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FOREWORD

The inquiry into textile tariffs posed an exceptional challenge for the Canadian
International Trade Tribunal in its first year of existence. We were pleased to take on this
important and complex task.

The Minister of Finance asked us for advice on the Government’s plan to reduce
Canada’s textile tariffs to levels more in line with those of other industrialized countries.

We have concluded that lower textile tariffs will benefit the clothing industry, other
industrial users of textiles and consumers. The textile industry will face yet another
adjustment challenge. We think, nonetheless, that firms in the industry will react to a
gradual reduction in their tariff protection, as they have to other pressures, by becoming
still more competitive and outward looking.

Our recommendations reflect the goal of easing the textile industry’s adjustment to
lower tariffs, while ensuring that the desired benefits of the Government’s plan are realized.
They alsoreflect our belief that a simpler textile tariff structure, more in tune with Canada’s
present circumstances, would best serve producers and consumers of textiles.

We want to thank the firms and industry associations that worked with us on the
inquiry. Almost 500 firms in the textile, clothing and other downstream industries filled
out questionnaires and provided us with their financial statements. In six weeks of public
hearings, we heard testimony from over 80 firms. Industry associations such as the
Canadian Textiles Institute and the Canadian Apparel Manufacturers Institute provided
us with important submissions, as did many individual firms.

Members of these industries, working with us, gave us a feel for our subject that no
amount of research and analysis could have matched. They also held up a mirror to

themselves. We hope that what they have learned with us about their activities and
competitive prospects will assist them in tackling the challenges they face in the 1990s.

Our staff have worked hard and well on behalf of both the Tribunal and interested
parties. We would like to thank them for the long hours they devoted to this inquiry during
the past year.
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RECOMMENDATIONS

1. Scope

These recommendations apply to the portions of the textile industry which
produce fibres, yarns, fabrics and certain specialty products, and which generally
serve as inputs in the manufacture of other products. Employment in this narrowly
defined portion of the industry is approximately 33,000, compared to 61,000 in the
entire industry as defined by Statistics Canada.

2. Tariff Rates and Structure
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Canada’s MEN textile tariffs should be reduced gradually to the following
maximum levels:

o fibres 5 percent
* yarns 10 percent
e fabrics, woven and knitted 16 percent

Current tariff rates for all specialty textiles should be reduced by
one-third.

Any specific duties on textile products should be converted to their
ad valorem equivalents and those rates should then be reduced, as
required, to be consistent with the proposed rate structure.

All tariffs on fibres, yarns and fabrics whose rates are currently below the
recommended maximum levels should not be changed.

3. Pace of Implementation

The target rates for each tariff item should be achieved by annual reductions of
one percentage point. This will result in implementation schedules of up to four
years for most fibres, up to three years for most yarns and up to nine years for most
fabrics, including specialty textiles.

4, Start of Implementation

@

(b)

The reductions in textile tariff rates should be delayed until 1991 to allow
the Government to get full credit for them in the current round of GATT
negotiations scheduled for completion at the end of 1990.

If the completion of the negotiations is significantly delayed, the Govern-
ment should still consider implementing these textile tariff reductions in
1991, but not "binding" them in the GATT until it has received adequate
credit for them in the negotiations.
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5. Exceptions

The tariff structure should apply without exception to all products produced
by the textile industry as defined for the purposes of this inquiry. However, the
simpler structure will leave untouched those items whose tariffs are already below
the proposed maximum rates for fibres, yarns and fabrics. This amounts to some
117 of the total of 568 tariff items included in our definition of the textile industry.

6. Proposals for Tariff Elimination or Accelerated Reductions

In the course of its inquiry, the Tribunal received many representations for
MEN tariff elimination or accelerated FT A tariff reductions on specific products. A
list of these representations is contained in Volume 2 of this report. We recommend
that the Government take early action on those representations which are noted as
having received support fromall interested partiesand thatit review the other items
as soon as possible.



EXECUTIVE SUMMARY

1. Introduction
(a) The Inquiry

In a letter dated February 6, 1989,' the Minister of Finance asked the Canadian
International Trade Tribunal to give advice to the Government on how to reduce
textile tariffs to levels which would be more inline with those of other industrialized
countries.

The Tribunal undertook an ambitious year-long program of plant visits, public
hearings and analysis involving the efforts of hundreds of industry participantsand
many representatives of industry associations, researchers and counsel. Tribunal
members visited over 40 firms from Vancouver, British Columbia, to Bridgetown,
Nova Scotia, in order to appreciate, first-hand, the production and distribution
processes in the textile, clothing and other downstream industries. Almost
500 firms filled out questionnaires and submitted financial statements, providing a
picture of these industries never before available. Hundreds of pages of research
were generated by the Tribunal research staff and independent experts.

At three public hearings, lasting six weeks in all, more than 80 firms gave
testimony. These hearings gave interested parties an opportunity to tell their story
and to question one another on their different points of view. They gave Tribunal
members a chance to ask questions, to make sure the facts compiled by our research
staff were accurate and to get reactions to illustrative tariff reduction options before
making final recommendations.

(b} Terms of Reference of the Inquiry

The main issue before us was not whether the Government’s plan to reduce
Canada’s textile tariffs should go ahead, but how it should be implemented.

The terms of reference were controversial. Many in the textile industry
considered that the whole project was misconceived. They argued that Canada
should not unilaterally reduce its textile tariffs at a time when the industry was
struggling to adjust to the Canada-United States Free Trade Agreement (FTA) and
when textile tariffs and the future of the Multi-fibre Arrangement (MFA) were being
discussed in the GATT Multilateral Trade Negotiations in Geneva. Since Canada’s
tariffs on all products were generally higher than those of other industrialized
countries, why were textiles being singled out?

Textile industry representatives further argued that differences in nominal
tariffs were less relevant than differences in the overall level of border protection.
They suggested that Canada’s overall protection of the textile industry was not
excessive. They pointed to the shrinking of bilateral tariffs under the FTA, the
concessionary items which make Canada’s textile tariffs, measured on a
duty-collected basis, lower than most-favoured-nation (MFN) rates, and, compared
to the United States, Canada’s less extensive system of MFA-sanctioned voluntary
export restraints (VERs) on textile imports from "low-cost" sources.

1. Thetext of the letter isappended to the report in Annex A.
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The textile industry argued that investment and production would shift to the
United States if Canada allowed its overall level of border protection to fall below
that of the United States. It doubted that clothing and other downstream
manufacturers would pass on to consumers any cost savings from tariff reductions.
In its view, the proposed tariff reductions would cause more harm to the textile
industry than benefits to its customers.

The clothing and other downstream industries generally supported the terms
of reference, although some viewed them as too little and too late. The clothing
industry argued that there should be immediate and substantial reductions in textile
tariffs. Tariffs should be removed on textile products not made in Canada. It
recalled its disappointment with FTA provisions limiting duty-free access to the
US market for garments made from third-country fabrics. Expectations of making
large inroads into the US market on the basis of distinctive fabrics and fashions had
been frustrated. Textile tariff reductions and elimination were necessary to help
them remain competitive in the Canadian market.

The clothing industry, other downstream industries and retailers all agreed
with the assumption in the terms of reference that textile tariff reductions would
result in lower prices for consumers, given the competitive markets in which they
operate.

2. Overview of the Textile and Downstream Industries
(Chapters Il and lll of the Repotrt)

The Minister’s letter asked us to consider how tariff reductions would affect
the textile and textile-using industries. We first had to define the industries and
understand the connections among them, their competitive situation and major
economic characteristics and challenges.

We decided to define the textile industry narrowly to include only the fibre,
yarn and fabric components of the broader industry and a number of specialty
textiles, such as felts and non-woven products. Our tariff recommendations would
not apply, therefore, to products such as carpets, canvas, bed linen and other
products considered by the Canadian Textiles Institute (CTI), Statistics Canada and
others to form part of the textile industry. Producers of these goods would benefit
from tariff reductions on fibres, yarns and fabrics. In 1988, roughly 33,000 people
were employed in the textile industry as we have defined it. This compares to
employment of 61,000 for the primary textile and textile product industries as
defined by Statistics Canada.

Turning to textiles, we see an industry that has been performing well. It has
adapted quite successfully to a series of trade, technological and market pressures.
Theindustry has rationalized and restructured, concentrating on a more specialized
product range, with a greater focus on textiles for industrial uses and export
markets. The interdependence between the textile and clothing industries,
although lessened, is still very strong.

The capital intensity of the textile industry is substantially higher than that of
the clothing industry. In the past decade or so, the industry has invested heavily in
upgrading machinery and equipment, in response to competitive pressures. The
Government has assisted this investment through the Canadian Industrial Renewal
Board (CIRB).



Labour-productivity advances in the textile industry outpaced those in the
clothing and manufacturing sectors over the 1984-88 period. Employment
reductions and increasing capacity utilization rates in the textile industry largely
explain its better than average productivity performance.

The financial picture of the textile and textile-using firms was analyzed for the
Tribunal by Clarkson Gordon. Its analysis showed that, on the basis of key financial
indicators, the Canadian textile industry’s performance between 1984 and 1988
exceeded the Canadian manufacturing average and that of the US textile industry.
Clarkson Gordon also found the Canadian clothing industry to be highly profitable.

The value of imports accounted for 41 percent of the textile market in 1988,
slightly more than the average for manufacturing industries as a whole, but
substantially more than the 28 percent import market share for the clothing
industry. The United States is the largest source of Canada’s textile imports,
accounting for one-half in 1988. Roughly 30 percent of textile imports into Canada
originate in developing countries, compared to about 50 percent of textile imports
into the United States. In recent years, developing countries have increased their
share in Canada’s textile imports more rapidly than their share of US textile imports,
albeit from a much lower base. Approximately two-thirds of Canadian clothing
imports are purchased from developing countries.

Textile and clothing imports into Canada face higher tariffs than most other
goods. Many clothing and textile imports from developing countries are also
restrained by VERs under the provisions of the GATT-sanctioned MFA.

SELECTED INDICATORS
1988
Total
Textiles Clothing Manufacturing

Total Shipments (billions of dollars) 3.9 6.4 288.5
Import Share (FOB) of Apparent Market (%) 41 28 40
Export Share of Total Shipments (%) 17 7 38
Employment (thousands) 33 120 1,913
Return on Equity 1984-88 Average (%) 16.1 15.6 12.1
Sources:  CITT survey, Statistics Canada and Clarkson Gordon.

3. Tariff Comparisons (Chapters lll and IV of the Report)
(a) Tariff Comparison Methods

In order to compare tariffs and establish tariff reduction targets, we had to
address some key measurement issues:

*  Which countries should form the basis for tariff comparisons?

¢ Should we take account of concessionary textile tariffs?

vii
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e What about tariff reductions under the FTA?
¢  Should we take into account non-tariff barriers such as VERs?
(i) Countries of Comparison

The Minister’s letter directed us to make recommendations on reducing
Canadian textile tariffs to levels comparable with those of our major industrialized
trading partners. This suggested to us that the United States, the European
Economic Community (EEC) and Japan should be the main focus of tariff
comparisons, since together these countries account for 85 percent of Canadian
imports. Accordingly, we could not accept the textile industry’s suggestion that we
take account of a number of smaller industrialized and newly industrializing
countries which have relatively high textile tariffs. Because of the high proportion
of Canada’s trade accounted for by the United States, we agreed with the textile
industry that the United States should receive the most weight in the tariff
comparisons.

(i) Concessionary Tariffs

Textile producers argued that average MFN rates overstate true tariff
protection. Canada has many concessionary textile tariff items that eliminate or
reduce actual duties paid on imported goods. On a duty-collected basis, average
Canadian tariffs are lower than average MFN tariffs.

We decided not to use "average duties collected" for our tariff comparisons.
Most concessionary provisions are not "bound" in the GATT. They usually pertain
to goods not produced in Canada, and MEN rates could be re-imposed if there were
prospects of Canadian production. Furthermore, the testimony of textile producers
and users suggested that actual tariff rates, not some average based on duties
collected, are more likely to influence prices, sourcing patterns and costs in the
marketplace.

(i) The FTA

The CTI argued that when FTA tariff reductions are fully implemented,
Canada’s average textile tariffs will be lower than those of other industrialized
countries. This is because roughly one-half of Canada’s textile imports come from
the United States and these will be entering free of duty. If textile imports from all
sources, including the United States, were used as weights in calculating average
tariffs, Canadian tariffs would be about one-half the level suggested using average
MEN (third-country) tariffs.

We considered that our terms of reference were clearly aimed at adjusting
third-country tariffs as a complement to the FTA tariff reductions; therefore, we
used third-country imports as weights for average Canadian and US tariffs. To do
otherwise would imply that textile importers sourcing from Europe or the Pacific
Rim face lower tariff costs than is actually the case.

(iv) Voluntary Export Restraints

Voluntary export restraints (VERs) on textile and clothing imports received
considerable attention both at the hearings and in the research program, although
no reference was made to them in the inquiry’s terms of reference.



Despite extensive analysis, we were unable to arrive at a conclusive measure
of the different protective effects of the Canadian and US VER regimes. We were
influenced, nonetheless, by the arguments of the textile industry and by the research
of our staff which indicated that quota coverage in the United States may be tighter
and more comprehensive than in Canada.

(b) Main Findings of Tariff Comparisons

There are significant differences in the structure of textile tariffs between
Canada, Japan, the EEC and the United States. EEC and Japanese tariffs are less
dispersed and are differentiated to a far lesser degree among products than those
of Canada or the United States. Although the USsystem is similar to that of Canada
in its complexity, there are important differences in how Canada and the United
States treat similar products.

The average MEN textile tariff' for Canada is 15.7 percent, compared to
10.5 percent for the United States. Canadian tariffs are significantly higher for
specialty textiles, knitted fabrics and man-made fabrics. However, average
Canadian tariffs on fibres and on woollen products are lower than those of the
United States. Both Canadian and US average textile tariffs are considerably higher
than those of the EEC and Japan, which average roughly 6 and 4 percent,
respectively.

4. Tariff Reduction Options and Recommendations
(Chapters V and VI of the Report)

At the October hearing, we explored two tariff reduction options: a propor-
tionate reduction in tariffs and a simpler tariff structure that provided standard
maximum rates for fibres, yarns and fabrics. We also examined various time
periods for implementation. The options were tested with interested parties, and
their reactions assisted us greatly in arriving at our final recommendations.

(a) Our Recommendations and Rationale

Werecommend that Canadian textile tariffs be reduced by moving to a simpler
rate structure of maximum rates of 5 percent for fibres, 10 percent for yarns and
16 percent for fabrics. Because specialty textiles are so varied and distinctive, their
rates should be reduced by 33 percent, the same average reduction applied to
man-made fabrics.

Implementing our tariff proposals will reduce Canadian textile tariffs by an
average of 26 percent. Most product groups will still receive more tariff protection
than their US counterparts and significantly more than in the EEC or Japan.

We rejected possible reduction schemes which would have eliminated
completely the one-third gap betweenaverage textile tariffs in the United Statesand
Canada or brought tariffs even lower towards the Japanese or EEC averages. We
did so because of the FTA-related adjustments already facing the industry, the
prospect of further textile tariff reductions in the MTN and because of the perception
that the US VER regime provided more protection than was available in Canada
under our VER system.

1. On a CIF evaluation basis. On an FOB basis, average Canadian and US textile tariffs are 16.6 percent and
11.1 percent, respectively.



TRIBUNAL TARIFF RECOMMENDATIONS
AVERAGE MFN TARIFFS
CANADA, USA, EEC AND JAPAN
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Notes: Tariff schedules for Canada and USA adjusted from an FOB to a CIF basis.

Tariff schedules of Japan and the EEC.
Tribunal tariff recommendations adjusted from an FOB to a CIF basis.

