/LeyesFiscales/LeyImp_-ValorAgregad
o/
MarcoLeylmp_.ValorAgregado.htm (last visited Sept. 8, 2000).

119. Id.
120. Ley de Impuesto Sobre la Renta, art. 99, D.O., Dec. 30, 1980 (Mex.).
121. Customs Law, supra note 104, at arts. 109-10.

VOL. 30:1
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C. Other Limitations Imposed by the WTO and NAFTA

As previously discussed, the pre-2001 maquiladora benefits were
conditioned on exporting a certain portion of production; these
requirements are being phased out under NAFTA as of January 1,
2001, and cannot legally be extended. Such export requirements for
obtaining government benefits - such as duty-free entry of machinery
and equipment for exporters but not for other Mexican producers - will
in the future be a violation of Mexico's obligations under the WTO
Agreement on Subsidies and Countervailing Measures. The SCM
Agreement prohibits, inter alia, "subsidies contingent, in law or in fact,
whether solely or as one of several other conditions, upon export
performance. . ."' Under the Agreement, duty remission on machinery
and equipment when conditioned on export of the finished products
would thus be a violation. (There is an exception for duties and for
value added taxes on parts and components that are incorporated in
finished products that are then exported; by agreement they are not
considered actionable export subsidies.)...

These restrictions were not applicable to Mexico immediately upon
the entry into force of the SCM Agreement on January 1, 1995.124
Under the SCM Agreement, Mexico, as a developing nation, generally
has an eight-year period - until January 1, 2003 - to eliminate export
subsidies'n However, during that interim period, Mexico may not
increase the level of export subsidies. 6 Given the increased friction
between developing country and developed country members of the
WTO as demonstrated at the meeting in Seattle in November 1999,'27 it
is possible that Mexico and other developing nations may seek and

122. WTO Agreement on Subsidies and Countervailing Measures [hereinafter
"Subsidies Agreement"], art. 3.1(a), available at
http://www.wto.org/english/docs-e/legal-e/24-scm.pdf (last visited Mar. 1, 2002).

123. Id. at Annex I(i).
124. Id. at art. 27.2(b). However, under Act 27.4, existing subsidy links may not be

increased.
125. Id.
126. Interestingly, in sectors where Mexico has earlier reached export competitiveness,

defined as 3.25 percent of total world trade for two consecutive years, the covered export
subsidies for those sectors must be phased out within two additional years, subject to
certain limitations. Based on this standard, it is arguable that Mexico was obligated to
phase out duty free entry of machinery and equipment used for production of color
televisions, automobiles and some textiles earlier than 2003. WTO Subsidies Agreement,
supra note 122, at arts. 27.3-27.6. Mexico has probably accounted for well over 3.25
percent of total world trade in each of these categories - four digit HS headings - for some
time. Apparently, these issues have not been raised with Mexico - not even by the U.S.
Government - perhaps because most of the benefits of the maquiladora program accrue to
U.S. owned firms.

127. WTO Meeting Brings No Progress on Reducing Agricultural Export Subsidies, ON
THE PLATE, Dec. 1999, at http://www.consumeralert.org/pubs/OnthePlate/OTPDEC99.htm
(last visited Mar. 8, 2002).
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receive a further deferral of their obligations under the Agreement
beyond 2003.

As noted earlier, one of the benefits guaranteed to foreign investors
under NAFTA is a prohibition of performance requirements. 28 In
addition to the Article 304 prohibition on tying customs duty waivers to
performance requirements (minimum export percentages), NAFTA
Article 1106 provides as follows:

1. No Party may impose or enforce any of the following requirements,
or enforce any commitment or undertaking in connection with the
establishment, acquisition, expansion, management, conduct or
operation of an investment of an investor of a Party or of a non-Party
in its territory: (a) to export a given level or percentage of goods or

129services... 

The limitations on domestic sales as a percentage of total sales by
maquiladoras were phased out over seven years, under NAFTA's Annex
I, as of January 1, 2001.130 The provision of Articles 304 and 1106
effectively make it illegal under NAFTA for the Mexican government
from imposing new export requirements on Mexican factories owned by
U.S. or Canadian investors, as a condition, for example, to obtaining
lower duties on imports of non-NAFTA parts and components or
machinery and equipment, or in the case of Article 1106, to obtain other
benefits.1' There is thus an issue of whether the new PROSEC decrees
are in effect (if not technically) export requirements and a violation of
both NAFTA and WTO provisions. If in fact the sectoral programs, as
discussed below, effectively benefit both exporters and producers for the
domestic market, Mexico will be able to argue with considerable validity
that the PROSEC programs are consistent with Mexico's NAFTA and
WTO obligations.