There is much appeal in a less complicated tariff structure. The simpler tariff
structure will avoid perpetuating the current tariff’s uneven treatment of similar or
substitutable products. Natural and man-made fabrics, for example, are often
substitutable and yet tariffs on these goods can now differ by as muchas
13 percentage points. Moving to a simpler structure "smooths the peaks” of our
present system by bringing rates on similar products closer together. It also reduces
the disparities in rates between Canada and the United States for products where
our rates are particularly high. The simpler structure also avoids cutting for the
sake of cutting. Of the 568 tariff rates affecting the textile industry as we have
defined it, 117 would not be reduced.

Our recommendations also reflect the advice of interested parties that we
should not import the US tariff system by adopting an approach that selected the
lower of Canadian or US rates. The result of our recommendations is a "made in
Canada" system that is more neutral among products and avoids imposing a
structure not suitable for Canadian circumstances.

The new structure improves tariff relativity within textiles and between textile
and downstream products. It delivers higher effective protection for the clothing
and other textile-using industries.

(b) Pace of Implementation
After considering several options for tariff reductions, including annual

proportionate cuts for all products spread over a fixed implementation period, we
decided on an approach that would see a one-percentage point per year reduction



for all affected products. This will result in implementation schedules of up to four
years for most fibres, up to three years for most yarns and up to nine years for most
fabrics, including specialty textiles. We felt this was the fairest approach for two
reasons. First, we believed that an annual reduction of one percentage point of
tariff protection would affect all producers in roughly the same way, whether they
be fibre manufacturers experiencing tariff cuts from around 8 percent down to
5 percent or fabric manufacturers facing reductions from 25 percent to 16 percent.
The affected producers have different levels of tariff protection and will face quite
different tariff reductions overall. However, the year-by-year adjustment burden
should be similar for all products subject to cuts.

We also felt that it was important for those facing the largest tariff cuts,
primarily man-made fabric producers, to have the longest time to adapt. This
would not have been provided by a proportionate cut approach that phased in all
tariff cuts over the same time period. Fibre and yarn producers will face tariff cuts
of less than four percentage points, and these reductions will be completed well
before those on many fabrics. Lower tariffs on their fibre and yarn inputs will help
ease the adjustment of those fabric producers who face tariff reductions of up to
nine percentage points.

(c) Date of Implementation and the MTN

Our terms of reference presumed that the tariff reductions would begin in
April 1990. We heard strong arguments from the textile community that such an
early commencement would pose many difficulties, in light of the fact that the FTA
implementation is in its early stages, and the outcome of the negotiations under the
Uruguay Round may not be known until early 1991.

Weagree with the CTTthatit would be preferable to delay implementation until
the MTN have been completed, and the Government has made full use of the
proposed reductions as bargaining levers in the negotiations. Accordingly, we
recommend that the tariff changes be initiated in 1991, as soon as possible after the
results of the MTN are known. This approach takes into account the relatively short
time remaining before the scheduled completion of the Uruguay Round at the end
of 1990.

If there were any significant delay in the completion of the MTN, the
Government should still consider following through with the tariff reductions in
1991, provided it is satisfied that Canada will get adequate credit for them in the
negotiations. Only when such credit is achieved should Canada offer to bind the
tariff reduction schedule in the GATT. The textile tariff reductions need not await
the full implementation of the general MTN results. To delay unduly the intro-
duction of these tariff reductions would create uncertainties for producers and
consumers of textiles.

(d) Exceptions

The basic philosophy underlying the simpler tariff structure is that exceptions
should be few and far between. The simpler structure already has the advantage of
sparing from large tariff reductions those sectors whose tariff protection is already
below that of comparable products in Canada or the United States. Some of these
sectors, such as cotton, are considered to be in a more sensitive position than the
industry average and would be put on a more equal footing with the man-made
sector as a result of the simpler tariff approach.

xi



xii

This did not prevent us from considering, as asked in our terms of reference,
whether there were situations in which rates should remain high or reductions
should be phased in over a longer time. In fact, we heard few calls for special
treatment in terms of tariff rates. We paid careful attention to the testimony and
our staff’s research on individual sectors of the industry based on questionnaires
and financial statements submitted by firms. We were not able to identify any
individual products which should be exempted from the general tariff reduction
approach. However, we did hear many arguments that the reductions should be
delayed or phased in over a long time period. It was largely in response to these
concerns that we recommended that tariff reductions be limited to one percentage
point per year and that implementation of the tariff reduction program not begin
until 1991.

(e) Proposals for Acceleration or Elimination

Our terms of reference asked us to consider whether any MFN tariffs on

imports from third countries should be eliminated or whether any tariff reductions
under the FT A should be accelerated.

We received many proposals of this nature. Most were opposed by the textile
industry. Although a survey of those affected would undoubtedly reveal that some
of the requests would not adversely affect the textile industry, we did not receive
sufficient information from applicants and other interested parties to enable us to
put forward recommendations on most of these items. Accordingly, we
recommend that these requests be pursued further by government offficals. For
those few products for which sufficient information was provided and little
industry opposition tendered, we recommend that concessionary tariff items be
established. A list of these and other products that were the subject of proposals
for tariff acceleration or elimination is contained in Volume 2 of the report.

We note also that many of the requests made to us for accelerated tariff cuts
under the FTA were, at the same time, the subject of negotiations between Canada
and the United States. A number of these requests formed part of the agreed list of
products, released in November 1989, which will be subject to accelerated tariff
reductions.

5. Implications of Recommendations (Chapter VII of the Report)

We believe that our recommendations fully address the various provisions of
our terms of reference. Under the tariff proposals recommended here, textile tariffs
will fall to levels more in line with, but still somewhat above, those in other
industrialized countries. The recommended tariff structure will be simpler, less
dispersed and more neutral in its treatment of similar products. It can be seenasa
step towards a structure where rates for similar textile products are the same, an
objective which could be pursued in the current MTN and future trade negotiations.
Effective protection will increase for the clothing and other textile-using industries,
putting these manufacturers in a better competitive position vis-a-vis imported
products. This was a key objective underlying the terms of reference.

The terms of reference also asked that we examine the economic implications
of our tariff recommendations. We found that the textile tariff reductions would
generate overall benefits for the Canadian economy by reducing costs to
textile-using industries and consumers. These benefits will greatly outweigh the



costs of somewhat lower output and employment for the textile industry. Because
we have defined the textile industry very narrowly to include only fibre, yarn and
fabric producers and a small number of specialty textile manufacturers, the tariff
reductions will be confined to just over one-half of the textile industry as defined
by Statistics Canada, the CTIand others. Other textile industries not subject to tariff
reductions, such as carpet, bed linen and canvas producers, should actually benefit
from tariff reductions to their textile inputs.

Our economic. analysis confirmed what we had heard from many textile
producers about the industry’s competitive situation and capacity for change.
Although important, tariff reductions represent only one of many factors with
which the industry will be coping over the coming decade. We completed this
inquiry with a feeling of confidence in the industry’s ability to adjust successfully
to our recommended tariff reductions and to the other challenges it faces.

xiii
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CHAPTERI
INTRODUCTION

1. Terms of Reference

The origins of the Tribunal’s terms of reference for this inquiry were set out in a press
release of the Minister of Finance dated March 22, 1988." The release announced a three-part
program of tariff relief designed to strengthen the competitive position of the Canadian
textile and clothing industries in the domestic market. The program included:

¢ immediate tariff reductions on some specialty fabrics;
¢ new duty remission programs; and

¢ aplan to reduce textile tariffs in the future to levels comparable with those in
other industrialized countries.

The immediate tariff reductions concerned 13 fabrics and yarns not made in Canada
and involved both reductions on tariffs from all countries and the elimination of tariffs on
imports from the United States. The new duty remission programs were introduced for
denim fabrics imported by both textile and clothing manufacturers; certain greige fabrics,
for finishing and use in clothing; outerwearimported by clothing manufacturers; outerwear
fabrics imported by textile manufacturers; and girls’ and ladies’ blouses and shirts imported
by clothing manutacturers.

Before going ahead with his plan to reduce tariffs on textiles to levels comparable with
those of other industrialized countries, the Minister announced that he would ask the
Canadian International Trade Tribunal to advise him on;

¢ thelevel to which textile tariffs should be reduced; and
¢ the pace at which the reductions should take place.

Undersection 19 of the Canadian International Trade Tribunal Act, the Minister of Finance
can direct the Tribunal to inquire into tariff-related matters. On February 6, 1989, he sent
a letter® to the Chairman of the Tribunal which included the following major terms of
reference directing the Tribunal to:

"

- assess the economic impact of bringing Canada’s textile tariffs down to levels
comparable with those of our major industrialized trading partners;

- make recommendations on the level and pace of tariff reductions that will
maximize the economic gains to Canada without causing undue hardship to
domestic suppliers of textile products and, in this latter regard, indicate
whether there are specific textiles on which the tariff should not be reduced;

- make specific recommendations on the ultimate level to which textile tariffs
should be reduced over the next ten years, bearing in mind Canada’s
objectives in the Uruguay Round of Multilateral Trade Negotiations (MTN)
currently underway;

1. The full text of the press release is reproduced in Volume 2.

2. The full text of the Minister’s letter is appended to this report in Annex A.



- make recommendations on what should be the pace of the tariff reductions
and, specifically, whether the tariffs on some fabrics and yarns could be
reduced at an accelerated pace without causing injury to textile producers;

- make recommendations on the scope for accelerated bilateral reductions of
textile tariffs under the Free Trade Agreement with the United States;

- assess and make recommendations on the level of relativity that should exist
in the tariff protection at the various levels of the manufacturing chain .e.,
from fibres and yarns through fabric to finished product).”

2. Organization of the Inquiry

The inquiry took just over a year to complete. It had many facets and many players.
The main participants were firms in the textile, clothing and other downstream industries
and in the distribution sector. Representatives of these firms made submissions and
appeared as witnesses. The full lists of witnesses and counsel can be found in Volume 2.
Through submissions and active participation in the public hearings, the CTI, Dominion
Textile Inc. (Domtex) and the Canadian Apparel Manufacturers Institute (CAMI) played
leading roles.

In organizing the inquiry, we decided to choose a process which would facilitate input
from interested parties and would be transparent.

To establish the facts, we had our staff survey the industry. Close to 500 firms,
including textile manufacturers, clothing and other downstream manufacturers, importers
and distributors, responded to our questionnaires and submitted financial statements. For
the textile industry itself, over 80 firms accounting for over three quarters of the industry’s
output participated in our survey.

An essential part in understanding the industries and their markets was seeing how
the manufacture and distribution of textile and downstream products take place. In April
and May 1989, we visited over 40 manufacturing and distribution firms in Nova Scotia,
Quebec, Ontario, Manitoba, Alberta and British Columbia.

It was at the public hearings, however, that we were able to test the research produced
by our staff and obtain the views of industry on how business is done. We decided to hold
a preliminary public hearing to explain how we intended to conduct the inquiry and to give
parties the opportunity to comment on our terms of reference and on the research plan of
the Tribunal’s research staff. This was followed by two lengthy public hearings, one
starting in June and the other, in October.

The primary objective of the June hearing was to establish the facts concerning the
textile and downstream industries and their markets. We had our research staff prepare a
series of background papers for the June hearing dealing with the industry, tariff issues,
the international setting and the methods of economic analysis that were to be used. These
papers provided the framework and direction for the research program.

Most of the June hearing was, however, devoted to hearing testimony from players in
the business. In the course of four weeks, we heard over 80 witnesses. They represented
large and small firms in the textile and related industries from across the country. They
answered our questions and explained to us how their businesses were run and how they
would be affected by reductions in textile tariffs. With this testimony and the staff research
work, we achieved a better understanding of the industry and we gathered many of the
facts needed to develop our recommendations.



The primary purpose of the two-week October hearing was to give parties the
opportunity to review, comment on and question the research prepared by the Tribunal’s
staff and consultants. A full list of the papers produced can be found in Volume 2 of our
report. We thought it essential that this analysis and research be tested in a public hearing,
which would permit questions and cross-examination of both our own staff and
consultants.

In October, parties focused in particular on the research staff analysis of the responses
to the questionnaires received from the textile and downstream industries, on illustrative
tariff reduction options and on international issues, such as the MFA, VERs and the MTN.
They also questioned consultants on their work for the Tribunal, including Clarkson
Gordon (Financial Situation in the Industry), Informetrica Limited (Economic Effects of
Tariff Reductions) and Abt Associates of Canada (Benefits and Costs of Tariff Reductions).’
The October hearing was particularly useful because of what parties told us about the
illustrative tariff reduction options put forward by our research staff.

3. Organization of the Report

Our report is divided into seven chapters, including this introductory chapter. In
ChapterII, wereview the structure, performance, competitive factors and future directions
of the textile and downstream industries. Chapter III deals with the international setting,
concentrating on factors such as the MFA, VERs and the MTN.

The last four chapters deal with tariffs. In Chapter IV, we analyze the tariff structures
of Canada, the EEC, Japan and the United States and we discuss the conceptual questions
we faced in comparing tariffs. The final section of this chapter shows actual tariff
comparisons focusing in particular on differences in tariffs between Canada and the United
States.

Chapter V describes the illustrative tariff options which were developed by the
Tribunal staff and which parties considered at the October hearing. The chapter also
reviews the October hearing discussions of the probable economic effects of implementing
those options.

Chapter VI sets out our tariff recommendations and the rationale underlying them.
This chapter also deals with the numerous specific proposals received by the Tribunal for
the elimination of MEN tariffs or acceleration of FTA reductions.

The implications of our proposals for the structure of tariffs and changes in effective
protection are described in Chapter VII. This chapter also includes an assessment of the
economic effects of our recommendations.

Annex A of this report contains the full text of the Minister’s letter of reference and
Annex B, a list of Tribunal staff who worked on the inquiry.

Our line-by-line tariff recommendations are contained in a separate volume, Detail
Recommendations and Background Papers. This Volume 2 also includes lists of specific
proposals by parties for acceleration or elimination of tariffs and additional statistical
material, further discussion of technical issues, documents on the organization of the
inquiry and a summary of the research program.

1. Alist of the eight consultants commissioned by the Tribunal, as well as synopses of their reports for the inquiry, can be
found in Volume 2.



CHAPTER I
THE TEXTILE AND DOWNSTREAM INDUSTRIES

1. [introduction

The performance of, and the prospects for, the Canadian textile and downstream
industries are issues at the heart of the Tribunal’s tariff inquiry. The inquiry arose from
concerns about the competitiveness of clothing and other industries using textiles in their
operations. In his letter of reference, the Minister of Finance observed that, "since these
[textile] input materials constitute a significant portion of the overall cost of manufacturing
finished products, the effect of this [high textile tariffs] policy has been to increase costs for
the apparel industry, for many other downstream industries which use textiles in their
operations, and for consumers.” In comparing the level of effective tariff protection for
textile and downstream industries, the Minister further observed that "This tariff structure
has placed downstream industries at a competitive disadvantage in the Canadian market
against imports of the finished products.”

The Minister also suggested that the enhanced competitiveness of the downstream
industries had to be weighed against the effect of the tariff reductions on the textile industry.
A judicious approach to tariff reduction was needed. In his letter of reference, therefore,
the Minister affirmed that "Tariff reductions would have to be implemented in a manner
that takes into account the importance of the domestic textile industry to the Canadian
economy. They should be consistent with the textile industry’s ongoing efforts, through
heavy investment and rationalization of production, to enhance the viability of its
operations and to adjust to the international trading environment. They should also take
into account the significant role the industry plays in the economic well-being of many
small communities in Canada."

Because of the importance of these issues to our overall recommendations, the Tribunal
has devoted considerable time in understanding the performance of, and prospects for, the
textile and downstream industries. Our familiarization with these issues began with visits
to firms during the spring of 1989. These visits took us across the country, from Nova Scotia
to British Columbia. We talked informally with many leaders in the textile, clothing,
furniture and retailing industries about their operations and their products. Our inquiry
continued through the four weeks of public hearings in June 1989. During those hearings,
industry representatives, from the full spectrum of textile and textile-related industries,
appeared before us to offer their views and answer our questions on how textile tariff
reduction proposals would affect the competitiveness of their industries.

Additional evidence on industry performance was put before us during the October
hearing. Clarkson Gordon reported on its analysis of company financial statements.
Werner International and the Tribunal staff presented sector profiles resulting fromsurveys
of the textile and downstream industries. Our staff’s research findings on the compe-
titiveness of the textileand downstream industries were measured against the performance
of those same industries as reported in Statistics Canada data.

This multifaceted approach gave the Tribunal a unique and invaluable perspective on
the performance of the textile and downstream industries and their prospects as they enter
the 1990s. This perspective helped us to formulate our assessment on two key issues: the
potential benefits of textile tariff reductions to downstream industries in Canada and the
ability of the textile industry to respond to increased competitive pressure brought about
by those tariff reductions.



This chapter sets out our understanding of the competitiveness of the textile and
downstream industries. But before embarking on this discussion, we outline briefly
Canada’s textile policy during the 1970s and 1980s and the relative importance of textile
and textile-related manufacturing in the economy.

2. The Policy Environment

The Canadian government has paid special attention to the textile and clothing
industries. A series of policies have provided border protection and restructuring
assistance enabling the textile and clothing industries to compete more effectively in
Canada and abroad. The industries have been protected by high tariffs, in comparison to
tariffs on most other manufactured goods, and VERs under the MFA, which governs
international trade in textiles and clothing.

The National Textile Policy of 1970 addressed problems arising from increased "low-
cost" imports of textiles and textile products, such as clothing and consumer textile items.
The Textile and Clothing Board was established as part of this policy to conduct inquiries
into situations involving possible injury to Canadian companies and workers arising from
import penetration and to formulate recommendations for special measures of protection.
The Textile and Clothing Board’s recommendations for special protection were to be based
on evidence that the affected domestic producers had prospects of continued viability and
competitiveness in the Canadian market.

The 1981 National Textile Policy had as one of its main features the creation of CIRB
which was charged with, among other things, the task of assisting the textile and clothing
industries to restructure and modernize so that they could compete more effectively with
imports. CIRB authorized grants, between 1981 and 1986, of approximately
$140 million and $100 million to assist the restructuring and modernization of the textile
and clothing industries, respectively. To qualify for assistance, firms were required to
evaluate their marketing strategies, operations and organizational structures. For many
firms, the combination of government assistance and internal evaluation led to improved
competitiveness.

In 1986, on the occasion of the fourth MFA renewal, the Government announced a new
textile policy. The Government reaffirmed its commitment of maintaining a viable level of
textile and clothing production in Canada and of ensuring that these industries had a more
stable and secure environment in which to plan their future. This was to be accomplished
through the international negotiation of a more effective import restraint regime which
would provide, among other things, for a substantial moderation in the import growth rate
and a better control overimport surges in the wake of the high growthin "low-cost” clothing
imports in 1983 and 1984." These negotiations appear to have resulted in tighter restraints
for clothing imports in particular.

3. Textiles in the Canadian Economy

Textile-based manufacturing comprises a large number of interrelated industries.
Fromtheinitial fibre stage, the outputat each phase of production becomes a primary input
component for the next production stage. As can be observed in Figure 2.1, textile
manufacturing involves several processes, each with its particular inputs and outputs.

1. Summary of Canada’s Bilateral Restraint Arrangements -- Textiles and Clothing Department of External Affairs,
October 1987.



Figure 2.1

THE TEXTILE AND RELATED INDUSTRIES
[AcmicuLTURE CHEMICALS |
R

s e FIBRE PRODUCTION
FIBRE l NATURAL MAN-MADE
EXPORTS l

N | YARN PRODUCTION —
s | | N VARN
EXPORTS IMPORTS

[EXPORTS | FABRIC PRODUCTION
WEAVING KNITTING NON-WOVEN

FABRIC

LEXPORTS FDYEING &E\JISHING
FABRIC
(MPORTS
l !
HOME | CLOTHING | INDUSTRIAL
FURN]SH]NGSJ MANUFACTURERS| |MANUFACTURERS

!

EXPORTS | 4 ]
IMPORTS
DOMESTIC DISTRIBUTION |
WHOLESALEFR, RETAILER

| CONSUMERS |

Source:  Adapted from Canadian Texfiles Industries. Human Resources Study, immigration Canada,
November 1988.

One focus of the Tribunal’s inquiry into textile tariffs has been the supply links between
the textile industry and its major downstream industries: clothing, home furnishings and
industrial goods. Of these, the principal downstream industry is clothing. The Canadian
clothing industry purchases about 40 percent of the total output of the Canadian textile
industry. The historically close relationship with the clothing industry remains a
fundamental basis for profitable textile manufacturing in Canada.

In 1988, the textile and downstream industries accounted for 5.7 percent of the gross
domestic product for the manufacturing sector and under 1.0 percent of the gross domestic
product for the total economy. They employed approximately 193,000 people or about
10.0 percent of manufacturing employment. The industries invested about $350 million,
representing 2.0 percent of new investment for total manufacturing. Their combined
exports were about $1.4 billion, representing 1.3 percent of exports of all manufactured
commodities. Imports were about $5.2 billion or 4.3 percent of total imports of all manufac-
tured goods. (See Table 2.1)

4. The Textile Industry
(a) Definition

The letter of reference directs the Tribunal to provide advice on the Government’s plan
to reduce tariffs on textile fibres, yarns and fabrics to levels comparable with those in other



Table 2.1
PRINCIPAL INDICATORS
TEXTILE AND DOWNSTREAM INDUSTRIES
1988
Textile and Total
Downstream Manufac- Total Economy

industries) % of Mfg. turlng (Goods & Services)
Gross Domestic Product (billions of dollars) 5.6 57 99.1 601.5
Employment {millions) 0.19 10.0 1.9 12.2
Imports (billions of dollars) 5.2 4.3 119.8 153.4
Exports (billions of dollars) 1.4 1.3 109.6 167.3
New Investment (billions of dollars) 0.35 2.0 17.6 123.2
Note: (1) Include primary textiles, textile products, clothing, upholstered furniture and mattresses.
Sources:  Statistics Canada Catalogues 11-010, 15-001, 61-214, 71-001, 71-529.

Industry, Science and Technology Canada (ISTC), Commaodity Trade by Industrial Sector, 1984-88,

industrialized countries. We have interpreted the reference to apply to those products
generally associated with the extrusion, spinning, weaving and knitting of man-made and
natural fibres by the textile industry and also certain specialty textiles. A complete listing
of affected products and tariff items is included in Volume 2 of this report.

Corresponding to these products and tariff items are the relevant industry components
of the Canadian textile industry. Table 2.2 identifies the components of the textile industry
for the purposes of this inquiry, describing them in terms of Standard Industrial Classifi-
cation (1980 SIC) categories. Included are the four component groups of the SIC primary
textile industry: the man-made fibre and filament yarn industry, the wool yarn and woven
clothindustry, the other spun yarnand woven clothindustries, and the broad knitted fabric
industry. As well, the specialty fibre, yarn and fabric components of the SIC textile products
industry are included (i.e., the natural fibres processing and felt products industry, the
narrow fabric industry, the tire cord fabric industry and the thread component of the "other
textile products” industries). And finally, the coated fabric component of the floor tile,
linoleum and coated fabric industries is included in this definition of the textile industry.

The proposed tariff reductions will directly affect only the tariffs of the fibre, yarn,
fabric and specialty components of the textile industry, as defined above. The tariff cuts
have not been considered for textile products such as carpets, canvas, household and
hygiene products. These textile products are not fibres, yarns or fabrics. Nor are they, for
the most part, intermediate products for further processing. They are typically final-use
products. This is an important point of emphasis since, in the analysis of the performance
of thetextileindustry which followsimmediately, it is the portion of the industry that would
be affected by the tariff cuts that is analyzed, not a more broadly defined industry as, for
example, is represented by the CTL

(b) The Industry and its Market
Most establishments in the textile industry are relatively capital-intensive. Many

leading textile firms are multinational companies. Most sectors of the Canadian textile
industry are dominated by a small number of large firms. The notable exception is the




Table 2.2

DEFINITION OF THE TEXTILE INDUSTRY FOR PURPOSES
OF THE PROPOSED TARIFF REDUCTIONS

Industries Included In Proposed Tariff Reductions* SIC Industry”

* Man-made Fibre and Filament Yarn Industry
* Wool Yarn and Woven Cloth Industry

* Other Spun Yarn and Woven Cloth Industries
* Broad Knitted Fabric Industry —

Primary Textiles

* Natural Fibres Processing and Felt Products Industry

* Narrow Fabric Industry

* Tire Cord Fabric Industry

* Thread Component of Other Textile Products Industries
Carpet, Mat and Rug Industry® Textile Products

Canvas and Related Products Industry®

Household Products of Textile Materials Industg‘z)

Hygiene Products of Textile Materials Induslry

Contract Textile Dyeing and leshmg Industry®

Other Textile Products Industries®® _—

* Coated Fabric Component of the Floor Tile, Linoleum and Coated Fabric Industry | Other

Notes: (1) SIC = Standard Industrial Classification.
(2) Carpets, canvas, household, hygiene, contract textile finishing and other textile products are
considered as textile downstream industries in this inquiry.

broad knitted fabric sector which is characterized by a comparatively large number of
producers.

The textile industry, as defined for the purposes of this inquiry, employed about
33,000' people in the manufacturing of fibres, yarns, fabrics and specialty textiles in 1988.
About 90 percent of the employment was in the provinces of Ontario and Quebec, with the
bulk of textile production taking place in smaller urban communities. For the sample of
firms that responded to the CITT questionnaire of textile manufacturers, over 85 percent of
the reported employment in 1988 was in communities of less than 100,000 people.

The apparent Canadian market for textiles was approximately $5.5 billion in 1988. The
market grew throughout the period, but growth slowed in 1988. Total shipments by
domestic firms (shipments for both domestic and export markets) grew to about $3.9 billion
in 1988. Growthslowed in 1988, but exceeded that of theapparent market. Total shipments
were buoyed by the continued high growth in exports. Domestic shipments grew less
rapidly than imports, which captured an additional percentage point of the market. This
compares to all manufacturing in Canada which lost four percentage points of theapparent
market to imports over the same period. Notwithstanding this performance the level of
import penetration remains higher for textiles than for all manufacturing.” (See Table 2.3)

1. The primary textile industry employed approximately 28,000 people in 1988. The broad textile industry, defined to
include both the primary textile industry and the textile products industry, employed approximately 61,000 people in 1988.
These numbers, as well as those for clothing, other downstream industries and total manufacturing, were estimated on the
basis of 1986 reported employment projected forward on the basis of the growth in Statistics Canada’s Labour Force Survey
employment estimates. See Volume 2 for further explanation of the estimation procedure.

2. In 1988, domestic shipments met 59 percent of the apparent Canadian market for textiles, as defined for purposes of this
inquiry, when imports are valued on an FOB basis. This compares to 60 percent for all manufacturing. When imports are
measured on a CIF plus duty paid basis, the domestic textile industry met 55 percent of the apparent Canadian market
compared to 59 percent for all manufacturing in 1988 (CITT staff estimates). For a discussion of the "level of trade"
measurement issue, see Volume 2.



Table 2.3

APPARENT CANADIAN MARKET FOR TEXTILES*
1984-88

(Millions of Dollars)

1984 1985 1986 1987 1988
Total Shipments 3,180 3,149 3,456 3,777 3,885
Exports 382 385 462 545 657
Domestic Shipments 2,798 2,754 2,994 3,232 3,228
Imports (FOB) 1,879 2,004 2,125 2,262 2,289
Apparent Market 4,677 4,758 5,119 5,484 5517
Domestic Shipments of Apparent Market (%)
Textiles 60 58 58 59 59
Manufacturing™* 64 63 61 62 60
Notes: * Textile industry as defined for the purposes of the proposed tariff reductions.

See Veolume 2 for explanation of the estimation procedure.
** See Volume 2 for the apparent Canadian market table for all manufacturing.

Sources:  Trade Analysis Paper, CITT survey, ISTC and Statistics Canada.

A longer term perspective on the industry is given in Figure 2.2. Since 1961, the
primary textile industry' has accounted for a falling share of overall manufacturing
domestic output and apparent market. Throughout this same period, the primary textile
industry has faced somewhat more import competition and exported less of its total
production than all manufacturing.

(c} Textile Industry Issues

As pointed out in the introduction to this chapter, the performance of, and prospects
for, the Canadian textile industry were central themes in this inquiry. In this section of the
report, we identify some views on these issues expressed to us by the Canadian industry.

In testimony before the Tribunal, technological upgrading, product line rationalization
and the increasing importance of capital investment were discussed and confirmed by
several representatives of Canadian textile companies. With the installation of upgraded
machinery and equipment, the textile industry has become a more capital-intensive
industry. Many textile industry witnesses confirmed that greater capital intensity in the
Canadian textile industry has assisted its competitiveness at home and abroad.

Notwithstanding the improved competitiveness of the Canadian industry, some firms
expected that imports from "low-cost” sources would continue to cause significant
competitive pressures. Indeed, in their view, the modernization of the Canadian industry
served only to keep pace with that occurring in the developing countries, while these
countries continued to enjoy a labour cost advantage. The firms also expressed the concern
that their main customer base, Canada’s clothing industry, was being eroded by imports

1. It was not always possible to develop reliable statistics for the textile industry as defined for the purposes of this inquiry.
In such cases, statistics for the SIC primary textile industry were used. The primary textile industry corresponds most closely
to the textile industry defined for the purposes of this inquiry.
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Figure 2.2
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from these sources. As well, they argued that tariffs were not nearly as effective as quotas
in providing the level of protection from imports from "low-cost’ countries that they
believed necessary.

Other firms stressed the importance of non-price factors in competing for markets.
These were particularly important in textile sales to the clothing industry where the
development of close relations with the customer, just-in-time delivery, a good mix of
products, continuity of supply and consistent quality were often more important than the
selling price of the product. Some clothing firms expressed the view that non-price factors
rendered certain fabrics less susceptible to pressure from "low-cost” imports. Inanindustry
where rapidly changing fashion trends require that initial and repeat clothing orders be
met quickly, the longer lead times required for offshore fabric sourcing give a locational
advantage to domestic suppliers.

On the issue of import penetration, evidence of some textile firms suggested caution
ininterpreting the longer term trends. Forexample, as the Canadian textile industry moved
outof the production of certain goods, it often needed to import these goods to complement
its own product range or to use as an input in the production of a more processed textile
product, for example, the importation of greige goods or yarns to be made into finished
fabric.

Inother testimony before the Tribunal, most textile firms indicated that the FTA offered
interesting challenges. The firms saw themselves able to compete with US companies given
sufficient time, prior to the elimination of tariffs on US imports, to establish business ties
and distribution channels in the United States and to expand the scale of their operations
in Canada.

Several firms feared that reductions in MFN tariffs would adversely affect their ability
to generate sufficient profits to finance the investment programs required to compete under
the FTA. Some multinational firms indicated that they may be more likely to invest in the
United States if Canada, in moving to lower MEN textile tariffs, offered less overall
protection from "low-cost" imports than the United States.

Textile firms generally argued against any reduction in tariffs on products from third
countries. However, they contended that, if third-country tariff reductions were
inescapable, a longer, rather than shorter, phase in period for the tariff reductions would
help to mitigate the costs of adjustment.

Some multinational companies told the Tribunal that they were pursuing a program
of product specialization and production rationalization aimed at a North American or
global market. These firms expected to produce and export a smaller range of products,
but in greater quantities than at present, and to increase imports of products produced by
their parent or sister companies. One textile producer indicated, however, that it expected
to maintain or expand the range of products being produced. This firm pointed to
innovations in loom technology which added production flexibility and permitted textile
manufacturers to economically produce a larger assortment of fabrics in smaller lots.