Also, to the extent that the new maquiladora decree retains export
requirements in order for investors to qualify for the benefits of the
decree, this would appear to be a violation of NAFTA, Article 1106.
Thus, the provisions that limit "temporary" imports of materials to
firms that have annual export sales of $500,000 or 10% of total
invoicing, and imports of machinery and equipment for temporary
purposes to firms that demonstrate that 30% of their invoice value is for
export,132 are of questionable validity. Of course, if the firm does not

128. NAFTA, supra note 1, at art. 1106.
129. Id.
130. Id. at Annex I.
131. Id. at arts. 304, 1106.
132. Decreto para el Fomento y Operaci6n de la Industria Maquiladora de

Exportaci6n, D.O., June 1, 1998 (Mex.); Decreto que reforma al diverso para el Fomento y
Operaci6n de la Industria Maquiladora de Exportaci6n, D.O., Nov. 13, 1998 (Mex.);
Decreto que reforma al diverso para el Fomento y Operaci6n de la Industria Maquiladora

VOL. 30:1
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wish to export any portion of its production it probably has no economic
incentive to participate in the maquiladora program.

At the same time, with both NAFTA and the SCM Agreement, the
issue is not simply one of the substantive violation, but a practical
question: who will complain? Since an estimated 80-90 percent of the
maquiladora firms are U.S. owned,' the United States is unlikely to
object-other than on grounds of principle-to the Mexican authorities
about such violations unless the maquiladora industry objects. As long
as most maquiladora production is exported, objections are likely to be
rare or non-existent.

There is, of course, nothing in NAFTA or the WTO agreements that
prevents Mexico from reducing its MFN duties on non-NAFTA
machinery and equipment to zero. However, a general reduction on
such machinery and equipment would benefit not only PROSEC
program beneficiaries but other Mexican producers as well, and would
affect goods produced for the Mexican market as well as those made for
export. A general duty reduction could also have significant fiscal
effects in terms of loss of customs duty income for the Mexican
government, and discourage investment in production of parts and
components in Mexico (and in the United States and Canada). The
principal advantages of MFN duty reduction would be administrative; it
would avoid the additional layer of regulation that the special sector
program imposes, for government officials and maquiladoras alike.

D. Protecting the Maquiladoras Consistently with NAFTA / WTO
Requirements

It has been quite obvious to Mexican government officials and to
maquiladora owners and operators that while the NAFTA provisions
discussed above provide a powerful incentive for maquiladoras to
replace non-NAFTA sources with NAFTA sources of materials, there
are some parts and components that simply cannot currently be
produced in Mexico at competitive prices, in adequate quantities and
with acceptable quality. The industries and the government would have
both faced a difficult situation if Mexico had simply adhered to the
NAFTA requirements, without further action, and as of January 1,
2001, begun charging MFN duties typically between 12-18 percent ad

de Exportaci6n, D.O., Dec. 31, 2000 (Mex.); and Decreto que reforma al diverso para el
Fomento y Operaci6n de la Industria Maquiladora de Exportaci6n, art. 4 A, paras. I, II,
D.O., Dec. 31, 2000 (Mex.) [hereinafter referred to in consolidated form as Maquiladora
Decree].

133. Dignity in Labour, Facts on the Maquiladoras, at
http://www.citinv.itassociazioni/CNMS/ archiviollavoro/maquiladoras.html (last visited
Sept. 8, 2001) (suggesting that 90 percent were U.S. owned, but this may have declined
somewhat given the influx of Asian and European investment in the post-1994 period).
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valorem except for textiles where the rates may be considerably
higher.'T Manufacturing costs would have increased by the amount of
the Mexican import duties. Under such circumstances, many Mexican
manufacturers would have concluded that production of goods in Mexico
for the U.S. market no longer made sense.

This result is unattractive for both the NAFTA governments and
their stakeholders. In most instances, manufacturers have no interest
in shifting otherwise profitable facilities elsewhere, and the Mexican
government has no interest in creating unemployment in the border
region as a result of closed factories. Presumably, the United States
Government shares both objectives because most of the maquiladora
firms are U.S. owned and an increase in Mexican unemployment rates
would presumably encourage emigration to the United States. A shift of
Mexican production to Asia would most likely reduce the U.S. parts and
components content of the finished goods significantly, indirectly
reducing U.S. manufacturing jobs as well.