A range of corporate strategies was identified by textile firms in Canada as they
position themselves to compete in the 1990s. Dominion Textile Inc. (Domtex) has focused
its production on heavier weight clothing fabrics and industrial fabrics. The firm has
become the world’s largest producer of denim. During 1989, Domtex modernized and
expanded its Drummondville plant making it a world-scale denim manufacturing facility.
Through acquisition, the corporation has expanded its denim production in the United
States. The company has also secured a leading position in the European workwear market
through the acquisition of Europe’s largest manufacturer of polycotton workwear and
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leisurewear fabrics. In January 1990, Domtex announced its intention to acquire Textiles
Dionne Inc., a Quebec-based producer of yarns.

Textiles Dionne Inc. has invested in the latest technology in order to keep its plants
as competitive as possible. The company produces a variety of both basic and specialty
yarns, and anticipates that it will be able to cope under the FTA, as long as greater pressures
are not imposed through additional tariff reductions vis-a-vis other countries.

Du Pont Canada Inc., in conjunction with its parent, has rationalized production in
North America and has applied for the immediate elimination of tariffs for a number of
products under theFTA.' The firm has emphasized industrial fibre products for some time.
Du Pont Canada Inc. has positioned itself to pursue export markets through specific
product mandates.

The major objective of Celanese Canada Inc. (Celanese) has been to })ursue export
markets and to make the investments required to meet the demands of the technical
evolution in the worldwide tire industry and the yarn spinning sector. Celanese has
reduced its textile product line to fibre and yarn production, having divested itself of the
company’s fabric manufacturing facility in 1985 and its carpet manufacturing facility in
1981. The company has expanded its acetate facility and achieved substantial sales growth
in Pacific Rim markets in 1988.

Consoltex Canada Inc. has emphasized the production of heavier weight clothing
fabrics. The company introduced small batch production equipment which enables it to
supply short-run, small volume orders, as well as engaging in longer production runs. This
quick response capability has contributed to sales growth in Canada and to the supply of
niche markets in the United States.

Through restructuring and equipment upgrading, together with the financial and
technical backing which accompanied its acquisition by Innocan Inc., Cleyn & Tinker Inc,
has readied itself to compete more actively in the United States. The company has pursued
accelerated tariff reductions under the FTA. However, the large US mills have not
supported Cleyn & Tinker’s efforts due to higher US tariffs on wool fabrics.

The Cambridge Group has invested heavily in recent years to strengthen its position
in the Canadian market and to withstand the effects of tariff reductions under the FTA. The
spinning plant has been fully modernized and expanded. The yarn preparation and fabric
weaving, dyeing and finishing operations in its towel mill have been upgraded. In both
plants, new investments have resulted in increased productivity and better quality control.

Britex Limited has developed a marketing strategy based on the company’s strength
in producing a range of speciality products through short production runs. It expects to
lose some of its Canadian market for standard products to US competitors, but to compen-
sate by increasing sales of specialty products in the US market through niche marketing.

(d) Industry Performance, 1984-88
As part of the Tribunal’s industry surveys, textile manufacturers were asked to

complete a production-oriented questionnaire and to provide copies of their financial
statements for the period 1984-88. These surveys were carried out in order to assemble

1. For most of these products, agreement was reached for the accelerated elimination of tariffs in 1990 subject to approval
processes in both countries.

2. Financial statements from 65 firms were analyzed representing up to 75 percent of the shipments in the textile industry,

as defined for purposes of this inquiry. Industry questionnaires from 73 firms were analyzed representing up to 70 percent
of the industry shipments. See Volume 2 for further discussion of the sample coverage.
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detailed informationonthe performance of the fibre, yarnand fabric sectors of the Canadian
textile industry.

The Clarkson Gordon analysis of the financial statements of the textile industry
suggested that, in general, "the industry showed considerable strength in its financial
performance over 1984-88, outperforming the manufacturing sector as a whole and its
US counterpart industry on key measures of profitability. Fibre manufacturing has been
somewhat of an exception, w1th net losses in early years but near average or above average
returns in the past two years."

This assessment was based on a review of 13 financial performance indicators,
including measures of sales growth, liquidity, leverage and financial returns. Details on
these 13 indicators are shown in Volume 2 of this report. In making its assessment, Clarkson
Gordon compared the textile survey results against public data in Canada and the United
States. In commenting on the validity of the survey data, it concluded that "the [survey]
data appear to be reasonably consistent with Statistics Canada data for both textiles and
clothing, particularly since differing industry definitions and our efforts to segment firms’
activities by industry could account for the remaining differences in the data.” It also noted
that the most recent data from Statistics Canada were also based ona sample of firms rather
than a comprehensive census. To some extent, Clarkson Gordon argued, the Tribunal’s
data could be superior to the sample data available from Statistics Canada, due to the
audited nature of some of the Tribunal data and the greater attention paid to the classifi-
cation by industry.

The reported return on equity for the sample of textile manufacturers showed that they
were more profitable for their shareholders than other manufacturing industries in Canada
or their counterpart industry in the United States. The 16 percent average return on equity
over the study period compared favourably with the Canadian manufacturing average of
12 percent and the US textile mill products industry average of 12 percent over the 1984-88
period. As another measure of profitability, the textile industry recorded an average of
8 percent net income to total assets ratio from 1984 to 1988, compared to 6 percent for the
Canadian manufacturing sector as a whole.

The results, when broken down between Quebec and Ontario, indicated that Ontario
firms had shown the more favourable results with regard to financial performance, with a
return on equity of 27 percent, for example, versus 11 percent for Quebec, 1984-88 average,
and a net income to total assets ratio of 13 percent versus 6 percent for Quebec.

The staff analysis of the questionnaire replies of the fibre, yarn and fabric sectors of the
domestic industry showed the fibre sector as experiencing the smallest overall increase in
total output with a level of import penetration comparable to the textile industry average
(see Figure 2.3). Fibre producers achieved the greatest improvements in labour produc-
tivity of any sector and, coupled with only modest growth in output, saw a substantial
reduction in their workforce. Financial performance, as reported in the Clarkson Gordon
analysis, lagged the industry average, but showed a marked improvement over the 1984-88
period. This sector had the highest export to total output ratio in the industry, reflecting
the greater specialization of production and the international nature of the market.

For the yarn sector, the growth in output, level of import penetration and the export
ratio were comparable to the overall textile industry average. However, it was the

1. Finandal Analysis of the Canadian Textile and Downstream Industries, 1984-88, Clarkson Gorden, October 1989.
2. lbid.
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man-made yarn component which drove this secter, as the natural yarn component
reported almost no growth and little exports and faced a high, although declining, level of
import penetration. The financial performance of the sector exceeded the industry average
for returns on equity and assets. Gross margins for the man-made and natural yarn
manufacturers were comparable in 1988. This sector also had the highest investment to
output ratio in the industry with the investment ratio being higher in the natural yarn
component. Advances in labour productivity for the sector were comparable to the
industry average.

The fabric sector, as analyzed, contained three major components consisting of
broadwoven fabrics, knitted fabrics and specialty textiles. The performance of the fabric
sector, as measured by most of the indicators, was close to the textile industry average.
Within the fabricsector, the output growth of the broadwoven fabric component was lower
than the textile industry average. It faced a high level of import penetration and had a low
export to output ratio. It reported a moderate gain in labour productivity and a somewhat
reduced employment level. The man-made portion of the broadwoven fabric sector
surpassed the natural portion in most measures of performance, including output growth,
market share, exports, investment and gross margins.

The knitted fabric component had the highest growth in output over the period, very
low exports and the lowest level of import penetration in the industry. The high output
growth was parallelled by substantial gains in labour productivity and increased
employment. Knitted fabric producers recorded the lowest gross margins in the fabric
sector.

The specialty textile sector was defined, for the purposes of this analysis, to include a
number of distinct products, including coated fabrics, papermakers’ and other felts, tire
cord fabrics and narrow fabrics. This sector registered average growth in output, faced
lower than average import penetration and had the second highest export to output ratio
in the industry. The sector also had moderate gains in labour productivity.

(e} Sales Distribution

Themarkets for textiles changed somewhat during the 1984-88 survey period. Clothing
remained the dominant market for the industry, although declining from 45 percent to
41 percent of sales. Sales for household use, mainly carpets, increased marginally to
16 percent, while sales to the upholstered furniture market declined marginally to
6 percent. Sales for other use, mainly industrial applications, increased marginally to
22 percent, while exports increased from 11 percent to 15 percent. The man-made yarmn,
man-made fabric and specialty textile sectors contributed the most to the increase in
exports.

(fy The 1984-88 Performance in Context

The strong performance of the Canadian textile industry, from 1984 to 1988, as
suggested by an analysis of the survey responses, is also shown in published statistics.
Table 2.4 shows that, for the same period, the textile industry exceeded all manufacturing
in terms of growth in real domestic product, labour productivity and capacity utilization.
It has, however, fallen behind in terms of new investment and employment growth. Of
particular note in the table is the fact that labour productivity in the textile industry
approached that for all manufacturing in 1988.
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Table 2.4
SUMMARY STATISTICS FOR TEXTILES
1984-88
(Values Expressed in 1988 Dollars)
AAl(%)
1984 1988 1984-88
REAL DOMESTIC PRODUCT (millions of dollars)
Textiles® 1,256 1,638 6.9
All Manufacturing 82,667 99,124 4.6
% of Mig. 1.5 1.7
TOTAL EMPLOYMENT (000's)
Textiles* 34 33 -0.7
Ali Manufacturing 1,722 1,913 27
% of Mfg. 20 1.7
PRODUCTIVITY (RDP $ 000/employee)
Textiles* 37 50 78
All Manufacturing 48 52 2.0
% of Mfg. 771 96.2
NEW INVESTMENT (millions of dollars)
Textiles™ 131 164 5.8
All Manufacturing 9,485 17,616 16.7
% of Mfg. 14 09
NEW INVESTMENT (% of RDP)
Textiles** 10.4 10.0 -1.0
All Manufacturing 11.5 17.8 11.5
% of Mfg. 90.4 56.2
CAPACITY UTILIZATION
Textiles*** 80 97 49
All Manufacturing 78 83 1.6
Notes: * Textile industry as defined for purposes of the proposed tariff reductions.
See Volume 2 for an explanation of the estimation procedurs.
** Primary textile industry (estimate).
*** Primary textile industry.
AAl = Average annual increase.
RDP = Real domestic product.
Sources:  Statistics Canada Catalogues 13-001, 15-001, 34-250, 34-251 and 61-214 and CANSIM Matrices 4664
and 8003.

Notwithstanding the industry’s overall strong performance, the textile industry has
been more affected by cyclical developments in the 1980s than have the manufacturing
industries overall, as shown in Figure 2.4. The primary textile industry was hit hard by the
recession in the early 1980s - more so than either the clothing industry or all manufacturing,.
However, it outperformed the other sectors during the height of the cycle and outpaced the
real output growth of both clothing and total manufacturing from 1981 to 1988.

5. Downstream Industries

There is a strong interdependence between the textile industry and downstream
industries, such as clothing and home furnishings (including household textile products,
carpets, upholstered furniture and mattresses). Other industries using textiles are not
described in this chapter, as many markets are involved, and textile inputs generally
account for a comparatively smaller percentage of overall production costs.
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Figure 2.4
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Theclothingand home furnishings industries employed approximately 145,000 people
in 1988 compared to 33,000 people in the textile industry, as defined for the purpose of
this inquiry. Shipments of the clothing and home furnishings industries amounted to
$9.1 billion in 1988 compared to $3.9 billion for the textile industry. (See Figure 2.5)

(a) The Clothing Industry

In addition to a wide range of clothing for consumers, the clothing industry also
produces garments for industrial and institutional use. Principal products include
women’s, men’s and children’s wear, foundation garments and a wide range of knitted
clothing, such as T-shirts, underwear, sweaters and hosiery.

(i TheIndustry and its Market

Theclothing industry is relatively labour-intensive and is generally made up of smaller
companies than the textile industry. The more successful firms tend to stress respon-
siveness to changing trends, variety and design. Some of the major companies in the
clothing industry are Dylex Limited, Nygard International Ltd. and the Algo Group Inc.
As in the textile industry, the clothing industry has undertaken substantial restructuring,
It has introduced automated processes to the design and cutting stages of production.
Generally speaking, however, sewing remains quite labour-intensive.

Total employment in the clothing industry increased from nearly 111,000 people in

1984 to an estimated 120,000 people in 1988. The industry was concentrated in Quebec
(57 percent of employment), Ontario (31 percent) and Manitoba (6 percent). Manufacturers
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Figure 2.5
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Sources:  CITT survey and Statistics Canada.

were located primarily in large urban centres such as Montréal, Winnipeg and Toronto.
Production of clothing accounted for 18 percent of the manufacturing employment in the
Montréal area, 17 percent in the Winnipeg area and 6 percent in the Toronto area.!

The apparent Canadian market for clothing was approximately $8.2 billion in 1988.
The market grew throughout the period, but growth slowed in 1988. Total shipments of
Canadian firms were about $6.4 billion in both 1987 and 1988. Although declining in 1988,
exports recorded a sizable increase over the study period, but from a small base. Imports,
over the 1984-88 period, captured an additional three percentage points of the apparent
market. This is a similar import penetration trend as for manufacturing overall. It is,
however, an import growth which is about twice as high as that for textiles. Nonetheless,
in 1988, the domestic clothing industry met 72 percent of the domestic market demand,
measured by value, compared to 60 percent for all manufacturing (see Table 2.5) and
59 percent for textiles.”

A longer term view of the industry is shown in Figure 2.6. In the 1961-88 period, the
clothing industry, like the textile industry, accounted for a declining share of Canada’s
overall manufacturing industry. However, the clothing industry faced less import penetra-
tion in the domestic marketplace than either the textile industry or manufacturing in total.

1. Employment distribution data from: Clothing Industry Profile, ISTC, 1988.
2. Inthiscalculation, imports are valued on an FOB basis. Measured on a CIF plus duty bass, the domestic dlothin gindustry

met 67 percent of the domestic market demand in 1988 compared to 59 percent for total manufacturing and 55 percent for
textiles (CITT staff estimates). For a discussion of the "level of trade” measurement issue, see Volume 2.
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Table 2.5

APPARENT CANADIAN MARKET FOR CLOTHING
1984-88

(Millions of Dollars)

1984 1985 1986 1987 1988
Total Shipments 5,175 5,543 6,016 6,350 6,374
Exports 287 322 398 464 425
Domestic Shipments 4,888 5,221 5618 5,886 5,849
Imports {FOB) 1,603 1,683 2,050 2,259 2,298
Apparent Market 6,491 6,904 7,668 8,145 8,247
Domestic Shipments of Apparent Market (%)
Clothing 75 76 73 72 72
Manufacturing” 64 63 61 62 60
Note: * See Volume 2 for the apparent Canadian market table for all manufacturing.

Sources: ISTC and Statistics Canada.

(i) Clothing Industry Issues

In testimony before the Tribunal, many clothing makers described their competitive
environment over the next few years as likely to be influenced by flat to marginal domestic
growth prospects, continuing growth in imports and few offsetting prospects in export
markets. As evidence of the existing competitive pressures, they pointed out that many
clothing product groups have significant degrees of import penetration, particularly
products like sweaters, outerwear, blouses and men’s shirts.

The clothing makers felt that the export prospects for their mdustry were rendered
uncertain by the FTA. Elimination of the duty drawback program in 1994, the 1mposmon
of the double transformation rules’ and the limited size of the tariff rate quotas® were all
seen as clouding the future.

The double transformation rules and the tariff rate quotas were viewed as limiting
export opportunities, which might otherwise have been available through the FTA by
restricting the use of offshore fabrics in garment production destined for the US market.
Such goods would not meet the double transformation rules, and any export of them in
excess of the tariff rate quotas would become, for US customs purposes, subject to

1. Generally, where imported materials are incorporated in goods which are subsequently exported, regulations provide
for drawback of the duty paid on the imported materials. In the case of goods exported to the United States and benefiting
from preferential treatment under the FTA, drawback of duties on third-country fabrics will not be permitted after the end
of 1993. However, where goods are exported to the United States and are subject to MEN tariff rates, or exported to other
countries, eligibility for drawback of duty on imported materials will continue.

2. Generally, to meet the "double transformation” rules and to be eligible for FTA rates of duty, clothing must be made from
fabric that was at least woven or knitted in Canada or the United States, and the garment must have been cut and sewn in
Canada or the United States.

3. The tariff rate quotas provide for 50 million square yards equivalent of non-woollen clothing and 6 million yards

equivalent of woollen clothing to be permitted duty-free access to the United States annually when made of third-country
fabric. The total quotas are subject to adjustment on agreement between Canada and the United States.
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Figure 2.6
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MEN tariffs and any quotas applicable to the products of that country from which the fabric
was sourced.

The clothing industry argued that, with the FTA in place, it would experience
difficulties in maintaining its current share of the domestic market, let alone expanding into
export markets, if it could not achieve greater product differentiation from its US counter-
parts. To assist in achieving this product differentiation and to hold on to the domestic
market in competition against US firms using US fabrics, it was necessary, the industry
argued, to have cheaper access to offshore’ fabrics which were different from those
produced in Canada or the United States.

The clothing industry testified that its decision to purchase a variety of fashion fabrics
offshore was driven essentially by the unavailability of many of these fabrics in Canada
and the United States. Suppliers were needed who could provide garment makers with
the right product at the right time and who could respond quickly to their demands for
new fabrics to meet changing fashion trends.

Notwithstanding their stated need to have better access to offshore fashion fabrics,
clothing industry representatives made it clear that, where possible, they preferred to
establish supply relationships with domestic suppliers, thus reducing or avoiding the risks
involved in sourcing from foreign suppliers. The availability of domestically sourced
fabrics was viewed by garment makers as a critical factor in permitting them to remain
competitive in Canada.

(ifi) Industry Performance 1984-88

The survey data’ show that financial performance for the clothing industry, over the
1984-88 period, was generally superior to the Canadian manufacturing industry average.

Thesampleresults for clothingand accessory manufacturersshowed anaveragereturn
on equity of 15.6 percent. This was well above the average of 12 percent for the Canadian
manufacturing sector, but on a par with the 16 percent average returns in 1987-88 earned
by the nine large clothing firms in the US Fortune 500. The return on equity was variable
within individual product segments of the clothing industry. Women’s and girls’ product
lines showed the highest average return on equity, at 20 percent. This was followed by
men’s and boys’ product lines and accessories, both at 11 percent.

The clothing industry’s net income to asset ratio of 6.5 percent was comparable to
6.0 percent for Canadian manufacturing. Once again, there was considerable variability by
product line. Women'’s and girls’ led the way at 8 percent, followed by men’s and boys’ at
5 percent and accessories at 4 percent.

(iv) Raw Material Costs and Sourcing

The survey of clothing’ and other textile product manufacturers collected information
on the sourcing and cost of textile raw materials used in the manufacture of downstream
industry products.

1. Throughout thisreport, terms such as offshore, rest of the world or third-country imports refer generally to imports from
all countries excluding the United States.

2. Financial statements from 162 firms were analyzed representing about 33 percent of the shipments in the Canadian
clothing industry. See Volume 2 for further discussion of the sample coverage.

3. Questionnaires from 133 firms were analyzed representing about 22 percent of the shipments in the Canadian clothing
industry. See Volume 2 for further discussion of the sample coverage.
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For the clothing industry, the use of domestically produced material has been
diminishing, from 51 percent in 1984 to 47 percent in 1988. As a source of textile raw
materials, the United States accounted for about 11 percent, while offshore suppliers
moved up from 37 percent in 1984 to 42 percent in 1988.

Of the three main categories of textile materials used in the manufacturing of clothing
(i.e., yarns, knitted fabrics and woven fabrics), yarn was reported as having the highest level
of domestic sourcing, but the trend was downward, from 81 percent in 1984 to 72 percent
in 1988. The decreased domestic sourcing has been mainly to the advantage of US suppliers.

Between 1984 and 1988, clothing makers bought an increased proportion of their
woven fabrics from outside Canada. Suppliers in countries other than the United States
supplied 51 percent of domestic clothing makers” woven fabrics in 1988, up from 46 percent
in 1984. US suppliers provided about 9-12 percent of total needs. Domestic sourcing of
woven fabrics decreased from 43 percent in 1984 to 39 percent in 1988.

In contrast, the sourcing pattern of knitted fabrics remained relatively stable in the
1984-88 period. Sourcing of producers’ requirements from local suppliers was in the
62-65 percent range, 21-22 percent from the United States and 14-17 percent from offshore.

For clothing producers, textile raw material costs accounted for about 47 percent of
overall production costs in 1988. This proportion was the same for garments using knitted
or woven fabrics.

However, textile raw material costs as a percentage of total production costs varied
significantly from one product category to another, ranging from 22 percent in the case of
men’s woven jackets to 58 percent in the case of the women'’s slip category. Inbroad terms,
the higher the percentage of textile raw materials and the more such materials are sourced
from offshore suppliers, the greater will be the effect of MFN tariff reductions on total
production costs.

(v) Summary Statistics

Table 2.6 provides indicators of clothing industry performance for the period 1984-88.
The table indicates that the clothing industry has not kept pace with the manufacturing
sector in terms of growth in gross domestic product, productivity and new investment.
Average employee productivity, measured by gross domestic product per employee, is less
than half that of all manufacturing and remained steady from 1984 to 1988.

(b) The Home Furnishings Industries

Included in this group are producers of household textile products, such as bed linens,
towels and drapes and manufacturers of carpets, mats and rugs, upholstered household
furniture and mattresses. A number of these manufacturers are part of the textile industry
represented by the CTIL. Thus, while certain of the CTI's members will need to respond to
increased competitive pressures broughtabout by tariff reductions, others will benefit from
lower tariffs on imported raw materials.

Collectively, these industries had shipments of $2.7 billion in 1988 (see Figure 2.7).
Exports totalled $236 million or 9 percent of total industry shipments. In 1988, the four
industries employed an estimated 25,000 people. Establishments in Ontario accounted for
48 percent of the employment, Quebec 38 percent, with 14 percent of the employment
located in other provinces.
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Table 2.6

SUMMARY STATISTICS FOR CLOTHING
1984-88

(Values Expressed in 1988 Dollars)

AAI(%)
1984 1988 1984-88
REAL DOMESTIC PRODUCT (millions of doliars)
Clothing 2,489 2,668 1.7
All Manufacturing 82,667 99,124 4.8
% of Mig. 3.0 2.7
TOTAL EMPLOYMENT (000's)
Clothing 111 120 2.0
All Manufacturing 1,722 1,913 27
% of Mfg. 6.4 6.3
PRODUCTIVITY (RDP $ 000/employee)
Clothing 22 22 0.0
All Manufacturing 48 52 2.0
% of Mig. 458 423
NEW INVESTMENT (millions of dollars)
Clothing 44 51 3.8
All Manufacturing 9,485 17,616 16.7
% of Mfg. 0.5 0.3
NEW INVESTMENT (% of RDP)
Clothing 1.8 1.9 1.4
All Manufacturing 11.5 17.8 115
% of Mfg. 15.7 10.7
CAPACITY UTILIZATION
Clothing 85 86 0.3
All Manufacturing 78 83 1.6

Notes: AAl = Average annual increase.
RDP = Real domestic product.
Sources:  Statistics Canada Catalogues 13-001, 15-001, 34-252 and 61-214, and CANSIM Matrix 8003.

(i) IndustryIssues

Producers of home furnishings expressed differing views as to the competitive
environment. While import competition in some segments was said to be considerable,
other segments were less susceptible to import penetration because of the nature of the
business. For products such as carpets, for example, freight and inventory costs make
serving the needs of the domestic market more difficult from outside Canada.

Most witnesses from the household textile products sector indicated that exports to
the United States or elsewhere were not a significant part of their business. In contrast,
upholstered furniture makers saw their future prospects as being significantly improved
by exports if they secured tariff relief on fabric imports.

Like the clothing makers, the furniture producers were of the view that if they were to
be successfulin the future, particularly in the USmarket, they would have to achieve greater
product differentiation from their US counterparts. They suggested that it was difficult to
meet requirements for specialized fabrics from Canadian sources because of the limited
number of lines available domestically.
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Figure 2.7

HOME FURNISHINGS INDUSTRIES
DISTRIBUTION OF TOTAL SHIPMENTS
1988

CARPETS, MATS AND RUGS
$1082 MILLION

UPHOLSTERED
HOUSE FURNITURE
$701 MILLION

HOUSEHOLD TEXTILE PRODUCTS
$586 MILLION

BEDSPRINGS AND MATTRESSES
$365 MILLION

Note: Total Shipments: $2,734 million.

Source:  Statistics Canada (unpublished - preliminary).

Upholstered furniture makers viewed with concern the fact that, under the FT A, their tariff
rotection would be reduced to zero in five years, while their fabric imports from the United
tates would continue to be subject to tariffs for an additional five years, placing them at a cost

disadvantage with respect to their US competitors. However, in its announcement of
November 30, 1989, concerning the agreement reached on the list of tariff lines and products
for accelerated elimination of tariffs under the FTA, the Government indicated that both
countries had agreed in principle to pursue, on an administratively acceptable basis,
accelerated tariff elimination on fabrics of a kind used principally as decorative outer coverings
in the manufacture of upholstered furniture.

(ii) Raw Material Costs and Sourcing

Textile raw materials accounted for varying proportions of total production costs for
firms producing home furnishings. For household textile products, textile raw materials
accounted for about 70 percent of total production costs, with 27 percent of the material

sourced offshore. Domestic sourcing was 67 percent, and US sourcing was 6 percent in
1988.

In the case of carpets, mats and rugs, textile raw materials were reported to make up
59 percent of total production costs. Most of the materials (91 percent) were sourced
domestically in 1988, with only minor quantities obtained from offshore suppliers other
than those in the United States.

In the case of bedspring and mattress and upholstered household furniture products,
only 16 percent of the total cost of production was represented by textile raw materials.
Sourcing was 37 percent domestic, 55 percent from the United States and 8 percent offshore.
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6. Highlights

During the 1970sand throughthe 1980s, the Canadian textile industry was transformed
from a labour-intensive manufacturing sector to one that is more capital-intensive and
technologically advanced. The transformation took place with government assistance and
in the face of significant international competitive pressures.

Many textile manufacturers have also rationalized production by terminating
unprofitable lines and concentrating on longer production runs of competitive products.
This restructuring and rationalization has led to an improved overall level of capacity
utilization, increased economies of scale and labour productivity improvements. Many
industry participants expect this trend to continue as the Canadian industry positions itself
in the North American market and takes advantage of market niches which are large by
Canadian standards.

Historically, the industry has been geared to meeting domestic demand. However,
export markets are becoming increasingly important, with some firms currently expanding
their international marketing efforts. The industry has also sought to create new products
and to diversify its market, notably in the field of industrial textiles.

Asa whole, theindustry is performing well. It has met the challenges of the last decade,
and some sectors of the industry have attained internationally competitive levels of
performance. In the 1984-88 period, the textile industry was profitable - more so than the
Canadian manufacturing industry as a whole or the textile industry in the United States.
This assessment, however, must be tempered by the cyclical nature of the Canadian textile
industry’s performance. During the 1980s, the industry performed worse at the bottom of
the business cycle and better during the good economic times than Canadian manufac-
turing industry as a whole.

There is a strong interdependence between the Canadian textile and dewnstream
industries. Over 60 percent of textile industry sales were to the Canadian clothing and
home furnishings industries in 1988. Tariff reductions on third-country imports are
expected to have the greatest effect on those products where textile raw materials represent
a high proportion of overall production costs and where a high proportion of material is
obtained outside North America or where domestic output is priced competitively with
these sources.

The clothing industry sees the availability of a broad range of fabrics at competitive
prices as an essential element of its competitiveness in both domestic and export markets.
The clothing industry serves the Canadian market using a combination of domestically
manufactured and imported fabrics. In the 1984-88 period, the industry faced greater
import growth than the textile industry. It expects the competition in the domestic market
to intensify under the FTA. To meet the competition, the clothing industry has increasingly
been sourcing fabrics offshore. In 1988, offshore suppliers provided 42 percent of the
industry’s textile raw materials, up from 37 percent in 1984. The cost of these fabrics is an
important aspect of the industry’s competitiveness.
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CHAPTER Il
THE INTERNATIONAL SETTING

1. Introduction

In his letter of reference, the Minister of Finance observed that tariff reductions should
be "consistent with the textile industry’s ongoing efforts, through heavy investment and
rationalization of production, to enhance the viability of its operations and to adjust to the
international trading environment." The Tribunal, therefore, felt it was important to gain
a general understanding of the international trading regime and global trade patterns that
have characterized textile' and clothing trade since the 1960s. The first part of this chapter
will briefly describe the major post-World War II developments related to the emergence
of managed trade for textiles and clothing involving quantitative import controls or VERs
under the MFA. While the preceding chapter looked at recent import trends from the
perspective of the Canadian marketplace, this chapter will endeavour to situate these
developments in a global, as well as a North American, context.

There was considerable debate among interested parties about the usefulness and
appropriateness of studying quantitative import quotas or VERs. The textile industry felt
that VERs had a protective effect that went beyond tariffs and it was, therefore, necessary
to carry out a detailed study of both the Canadian and American VER regimes in order to
accurately compare the two countries’ textile tariff levels. The clothing industry
emphasized that the Tribunal’s terms of reference made no mention of VERs or other
non-tariff barriers and, as these restraints were fluid trade measures which change with
time, their study would not contribute to the Tribunal’s work.

The Tribunal felt that it was important to examine carefully the VERs issue in an effort
to decide how they affect the Canadian textile market and whether they have a measurable
effect on trade over and above that given by tariffs. To this end, consultants in Canada and
the United States were hired by the Tribunal to (1) provide detailed descriptions of the two
countries’ regimes; (2) compare their protective effect; and (3) advise on the manner in
which tariff equivalents for VERs might be estimated. Testimony and submissions from
interested parties on the subject were also carefully considered.

Our terms of reference also asked that we "take into account major changes which will
be occurring in Canada’s trading arrangements,” such as "the Multilateral Trade
Negotiations now in progress,” in considering action "to lower the tariffs on textiles to a
level more in line with those of other industrialized countries.” Specific recommendations
on the ultimate level to which textile tariffs should be reduced over the next 10 years were
then to bemade "bearing in mind Canada’s objectives in the Uruguay Round of Multilateral
Trade Negotiations (MTN) currently underway." This chapter will therefore finish by
describing the relevant developments in the Uruguay Round which may affect future
textiles and clothing trade.

1. The term "textile” trade is often used to describe international trade in textiles, clothing and other textile products.
Wherever possible, trade will be distinguished among these three groups of products. However, it may not always be possible
to follow the definition of "textiles” presented at the outset of Chapter II. In such cases, a reasonable proxy will be identified
and used instead.
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2. The International Trading Regime

Textiles and clothing have been important products of international trade for many

centuries and remain so today. Textiles and clothing have also been one of the most
consistently managed areas of international trade in the post-World War Il era of general

trade liberalization. This regime of managed trade arose against the backdrop of a
significant increase in production of textiles and clothing by the developing and centrally
planned economy countries over the past 30 to 40 years. This growth was accompanied by
a decline in the developed countries” share of world production of textiles and clothing.
This decline is still continuing, according to the GATT Textiles Committee statistics.
Table 3.1 shows that Canada and the United States were the only industrialized countries
which increased their production of both textiles and clothing during the mid-1980s. It is

also interesting that Canada’s growth in production of textiles outpaced that of all other

industrialized countries.