Mexico has initially addressed the problem through two separate
mechanisms, the new maquiladora and Pitex decrees, and the new
special sector programs. Legislation (decrees) enacted in October and
December 2000 created a new system which no longer ties maquiladora
benefits (or similar Pitex benefits) to export performance. This analysis
provides brief overview of a very complex series of legal changes,
including but not limited to major modifications in the
Maquiladoral3 and Pite 13' decrees, the Mexican Customs Law13,
various subsidiary customs laws and, most importantly, the new

1381
sectoral promotion programs.

134. A textile producer in Nogales, Sonora, told the author during a plant visit in
September 2000 that one of his product lines was dependent on a particular fabric
commonly imported from the Far East. The fabric, after January 1, 2001, will be subject
to Mexican import duties in the 25-30 percent range. He can find no NAFTA supplier of
the fabric at a competitive price, and thus may be forced to discontinue the product line in
Mexico if the fabric is not covered by the special sector program.

135. See generally Maquiladora Decree, supra note 132.
136. Decreto que establece Programas de Importaci6n Temporal para Producir

Articulos de Exportaci6n, D.O., May 3, 1990 (Mex.); Decreto que reforma al diverso que
establece Programas de Importaci6n Temporal para Producir Artfculos de Exportaci6n,
D.O., May 11, 1995 (Mex.); Decreto que reforma al diverso que establece Programas de
Importaci6n Temporal para Producir Articulos de Exportaci6n, D.O., November 13, 1998
(Mex.); Decreto que reforma al diverso que establece Programas de Importaci6n Temporal
para Producir Artfculos de Exportaci6n, D.O. October 30, 2000; and Decreto que reforma
al diverso que establece Programas de Importaci6n Temporal para Producir Articulos de
Exportaci6n, D.O., December 31, 2000 [hereinafter referred to in consolidated form as
Pitex Decree].

137. See generally Customs Law, supra note 104.
138. Decree Establishing Various Sector Promotion Programs, D.O. Dec. 31, 2000 as

amended D.O. Mar. 1, 2001 (Mex.) [hereinafter PROSEC Decree]. Earlier versions, now
repealed, are found at D.O. Nov. 14, 1998, D.O. May 9, 2000 and D.O. Oct. 30, 2000.
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1. Modified Rules for Maquiladora Operations

The changeover to the new system (for parts and components that
do not meet NAFTA origin requirements) effectively began November
20, 2000, in anticipation of the NAFTA restrictions that were effective
January 1, 2001, due to the normal lead time between importation of
parts and components and exportation of the finished products."9

Certain transitory provisions dealing with imports during November
and December 2000, and many other technical changes in the
operational requirements are not germane to this discussion. However,
it should be noted that parts and components imported after November
20, 2000, were subject to treatment under the new law if the finished
goods are exported after January 1, 2001, when the PROSEC decree
becomes effective.4

The most important aspect of the new maquiladora system relate
to the major change. As noted earlier, Mexican duties will be paid on
parts and components imported from non-NAFTA sources, unless one of
the special sector programs applies. They can no longer be waived as
an export condition. Although as noted earlier some maquiladora
benefits are still related to export performance,' there is less emphasis
that in the past on exporting a high percentage of the finished goods
produced by maquiladoras.

In most other respects basic maquiladora operating practices are
not significantly changed, except with regard to relatively minor
administrative requirements and the possibly significant
administrative burdens of operating under a second, overlapping
regime, the special sector (PROSEC) program. Most importantly,
maquiladora assembly operations which are dependent entirely on U.S.
parts and components are essentially unaffected by the 2001 changes
insofar as their materials are concerned. Article 303 does not apply to
those parts and components. Yet, many U.S. maquiladoras have and
will continue to import non-NAFTA origin machinery and equipment,
and are thus affected in that way.

Also, manufacturing sectors that involve goods that are wholly
obtained or produced entirely in the territory of one or more of the
parties,' will not be affected in so far as materials inputs are

139. See id. at Preamble, Transitory Arts. 1, 4.
140. See PROSEC Decree, supra note 138, at Transitory Article 4.
141. See Maquiladora Decree, supra note 132, at art. 4 A. Permission to import raw

materials and containers temporarily, saving the value added tax and allowing the
deferral of payment of any duties on the materials until 60 days after the finished product
has been exported, is available only to firms that have annual foreign sales that exceed
US$500,000 or 10% of total sales. Permission to import machinery, tools and related
items is limited to firms for which foreign sales represent at least 30% of total sales.

142. NAFTA, supra note 1, at arts. 401, 415.
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concerned. These include most mineral products, fisheries products,
agricultural crops and livestock, as well as certain wood products,
pottery, etc., because they do not incorporate inputs from outside the
NAFTA region. Even if there are minor non-NAFTA inputs in processed
foods and furniture, they are likely to be well below the seven percent
de minimis level provided in NAFTA."' Of course, imported machinery
and equipment purchases from non-NAFTA sources will be impacted,
particularly in the mining and agriculture sectors. As a result those and
some other sectors are included in the PROSEC programs with regard
to capital equipment.