Table 3.1
PRODUCTION INDICES: TEXTILES AND CLOTHING"
(1973 = 100, Except as Noted)
Product 1984 1985 1986 1987
Brazil Textiles 102.6 111.8 126.3 125.0
(1975 = 100) Clothing .8 138.4 124.7
Textiles” 2
Clothing 1.7 -
Czechoslovakia Textiles 143.6 1474 151.0 X
Clothing 140.1 148.4 149.2 X
EC(12) Textiles 92.8 94.7 96.9 96.5
Clothing 86.5 871 97.1 84.3
Hong Kong Textiles 115.0 119.6 150.0 170.0
(1981 = 100) Clothing 113.8 105.0 124.8 141.0
Hungary Textiles 115.0 116.3 115.3 118.9
Clothing 114.8 112.7 103.5 103.5
India Textiles 106.7 113.8 117.0 X
Clothing 994 103.8 100.2 X
Japan Textiles 85.4 83.9 79.6 77.8
Clothing 87.5 87.7 854 85.2
Korea Textiles 325.5 325.2 354 1 386.6
Clothing 488.3 498.4 5471 606.5
Norway Textiles 74.9 79.0 79.7 74.3
Clothing 56.9 57.7 55.3 48.4
Singapore Textiles 39.9 28.5 28.7 32.9
Clothing 111.3 105.9 121.8 134.0
Switzerland Textiles 100.0 103.7 106.1 103.3
Clothing 93.0 915 94.1 86.1
... Textiles
~ Clothing
Notes: (1} Defined in accordance with Article 12 of the MFA and paragraph 24 of the 1986 Protocol.
Index generally refers to value added at constant prices.
X = Not available.
Source: GATT Textiles Committee, Sub-Committee on Adjustment, Report of the Sub-Committee on Adjustment
COM-TEX/W'2086, 15 September, 1988.
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The restrictive or "managed"” trade regime for textiles explains in good part the past
two decades’ relatively slow growth in textile trade worldwide. As Figure 3.1 shows,
taking 1965 as the base year, world trade in textiles from 1965 to 1986 has grown more
slowly than total trade, as well as clothing trade. Despite the fact that clothing trade has
also been managed since 1962, the rapid growth in this area is probably explained by the
continuing labour cost advantage of developing and centrally planned economies, as well
as the low entry costs which have allowed many of the developing countries to enter the
clothing market relatively quickly. Undoubtedly, this growth in clothing trade would have
been even stronger under an unrestricted international trade regime.

Figure 3.1

COMPARISON OF GROWTH IN TEXTILES, CLOTHING
AND TOTAL TRADE FOR THE WORLD
1965-86

INDEX: 1965 = 100
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Notes: (1) Textiles, SITC Codes 65 & 26, i.e., textile fibres (other than wool tops); textile yarn, fabrics, made-up
articles such as linens, carpets and other floor coverings; and related products.
(2) Clothing, SITC Code 84, excluding Code 848 (non-textile apparel accessories).

(3) Excludes Intra-EEC Trade.

Source: UN Trade Data: External Affairs International Trade Data Bank.

Insuccessive GATT rounds, textile and clothing tariffs have virtually escaped the tariff
reductions which were negotiated for most other commodities. As a result, at the
conclusion of the Tokyo Round of GATT multilateral trade negotiations in 1979, the textile
tariffs of industrialized countries, with the exception of most natural fibres, generally stood
at levels that were much higher than the tariffs applied to other commodities. While these
high textile tariffs continue to restrict international textile trade today, non-tariff barriers
are an equally important feature of the textile trading regime.

The most significant non-tariff barrier (NTB) affecting the textile and clothing trade is
quantitative import controls, i.e., quotas or VERs. During the 1950s, the growth in US and
UK imports of cotton textiles, especially from Japan, led to pressures to control these
imports. In 1956, the United States negotiated a voluntary restraint agreement on cotton
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textile exports with Japan for the period 1957-61. In the 1960s, restrictions on trade in
natural fibres and the products thereof were multilateralized.

In response to the new international trading pressures created by the rapid
development of the man-made fibre products industry, the Arrangement Regarding
International Trade in Textiles, also called the Multi-fibre Agreement or MFA, was
negotiated under GATT’s auspices in the early 1970s. The MFA came into force in
January 1974 and covered trade in most textile products (including clothing) manufactured
from cotton, wool and man-made fibres. Both importing and exporting countries recognize
that the MFA is an exception to the MFN principle of the GATT in that it permits import
restrictions on a country-selective rather than a non-discriminatory basis.

For the past 16 years,' the essential condition for the conclusion of either unilateral
restraint measures under Article 3 of the MFA or bilateral arrangements under Article 4 is
the actual existence or the real risk of "market disruption” in the importing country.
Whether it has acted through bilateral negotiations or through the imposition of unilateral
measures, the importing country must provide to the Textile Surveillance Body (TSB) of
the GATT credible market disruption evidence that establishes: (1) actual or threatened
injury to the domestic industry and (2) that the injury is caused by a significant increase in
imports or sales of imports at prices substantially below those prevailing for similar goods
in the importing country.” Capacity utilization and profitability are among the factors
considered in this injury determination.

3. Sources of Textile’ and Clothing Imports
(a) Canada

For the past quarter century, the United States has been Canada’s principal source of
textile imports. Imports from the United States and other developed countries arestill more
than double the level of imports from developing countries (69 percent versus 31 percent
in 1987).

While Canada’s imports of clothing from developing countries were very small
in 1963, by 1973 imports from this source exceeded those from developed countries. In the
period 1984-87, imports of clothing from developing countries reached almost triple the
level of imports from developed country sources.’ (See Figure 3.2)

Between 1963 and 1987, Canada’s combined imports (by value) of textiles and clothing
increased much more rapidly from developing as compared to developed country sources.
During this same period, the relative shift to developing country sources was much more
pronounced in the case of clothing as compared to textiles. However, in the 1984-87 period,
textiles was the area that saw the greatest growth in imports from developing countries.
What seems to have occurred is a shift in sourcing of textiles from developed to developing
countries, rather than an above average growth in textile imports. (Indeed, the average

1. The MFA was renewed in 1977 (MFA 1), 1981 (MFA 1) and 1986 (MFA IV). MFA IV expires in July 1991.
2. Annex A to the MFA.

3. "Textiles" defined in accordance with SITC Codes 65 and 26; which include carpets and other consumer textile products.
The definition is therefore somewhat broader than the textile industry, as defined for the purposes of this inquiry.

4. This development must be viewed against the background of significant growth in dothing imports from developing
country sources in both 1983 (26 percent) and 1984 (17 percent). Summary of Canada's Bilatcral Restraint Arrangements -

Textiles and Clothing; Department of External Affairs, October 1987, p. 1.
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Figure 3.2

TEXTILES AND CLOTHING: CANADA'S IMPORTS BY SOURCE

1963-87
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Notes: (1) Textiles, SITC Codes 65 & 26.
(2) Clothing, SITC Code 84, excluding Code 848.
(3) Excludes Intra-EEC Trade.
(4) Developing includes Centrally Planned Economies (CPE).

Source: UN Trade Data: External Affairs International Trade Data Bank.
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annual percentage change in Canada’s textile imports from all sources for 1963 to 1987 is
8 percent and the same calculation for the period 1984-87 is 7 percent, indicating a slight
decline in growth in total textile imports of late.) This shift in sourcing is most likely
explained by an apparent relaxation in Canada’s textile quotas in the post-1986 (MFA IV)
period. (See Table 3.2)

Table 3.2

TEXTILES AND CLOTHING: CANADA’S GROWTH IN IMPORTS BY SOURCE
1963-87

(Millions of US Dollars)

Average Annual | Average Annual
Percent Change | Percent Change
1963 1973 | 1984 | 1985 | 1986 1987 1987/63 1987/74
Textiles | Developed 334 804 1,438 | 1,415 | 1447 | 1,532 7 2
Developing 53 138 374 399 538 683 1 22
Clothing | Developed 40 135 236 278 351 355 10 15
Developing 11 168 918 870 | 1,032 | 1,228 22 10
Total Developed 374 840 1,638 | 1,693 | 1,798 | 1,886 7 7
Developing 63 307 | 1,292 1,269 | 1,570 | 1,912 15 14
Notes: (1) Textiles, SITC Codes 65 & 26.

{2) Clothing, SITC Code 84, excluding Code 848.
(3) Excludes Intra-EEC Trade.
{4) Developing includes Centrally Planned Economies (CPE).

Source: UN Trade Data: External Affairs International Trade Data Bank.

(b} United States

A large share of textile imports to the United States has traditionally come from
developing country sources. In 1963, such imports represented approximately 41 percent
of all US imports and, in 1987, imports from developing sources represented 51 percent of
US imports. Japan is the US leading supplier of textiles in terms of value. Although not
true in all cases, in general, the US textile mills’ most severe competition from imports has
been in the low-priced, lower quality products or in the high-priced, high-fashion
products.’ Figure 3.3 shows imports of textiles to the United States by source over the
period 1963-87.

{c} Canada/US Comparison

When imports of textiles to Canada and the United States are compared for the period
1963-87, two facts emerge:

(1) Canada’sshare of total textile imports sourced from developing and centrally
planned economies, or so called "low-cost' sources, continues to be much less
than the US proportion of "low-cost" imports to total imports of textiles.
(See Figure 3.4)

1. United States International Trade Commission (USITC) Publication No. 2048, pp. 4-6.

2. The term "low-cost” source refers to developing countries and centrally planned economies which are often subject to
export restraints pursuant to the MFA. Use of the term does not necessarily mean that a country falling into this category is
actually the lowest cost supplier for product X at any particular point in time. Indeed a review of data from the Department
of External Affairs, Special Trade Relations Bureau, entitled Textile Import Table by Product for the Period 1983 to

anuary - October 1989 shows that, in the case of many fabrics at least, the United States or another developed country is often
the lowest unit price supplier.
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Figure 3.3

US TEXTILE IMPORTS BY SOURCE
1963-87
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Notes: (1) Textiles, SITC Codes 65 & 26.
{2) Excludes Intra-EEC Trade.
(3) Developing includes Centrally Planned Economies (CPE).

Source: UN Trade Data: External Affairs International Trade Data Bank.

(2) Canada’s 8 percent average annual growth rate 1n textile imports from all
sources was the same as that of the United States.'

When a more disaggregated measurement of only primary textiles according to fibres,
yarns, broadwoven fabrics and other fabrics is made, Canada’s growth rate in imports is
still lower than that of the United States for all but the fibre category.?

With respect to clothing, the shares of both countries’ imports from "low-cost” sources
are rather close. In 1987, Canada imported approximately 71 percent from "low-cost"
sources and the United States, approximately 76 percent.’

As comparable market data were not available to calculate the share of the apparent
market which "low-cost” imports held in Canada and the United States, a per capita value
comparison of textile, clothing and all manufactured imports by Canada and the United
States was examined as a reasonable proxy for the unavailable market data. The analysis
showed that:

(1) for all manufactured goods, Canada is more dependent on imports than the
United States;

1. See Volume 2 for a table comparing Canada’s and US growth rates in textile imports. In the period 1984 to 1987, Canada’s
rate of growth from all sources was 7 percent versus the US 12 percent.

2. See Volume 2 for a table comparing Canada’s, the US and the EEC growth in primary textile imports.

3. Sources: Canada: Total Imports, Clothing: Commodity Trade by Industrial Sector: Historical Summary 1983-87,
Industry, Science and Technology Canada, 1988. Total Low Cost Imports, Clothing: CITT Consultant Report Doc. No.3.11.2,
Canada’s Yoluntary Export Resiraint Regime, dated September 28, 1989.

United States: Total Imports, Clothing: Department of Commerce, 1989 U.S, Industrial Outlook, January 1989.

Total Low Cost Imports, Clothing: United States International Trade Commission, LS. Imports of Textiles and Apparel Under

the Multifiber Arrangement; Statistical Report Through 1987. USITC Publication No. 2075, March 1988.
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Figure 3.4

COMPARISCN OF CANADA'S AND US
TEXTILE IMPORTS BY SOURCE
1963, 1984 AND 1987
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Notes: (1) Textiles, SITC Codes 65 & 26.
(2) Excludes Intra-EEC Trade.
(3) Developing includes Centrally Planned Economies (CPE).

Source: UN Trade Data: External Affairs International Trade Data Bank.
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(2) fortextileimports fromall sources, Canada isalso moredependent onimports
than the United States (ratio 3 to 1);

(3) for "low-cost" textile imports, Canada is again more dependent on imports
than the United States, but less so than in either of the above-noted cases
(ratio 2 to 1);

(4) for combined textile and clothing imports from "low-cost" sources, Canada is
less dependent on these sources than is the United States ($73.97 per capita
versus $88.22 per capita in 1987); and

(5) bothcountrieshad a similaraverage rate of increase inimports of textiles from
"low-cost" sources during the period 1978-87.

4. Canada’s VER Regime

Canada’s bilateral textile restraint regime has evolved over 25 years. The regime has
developed in line with:

(1) the changing nature of Canada’s textile and clothing industries;

(2) the government’s broad industrial and trade policy framework for the textile
and clothing sectors; and

(3) thechanging pattern of textile and clothing imports into Canada.

At the beginning of 1990, Canada had a total of 29 restraints, of which 26 cover clothing

products, 15 primary textiles and 10 household textile products. A review of these restraints
indicates that:

(1) Canada continues to rely on bilateral VER agreements as a major instrument
to control imports, but is also prepared to use unilateral measures as
appropriate;

(2) theoriginal emphasis on textiles has gradually shifted to clothing as moreand
more developing countries have entered the clothing exporting business;

(3) restraints on textiles are concentrated on a limited number of sensitive
products (more in the area of fabrics now than yarns); and

(4) there continues to be a seri\es of important restraints affecting household
textile products (bedsheets, linens and cotton terry towels) and hosiery.

Over time, the product emphasié of Canada’s coverage has changed, as has the list of
countries with which Canada has concluded bilateral restraint agreements. This reflects
the use of VERs to respond to changing imports, by product and source, which cause or
threaten to cause market disruption. In this respect, the quota restraints of the MFA are
very different from bound MFN tariffs; they are a more flexible and less structured feature
of our protective system.

The Canadian textile industry testified that it benefited directly and indirectly fromthe
restraints on household textile products and clothing. For t'example, several integrated
textile companies manufacture household textile products, such as bedsheets and linens,
and therefore benefit directly from restraints on the importation of those products. Repre-
sentatives of the industry also agreed that restraints on imports of clothing and other
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downstream textile products generally assist the industry by ensuring that it has a healthy
customer base to purchase its fabric and, to a lesser extent, yarn products.

The Canadian textile industry’s major sources of competition appear to vary
depending on the product and the particular year. In certain instances, the main
competition is from the "low-cost" sources which are restrained pursuant to the MFA. In
other cases, the competition arises primarily from developed countries. Testimony at the
June hearing showed that textile manufacturers themselves import a significant amount of

textiles from both developing and developed country sources.

5. The US VER Regime

Since its 1957-61 VER agreement respecting cotton textile exports with Japan, the
United States has relied on bilateral restraint arrangements as the basic instrument for
controlling "low-cost" source imports of textiles and clothing. The United States started by
emphasizing textiles, but, as clothing imports from developing sources grew, it began to
place equal emphasis on their control.

In 1988, the United States had a total of 43 restraints, of WhICh 39 cover clothing
products, 27 primary textiles, and 14 consumer textile products The number of
US bilateral agreements has grown over time. In late 1977, the United States had
agreements with 18 countries, by mid-1984 with 28 and by 1988 with 43 countries.” The
United States still considers Japan to be a "low-cost” source of textiles, but it is the only
industrialized importing country to maintain a VER agreement with Japan.

US VER agreements are frequently amended to tighten or loosen controls, depending
upon import penetration and domestic and international political and economic
circumstances. In several agreements, such as with the Philippines, the number of spec1f1c
restraints is modest when compared with the number of Designated Consultation Levels.’
Neither the United States nor the TSB of GATT regards a Designated Consultation Level
as an actual restraint.’

The US industry has had fairly frequent recourse to countervailing duty and
anti-dumping petitions. During 1984, countervailing duty petitions were filed against
13 countries, which together accounted for about 15 percent of the total quantity of
US textile and clothing imports.” These petitions appear to have assisted the US VER
negotiators at certain crucial points when major suppliers were reluctant to agree on new
import restraints.

6. Comparison of the Canadian and US VER Regimes

Table 3.3 provides a summary comparison of the countries of export and product
groupings that Canada and the United States controlled through import restraints in 1988.
The four major suppliers are highlighted.

1. Consumer textile products include carpets and other floor coverings, household linens, handbags and luggage.
2. USITC Publication No. 2222, October 1989, page 4-1.

3. Theselevels designate an amount of imports which may automatically trigger a request for consultations, by either side,
to convert the level into a specific restraint. The specific restraint would be set at a higher level and probably have the benefit
of flexibility provisions.

4. The Canadian industry, nevertheless, argued that Designated Consultation Levels were a substitute for actual restraints
and that Canada should increase its use of these levels.

5. USITC Publication No. 1693, page 24.
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Table 3.3
CANADA/US
MFA IV VER REGIMES FOR TEXTILES AND CLOTHING

CANADA USA
Country RT RC RP RT RC RP
Bangladesh X X
Brazil XUy YE X X
Buligaria F(7) X X(1)
Burma X(1)
China, People’s Rep.
Colombia F(9) X X
Costa Rica X(2)
Czechoslovakia F X X X
Dominican Republic X(1+5) X
Eqypt YF
El Salvador (10)
German Dem. Rep. X(3) X(1)
Guatemala F(1)
Haiti X X

ong ong O
Hungary X{1) YF X
India F X YF X X
Indonesia X YF X
Jamaica X
Japan FY X
N. Korea X(U)
Macau X X
Malaysia Y X FY X X
Maldives X X{1)
Mauritius X Y X
Mexico FY X X
Nepal X
Pakistan X X FY X X
Panama X(1)
Peru F X
Philippines F X Y X
Poland F X X F X X
Romania F X X FY X X
Singapore Y X FY X X
S. Africa F(4) X Y(4) X
Sri Lanka X X X
Thailand F X YF X X
Trinidad & Tobago (10)
Turkey X X FY X
United Arab Emirates X(U)
Uruguay F(1) E X
USSR F(8)
Vietnam X
Yugoslavia YF X
Y = Yanm
F = Fabric
RT = Specificrestraint for primary textiles, which could be Y or F
RC = Specific restraint for clothing products; gloves, work gloves & liners and hosiery are included under this designation
RP =  Specific restraint for consumer textile products, e.g., bed linens, handbags, luggage
(U) = Unilateral restraint
(1) = Single product restraint
(2) = In1988 this became a single clothing product restraint; prior to 1988 it was a two-product restraint agreement
(3) = Hosieryonly
(4) = Effective Jan. 1, 1989, to Dec. 31, 1991, in case of Canada; VER agreement in effect in 1985 only in case of USA and there-
after Anti-Apartheid Actembargoed all trade
(5) = Cda/Dom. Republic Agreement awaiting ratification but being provisionally implemented since 1988
{6) = Special Export Authorization system for many clothing products not subject to specific restraints
(7) = Restrainton worsted fabric effective October 1988 forward
(8) = Single product agreement for one year only
(9) = In 1988 this became a single product, cotton fabric, control
(10) = Designated Consultation Level only, no specific restraints
Source Based on review of Canada and US restraint agreements and unilateral import restraints in effect from
1986 to 1988.

37



China, Hong Kong, Korea and Taiwan are regarded by Canada and the United States
as their major "low-cost" suppliers, and each country controls both textile and clothing
products from these four sources. Canada also controls household textile products from
all four and the United States from all but Korea. Table 3.4 shows that utilization rates for
textile quotas are roughly comparable; generally, the greater the utilization of a quota, the
greater the likelihood of the quota having an effect on domestic supply and prices.

Table 3.4

CANADA/USA - 1988
A COMPARISON OF TEXTILE RESTRAINT UTILIZATION RATES BY "BIG FOUR"

Hong Kong Scouth Korea ~ Taiwan P. Rep. China
| Canada USA Canada USA™ | Canada | USA | Canada | USA
Yarns - - 64.7 756 111.0*" 89.2 - 82.3
Fabrics 67.0 75.5 634 62.6 777 68.5 553 78.1
Average Yarns
& Fabrics 67.0 75.5 64.0 64.8 83.1 71.2 553 78.7
Note: ** Utilization above 100% as a result of flexibility provision utilization.

Sources: Canadian data: Special Trade Relations Bureau, External Affairs and International Trade Canada;
Restraint Utilization by Produgt, pp. 38, 7 & 37 dated April 8, 1989,
US data: Study of the US Textile & Apparel Restraint Program; prepared by Sharretts, Paley, Carter &
Blauvelt, P.C., for the CITT, July 31, 1989.

A recent GATT TSB Report' which reviewed all importing countries” actions under the
MFA for the period August 1986 to June 1989 found Canada and the United States to be
comparable, but different from the other MFA importers, in the following ways:

(1> both have increased the number of restraint agreements under MFA 1V,
agreements which in general have a w1der coverage, more restraints and
growth rates and flexibility provisions’ that are either unchanged or more
strict than under MFA III;

(2) thetwoarethe only countries applying restraints under the MFA on products
made of ramie type fibres;

(3) the two are the only countries which negotiated aggregate or group limits;
and

(4) thetwo are the only countries to have imposed unilateral measures.

The TSB view respecting the control of textile and clothing imports is that both Canada
and the United States are applying MFA IV more strictly than they applied MFA Il and,

1. Report of the TSB to the Textiles Committee for the Major Review of the Qperation of the Arrangement Regarding
International Trade in Textiles, 1989, COM.TEX/SB /1490, 11 September 1989.

2. The major "flexibility provisions” are (1) swing - the percentage by which one restraint product may be increased by
transfer from one or more other product restraints, through the application of appropriate conversion factors; (2) Carry Over
(CO) - provides for the utilization in the current year of a portion of a restraint which was underutilized in the immediately
preceding year; and (3) Borrow Forward (BF) - provides for the utilization in the current year of a portion of the restraint
provided for the immediately succeeding year.
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thus, have followed a trend contrary to that of all other importing countries. In short, both
the Canadian and US textile and clothing industries appear to benefit from more quota
protection than their western European counterparts.

Despite extensive efforts by research staff, consultants and interested parties to
compare, both quantitatively and qualitatively, the two countries’ regimes, the Tribunal
has found it difficult to measure any significant difference in the protective effect of the
VER regimes in Canada and the United States. Looking at the regimes themselves, it is
clear that the United States now has a generally broader and more restrictive set of textile
import controls than does Canada. There is also a widespread impression within the
Canadian textile industry that the US regime has a greater protective effect because the
United States controls more products from more sources. Furthermore, many in the
industry felt that reducing Canadian tariffs to US levels, without making allowance for
differences in the two VER regimes, would leave Canadian producers with less overall
protection than their counterparts in the United States. However, the industry was not able
to offer conclusive quantitative evidence to buttress these impressions.

The Tribunal has noted that the textile trade and production patterns in Canada and
the United States are very different. Canada does not produce as broad a range of textile
products as does the United States. Further, developing countries subject to possible
control under the MFA represent the major source of imports in the US market, whereas
Canada faces higher levels of import penetration from other developed countries. It has
not been possible, therefore, for Canada to establish cases of market disruption foras broad
a range of products and country sources as has the United States. However, where Canada
can and has been able to meet the MFA’s test of market disruption, it has protected itself,
as has the United States. The Tribunal concludes that apparent differences in the
VER regimes between Canada and the United States (e.g., the product and country
coverages in Table 3.3) largely reflect the two countries” different textile production and
import patterns.

It has become equally clear following our study of VERs that these export restraints
are a fluid and specific safeguard measure whose effectiveness changes from year to year.
In the clothing area, for example, where consultants for the Tribunal were able to derive
quantitative estimates of the tariff equlvalents of a selected number of clothing products
from Hong Kong over the 1985-88 period,’ the effectiveness of quotas varied enormously
from month to month and year to year. In contrast, tariffs are more structured, more
durable and more predictable in their protective effects. The Tribunal concluded that it
would not be productive or desirable to attempt to convert VERs into tariff equlvalents in
order to compare the overall level of protection for textiles in the two countries.?

It is true that Canada’s imports of textiles’ from developing countries increased at a
faster rate than those of the United States for the 1963-87 period, as well as for the period
1984-87. Itis also true that the growth rates of textile imports fromall countries into Canada
have been no greater than for the United States over these same periods.

On balance, therefore, the Tribunal concludes that there are indications that the
US VER regime is more protective than Canada'’s, but that the evidence is not conclusive.
Although Canada’s import restraint regime for textiles does not now appear to be as
restrictive as that of the United States, we have decided that it would be unwise to base

1. Institute for Research on Public Policy, Tariff Equivalents for Bilateral Export Restraints on Canada’s Textile and Apparel
Trade; Analytical Issues, Measurement Methodologies, and Selected Estimates, September 28, 1989.

2. Assuming areliable method and the necessary data could be found - a questionable assumption at best.

3. Textiles defined in accordance with SITC Codes 65 and 26.
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tariff comparisons on any impression of potentially transitory differences between
Canadian and US VER regimes at a particular point in time.

7. MTN - Uruguay Round
(a) Overview

At the commencement of the Uruguay Round of multilateral trade negotiations in
September 1986, participating Ministers agreed that "negotiations in thearea of textilesand
clothing shall aim to formulate modalities that would permit the eventual integration of
this sector into GATT on the basis of strengthened rules and disciplines.” Ministers also
agreed that market access negotiations should "reduce or as appropriate eliminate tariffs
including the reduction or elimination of high tariffs and tariff escalation.” It was,
therefore, clear from the outset of the Round that textile and clothing trade could be
significantly affected by these negotiations, in the area of both tariff and non-tariff barriers.

At the December 1988 Mid-Term Review Meeting, GATT parties agreed to work
towards:

(1) an overall target for reductions of tariffs of at least one-third with gradual
phasing;

(2) asubstantial increase in bindings; and

(3) substantial reductions or elimination of high tariffs, tariff peaks, tariff
escalation and low tariffs.’

In the summer and fall of 1989, market access proposals were tabled in the Negotiating
Group on Market Access by the EEC, Japan and Canada. Allthree parties favour a formula
approach to negotiate tariff reductions of 33 percent or more,’ with the possibility of a
request/offer approach to achieve tariff reductions deeper than the formula cuts or to
reduce tariffs on particularly sensitive products. In principle, there would be no product
grouping excluded from the tariff reductions.

The United States has indicated that it favours the request/offer approach in order to
ensure that no sectors are excluded - as had been the case in the past when formulas were
used. By September 1989, the United States had tabled 14 request lists in pursuit of its tariff
and non-tariff barrier objectives. The United States later indicated that it would not object
to having other parties use the formula approach to cut tariffs, but it would evaluate trading
partners’ requests on the basis of its product specific approach.

As of the end of 1989, the Chairman of the Negotiating Group on Market Access was
still trying to build a consensus on an overall approach for the tariff negotiations and had
suggested a framework similar to that proposed by Canada (i.e., a formula supplemented
by a bilateral request/offer procedure).

1. GATT Document, Ministerial Declaration of September 20, 1986, page 5.

Ibid, page 5.
GATT Document MTN.TN /7 (Min.), page 4.

. ess Proposal tabled September 25, 1989, proposes a maximum formula rate of reduction of
8 percent and also suggests that the tariff formula reduction be applied to all sectors.

Qr N
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Deliberations in the Negotiating Group on Textiles and Clothing have been focused
on the methods and time frames for bringing textiles and clothing into the GATT following
the expiry of MFA IV in July 1991. These negotiations, if successful, would lead to the
gradual dismantling of the MFA during an agreed transition period. Quotas could be
progressively liberalized or gradually eliminated during this period, perhaps on both a
product line and country basis or on the basis of a global quota which would differentiate
between products but not countries.

As a result of the MTN market access deliberations, it is likely that tariffs on textiles
will be lowered. However, it may not be clear until the end of 1990 whether textile tariffs
will be reduced by the target rate of one-third. Lower than formula cuts might reflect
significant efforts to liberalize textile trade in other respects, notably in relaxing or phasing
out the MFA. Higher than formula cuts would be consistent with the stated MTN goal of
eliminating the highest peaks in the developed countries’ tariffs on industrialized goods.

Unfortunately, insufficient progress has been achieved to date to be able to predict
more precisely how the trading regime for textiles and clothing could change as a result of
the Uruguay Round of negotiations. Furthermore, negotiations in other apparently
unrelated areas will directly and indirectly affect textiles. For example, progress in areas
of crucial importance for major players, such as intellectual property, import safeguards
and agriculture, will probably interplay with the development of options and negotiated
solutions for textiles and clothing.

(b) Views of Interested Parties

Interested parties representing the textile industry at both the June and October
hearings were concerned that Canada would damage its ability to extract tariff concessions
of interest from others in the Uruguay Round as a result of the proposed introduction of
textile tariff cuts by the Government in 1990. Textile industry representatives urged us to
recommend that no tariff cuts arising from this inquiry should occur until after the
completion of the Uruguay Round. Atthattime, the Government could assess how or when
to implement our recommendations in light of achievements in the Round and concessions
made by other parties. On the issue of concessions by our trading partners, textile
producers argued that, in return for reducing our textile tariffs, Canada should receive
credit in the form of improved access in the textile area and not trade off textile tariff cuts
for progress in other negotiating areas.

Witnesses from the textile industry also expressed many concerns about the outcome
of the MTN. They worried that the industry might face two new sets of tariff reductions
- those which we recommend and those arising from the MTN. When combined with tariff
reductions under the FTA, this would amount to a massive loss of protection over a short
period of time. In their view, the Government should not proceed with any unilateral tariff
reductions until the results of the MTN are known and the textile industry has had more
time to adjust to FTA tariff reductions.

Representatives of the clothing industry dismissed any concerns about prejudicing
Canada’s ability to extract tariff concessions from the MTN as a result of unilateral textile
tariff reductions. They took for granted that the Government would not bind any unilateral
tariff reductions unless it got credit for doing so in the Uruguay Round of MTN now in
progress and were confident that the binding of a rate had considerable value in the GATT.
They argued that the GATT emphasized not merely reductions in tariffs but their binding
at lower rates. Mutual concessions are therefore made on the basis of tariff bindings.
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(c) Tribunal's Views

Our interpretation of the terms of reference was that the tariff reductions we are
recommendingand the tariff reductions arising from the MTN should proceed ontwo quite
separate paths. The Government’s objective as expressed in our terms of reference is to
bring about a relative adjustment in Canadian textile tariffs vis-a-vis tariffs in the United
States and other industrialized countries. The objective of the MTN is to reduce tariffs of
all participants. To put forward the Tribunal’s tariff recommendations as the Canadian
negotiating position in the GATT would be to ignore the basic objective of adjusting
Canadian textile tariff levels vis-a-vis those of our industrialized competitors. For this
reason, we believe that any tariff reductions agreed upon in the GATT should be additional
to the tariff reductions we are recommending,.