Even where Mexican duties on parts and components are payable,
continued use of the maquiladora form of doing business in Mexico will
be essential for most operators. The system continues to offer clear
advantages over alternative ways of doing business in Mexico. Existing
and future investments will continue to benefit from factors that have
been traditionally linked to maquiladora operations. These include
lower labor costs, geographic proximity to the United States and its
excellent transportation infrastructure, the option for managerial
personnel to live in the United States while operating a business in the
border region of Mexico, and Mexico's relative political stability.
However, there are also other specific trade-related advantages to
operating as a maquiladora.

Under the revised maquiladora system, payment of duties where
there is no special sector exemption is deferred for two months following
the exportation of the finished goods,'" which may mean 4-6 months
from the date of importation of the materials into Mexico. For many
companies, this is a significant cost consideration and alone might
justify operating as a maquiladora. The maquiladora regime continues
to grant an additional benefit, in that maquiladoras do not have to pay
the Mexican value added tax (IVA) on components used in assembly or
manufacturing processes (temporary importations), 45 or on machinery
and equipment imports even when the latter are dutiable. Under
NAFTA, Mexican entities may import goods definitively at a reduced
tariff rate, but they normally are required to pay the applicable value
added tax. The IVA is variable, but typically it amounts to 10 percent of
all sales of goods and services within Mexico. 6

Although they are required to comply with applicable customs
regulations and procedures, 1

7 maquiladoras also enjoy more favorable
customs procedures than that afforded Mexican companies in general.

143. Id. at art. 405.
144. Maquiladora Decree, supra note 132, at art. 8 B; see also NAFTA, supra note 1, at

art. 303(5).
145. Value Added Tax Law, supra note 118, at arts. 29 et seq.
146. Id.
147. Customs Law, supra note 104, at arts. 35 et seq.
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The maquiladora program requires companies to comply with
applicable customs regulations, while facilitating customs procedures. " 8

Maquiladoras are allowed to file consolidated importation documents
(pedimento consolidado),'49 rather than filing a pedimento with each
customs entry. The consolidated document covers several entries during
a specified period of time. The consolidated system makes the process
more expeditious, by avoiding the additional paperwork and filing
required for each single customs crossing.

Additionally, maquiladoras are not under an obligation to comply
with detailed marking requirements. Most products have to bear a label
with Spanish information in compliance with Mexican labeling
standards. Temporary imports carried out by maquiladoras, on the
other hand, include packaging materials, labels and brochures
necessary to complement the basic production program."'

Among other factors, it appears that firms that commonly export
goods to non-NAFTA countries will want to continue operations as a
maquiladora. Only Mexican exports to the United States and Canada
are subject to the January 1, 2001 changes. Exports to other markets
will continue to enjoy the duty deferral and duty-drawback provisions
on imported parts and components indefinitely, and on machinery and
equipment until Mexico's WTO obligations preclude it in 2003. (If
machinery and equipment is used to produce both for NAFTA and non-
NAFTA export markets, the goods will presumably have to meet the
NAFTA imposed limitations on duty remission or drawback.)

There is also a perception that maquiladoras are treated more
favorably than some other sectors of Mexican industry, due to their
tremendous importance to the Mexican economy. The Secretariat of
Economy (SECON) (formerly SECOFI) is the primary government
agency responsible within the Mexican Government for regulating
foreign trade."' The author's impression is that SECON has
traditionally been viewed by companies as a more favorable, flexible
and business-oriented entity, in contrast with other governmental
agencies such as the Secretariat of Finance and Public Credit (SHCP). 52

148. Id.
149. Id. at art. 37 ("Exporters of merchandise may file at customs through a customs

agent or attorney a single customs request covering several operations of the same
exporter. Such a request shall be called a 'consolidated request.' Maquiladoras and
companies with export programs authorized by the Ministry of Commerce and Industrial
Development may also elect to file for customs dispatch of merchandise through a
consolidated customs request for import.").

150. Maquiladora Decree, supra note 132, at art. 8.
151. The scope of SECON's mission and authority is set forth in the Ley Orgdnica de la

Administraci6n Pdblica Federal [Organic Law of the Federal Public Administration], art.
34, D.O. Dec. 29, 1976, as amended (Mex.).

152. Author's discussions with various maquiladora and their attorneys during
January 2000-March 2001.