We fully appreciate the importance of achieving negotiating credit for the tariff
reductions we recommend. We are equally cognizant of the GATT Ministers” agreement,
at the December 1988 Mid-Term Review Meeting in Montréal, that credit should be given
for bindings and that participants should also receive appropriate recognition for liberali-
zation measures adopted since June 1986.

8. Highlights

Textile trade has long been subject to restrictions. In the post-World War II era these
trade restrictions have taken the form of high tariffs and quantitative import controls or
VERs. The latter are implemented pursuant to the MFA which entered into force in 1974
and exists today in the form of the 1986 Protocol of Extension, expiring on July 31, 1991.

These trade restrictive developments occurred against the background of the
emergence of strong textile and clothing industries in the developing and centrally planned
economies (together referred to as "low-cost" sources) during the 1950s and 1960s - a trend
which has continued into the 1980s as the poorer developing countries began to produce
larger volumes of export competitive textile and clothing products.

In order to protect their own important textile and clothing industries, developed
countries such as Canada make use of VERs to control the growth of import penetration
from "low-cost” sources. A review of Canada’s existing 29 restraints indicates that the
original emphasis on textile restraints has gradually shifted to clothing. However, there
continues to be a number of important restraints on sensitive fabric and yarn products, as
well as certain household textile products and hosiery.

The United States also relies heavily on VERs to control textile and clothing imports
and had 43 restraints in place in 1988.

Thetextile production patterns in Canada and the United States are very different, with
Canada producing a smaller range of textile products than the United States.

In contrast to Canada, the United States obtains a majority (51 percent in 1987) of its
textile imports from "low-cost" sources whereas Canada acquires less than a third of its
imports from these developing country and centrally planned economy sources. Canada’s
average annual growth in textile imports fromall sources during 1963 to 1987 was equal to
that of the United States. However, in the 1984-87 period, the growth was less than the
US rate, in spite of Canada’s recent growth in textile imports from developing countries.
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Even with all the results of the extensive VER analysis before us, the Tribunal was not
able to arrive at a precise picture of the comparative protective effect of Canadian and
US VER regimes. We did, however, feel that the quota coverage in the United States is
broader and more restrictive than in Canada.

It also became clear that VERs are a fluid and specific safeguard measure, while tariffs
have a more structured character and are applied on an MFN basis.

For all the above reasons, the Tribunal considered it unwise to base tariff comparisons
on any impression of differences in VER regimes between Canada and the United States at
any particular point in time.

This conclusion has also been formed against the knowledge that, while the Uruguay
Round of MTN now in progress has, as one of its objectives, the eventual integration of this
sector into GATT on the basis of strengthened rules and disciplines, an MFA-like trade
regime will probably exist until the turn of the century, although import quotas would
probably be progressively liberalized or gradually eliminated during the next decade.

The Uruguay Round is also working towards an overall target for reductions of tariffs
of at least one-third with gradual phasing. While textile and clothing products will not be
immune from these tariff cuts, it is not yet known whether textile tariffs will be reduced by
the target rate, more, or less.

The Tribunal’s interpretation of the terms of reference is that the tariff reductions we
are recommending and tariff reductions arising from the MTN are two separate, albeit
related, matters; the first having as its objective the adjustment of Canadian textile tariffs
to levels comparable with our industrialized competitors and the MTN objective being to
reduce tariffs in all member countries. Textile tariff reductions agreed to in the GATT
should therefore be additional to the tariff reductions the Tribunal is recommending.
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CHAPTER IV
TARIFF COMPARISONS

1. Introduction

The terms of reference asked the Tribunal to make recommendations on the reduction
of Canada’s textile tariffs needed to bring them into line with tariffs on textiles in other
industrialized countries, particularly the United States. We were also asked to assess the
level of relativity' in the structure of Canadian textile tariffs from fibres through to
downstream products such as clothing.

To develop a basis for its recommendations, the Tribunal compared Canada’s textile
tariffs with those of other industrialized countries. The comparison had to be based on a
common classification. The newly introduced Harmonized Commodity Description and
Coding System (HS) of customs classification provided the framework for this purpose.
Even within a common framework, however, comparing tariffs is no simple matter. What
countries should be selected for the purposes of comparison? How does the tariff structure
of Canada compare with those of other industrialized countries? What methods should be
used to assess differences in tariff levels among the countries being compared?

There are some differences in the types of tariff rates applied in different countries.
The Tribunal, therefore, had to consider what rates should be used. We also had to decide
whether to base comparisons on a line-by-line analysis of tariffs of individual products or
on broad averages of tariffs for groups of products or even textile products as a whole. To
calculate averages, tariff rates on individual products need to be weighted. Afteranalyzing
the structure of the tariff in Canada, and in other countries, and dealing with tariff
comparison methods, we then compared actual levels of tariffs.

2. The Harmonized Commodity Description and Coding System (HS)
of Customs Classification

No meaningful comparison can be made unless there is a commonly agreed definition
of what is being compared. The HS, which is an international commodity description and
coding system, provides such a common basis. Most of the world’s main trading nations
have used the system since 1988, except for the United States which started using it in 1989.
All tariffs applied to imports, as well as import and export data, are classified and coded
according to the HS.

The HS is divided into several sections designated by roman numerals, which are
further subdivided into chapters (two digits), headings (four digits), subheadings (six
digits) and tariff items (eight digits). Under the HS convention, the number and definition
of subheadings are identical for all countries. In contrast, each country decides on its own
number of tariff items according to the variety of products it produces. For Canada, there
are 568 tariff items that fall within the scope of this inquiry. The corresponding number of
tariff items for the United States, the EEC and Japan are 717, 893, and 762, respectively
(i.e., somewhat more than that of Canada), generally reflecting the broader range of
products produced by these countries and for which they have created separate tariff rates.

1. Tariff relativity, as formulated in the terms of reference, implies a degree of progressively higher tariff rates on outputs
through each phase of the production chain.
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The fact that tariffs are set at the eight-digit level, but that international comparability
is possible only at the six-digit level, poses some difficulties for tariff comparisons. Within
many six-digit subheadings, tariffs at the eight-digit level are the same. In cases where
eight-digit tariff items within a six-digit subheading have different rates, however, it is
necessary to calculate the average of these rates for comparisons among countries.

Products of almost all the textile and downstream industries are classified under
Section X1, Chapters 50 to 63. Chapters 50 to 56 and 58 to 60 include all primary and other
textiles; Chapters 61 and 62 cover clothing, and Chapter 63 covers other made-up textile
articles such as bed linen. Carpets, handbags, headgear and upholstered furniture and
mattresses fall in Chapters 57, 42, 65 and 94, respectively.

To show how a chapter is subdivided, Table 4.1 sets out a selection of headings,
subheadings and tariff items for Chapter 51,

Table 4.1

HARMONIZED SYSTEM (HS) CHAPTER 51 - WOOL, FINE OR COARSE ANIMAL HAIR;
HORSEHAIR YARN AND WOVEN FABRIC

SELECTED HEADINGS, SUBHEADINGS AND TARIFF ITEMS

HS Number Description
51.01 Wool, not carded or combed.
Greasy, including fleece-washed wool:
5101.11.00 - Shorn wool
5101.19.00 - Other
51.08 Yarn of combed wool, not put up for retail sale.
5108.10 - Carded
5108.10.10 -~ Containing 50 percent or more by weight of hair
5108.10.20 --- Containing less than 50 percent by weight of hair
51.11 Woven fabrics of carded wool or of carded fine animal hair.

Containing 85 percent or more by weight of wool or of fine animal hair:

5111.11 - Of aweight not exceeding 300 g/M2
5111.11.10 ---In the grey or unfinished condition, of a weight not exceeding 135 g/M2
5111.11.90 ---  Other

3. Comparisons with Other Industrialized Countries

Which of Canada’s major industrialized trading partners should serve as a benchmark
for comparisons? In considering this question, we looked closely at Canada’s trade with
its imports from other industrialized countries, particularly from the United States, the EEC
and Japan. The CTI had suggested that certain other countries such as Finland, Austria,
Australia and South Korea should be taken into account. Although Canada shares some
common features with these countries, none of them represents a major source or
destination for Canada’s trade in textiles or in all commodities.
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As can be seen in Figure 4.1, close to 85 percent of Canada’s total imports originate in
the United States, the EEC and Japan. Moreover, two-thirds of Canada’s imports of textiles
also come from these three areas. The Tribunal, therefore, decided to compare Canada’s
textile tariffs with those of the United States, the EEC and Japan, and, because of its
preponderant share in Canada’s trade, to give more weight to the United States in assessing
tariff comparisons.

Figure 4.1

CANADA’S IMPORTS BY SOURCE
1988

(Percent)

7 12.2 -
DITIES TEXTILES
ALL$%?2A!’3\11L(BION $ 2.4 BILLION

Source:  Statistics Canada Catalogue 65-203.

4. Canada’s Textile Tariff Structure and Rates

Before undertaking actual tariff comparisons, we had to understand the Canadian
textile tariff structure and the rates applied to various products. We also reviewed the
textile tariff structures of Canada’s major industrialized trading partners: the United States,
the EEC and Japan.

(a) The Tariff Provisions

Canada’s tariff provisions are set out in the Canadian Customs Tariff. The Customs Tariff
includes several schedules of which Schedules I and Il include provisions affecting textiles.
Additional tariff provisions affecting textiles are found in Customs Duties Reduction or
Removal Orders.
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Schedule I sets out, in two columns, the rates of duty applicable to goods imported
under the Most-Favoured-Nation' (MFN), and the General Preferential® (GP) tariffs. A very
small number of textiles, mainly fibres and yarns, enter at GP tariff rates. Schedule I
MEFN rates are applied to most, but not all, textile and clothing imports into Canada. Most
have been bound, mainly in GATT negotiations. Binding a rate means that a country does
not have the right to increase that rate unless it is prepared to offer its trading partners
compensating tariff or other trade concessions on other products. Throughout this report,
we have referred to these Schedule [ rates as "MFN tariffs.”

Schedule 11, in the Concessionary Annex to the Customs Tariff, enumerates a number
of statutory end-use items for which there are preferential or concessionary rates. In most
cases, they provide for duty-free entry. Other concessionary or preferential end-use
provisions are granted ona temporary or renewable basis under Customs Duties Reduction
or Removal Orders. In addition, duty remission programs provide for the rebate of duties
onimports of selected products, including various categories of textilesand clothing.’ Duty
remissions are subject to eligible firms satisfying conditions, usually linked to domestic
production.

(b) Concessionary Rates

Many concessionary rates have been in place for several years. They have normally
been created for particular products, usually comprising part of an MFN tariff item
intended for a particular end use. Most of these are goods which are not made in Canada
in the precise specifications required, although the general category of products may be
produced domestically. The creation of such provisions has been motivated by a desire to
keep input costs low for Canadian industry, where this can be done, without prejudicing
the overall protection afforded to domestic production. There are over 200 concessionary
textile items enumerated in Schedule II of the Customs Tariff and in Customs Duty
Reduction or Removal Orders.

As can be observed in Figure 4.2, imports of textiles under concessionary provisions
are concentrated in certain product areas, being particularly prominent in the case of
man-made fibres and yarns, certain specialty textiles and knitted fabrics. The textile
industry is a primary beneficiary of imports under concessionary items, particularly for
fibres and yarns. Examples of goods at concessionary rates are unprocessed acrylic staple
fibres, for use by various manufacturers, and untwisted partially oriented polyester yarns,
for use in the manufacture of texturized yarns, both entering duty-free. Production of both
products has been discontinued in Canada. In 1988, total imports were $16 million and
$17 million, respectively. An example of a product at a concessionary rate for use in
downstream industries is nylon fabric for the manufacture of typewriter ribbons. Imports
amounted to $5 million in 1988. There are comparatively few concessionary items for
fabrics used in the clothing industry.

1. Themost-favoured-nation principle, as embodied in the GATT, requires a country to apply equal and fair tariff treatment
to its trading partners,

2. The general preferential rate applies to imports of certain goods from developing countries. The preference takes the
form of a reduced rate or in many cases free entry. Preferential rates are a unilateral tariff concession made by Canada, and
other developed countries, in the framework of the General System of Preferences put in place within UNCTAD, These tariff
preferences can be withdrawn at any time without incurring obligations towards beneficiary countries.

3. Under along-standing program relating to shirting fabric, duty remissions have been estimated to range from $500,000
to $1 million annually. In his Press Release of March 1988, the Minister of Finance announced the continuation of the shirting
fabric program and a shirt program introduced in 1986. New programs for a range of textile and clothing products were
introduced in 1989. More details on them can be found in the text of the Minister’s Press Release in Volume 2. The maximum
amount of annual duty remissions under these programs is estimated to be $15.5 million for textiles and $33.8 million for
clothing. It is difficult to forecast to what extent these programs will be used. Based on use to date of the shirting fabric and
shirt programs, the ceilings for the programs are unlikely to be reached.
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Figure 4.2

CANADA’S TEXTILE IMPORTS
TOTAL AND AT CONCESSIONARY RATES
ALL SOURCES

Note: MM = Man-made.

Source:  Unpublished Statistics Canada data.

From Figure 4.3, it can be observed that the United States is the primary source of
imports of textiles at concessionary rates. In 1988, some 67 percent of the value of goods
imported under concessionary items originated in that country. Most man-made fibres and
yarns, knitted fabrics and specialty textiles entering under concessionary items are
imported from the United States. In contrast, natural yarns and fabrics entering under
concessionary provisions come mainly from offshore.

Figure 4.3

CANADA'’S TEXTILE IMPORTS AT
CONCESSIONARY RATES BY SOURCE
USA AND THE REST OF THE WORLD
1988

Note: MM = Man-made.

Source:  Unpublished Statistics Canada data.
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(c) Ad Valorem Tariffs and Specific Duties

The overall Canadian tariff structure contains different kinds of duties. The great
majority are ad valorem duties expressed as a percentage of import value. There are also
some specific duties related to physical measures, e.g., ¢ or $ per kg. In addition, there are
compound duties made up of both an ad valorem component and a specific duty. Finally,
some products are subject to either an ad valorem or a specific duty, whicheveris the lower.
There are now comparatively few specific duties in the Canadian Customs Tariff, as the
tendency internationally has been to move towards simple ad valorem rates.

Tariffs on most textiles are ad valorem, but there are a number of products subject to
compound duties or the lower of an ad valorem or a specific duty. Thus, a compound duty
of 10 percent ad valorem plus 11¢ per kg is applied to a range of yarns made from cotton
and man-made fibres. Some woollen fabrics, and one specialty textile, are subject to the
lower of an ad valorem duty of 25 percent, or $ 3.45 per kg. For purposes of analysis in this
inquiry, any tariff having a specific duty component was converted to an ad valorem
equivalent. In relation to the previous examples, this means ad valorem equivalents of
approximately 11.5 to 13.0 percent, and 6.0 to 18.0 percent’ for yarns and woollen fabrics,
respectively.

(d) The Structure and Rates of Canadian Textile Tariffs

Average MFN tariffs and the range of tariffs for major product groups are displayed
in Table 4.2. Most natural fibres such as wool, cotton, silk and jute enter duty-free.
Canadian production of wool is relatively small and vegetable fibres, such as cotton and
jute, are not grown in Canada. In contrast, the MEN tariff for nearly all man-made fibre
imports, including both filament tow and staple fibres, is 8.5 percent.

Table 4.2

STRUCTURE OF CANADIAN TEXTILE TARIFFS

{Percentage)
Product Group Average MFN Rate Range
Fibres: Natural 0.2 0-125
Man-made 8.3 0- 85
Yarns: Natural 12.3 0-125
Man-made 128 12-15
Woven Fabrics: Natural 14.2 0-25
Man-made 24.8 225-25
Knitted Fabrics 25.0 10-25
Specialty Textiles 203 0-25

Sources:  Schedule | of the Canadian Customs Tariff.
Statistics Canada Catalogue 65-203. 1988 ROW imports.

1. Schedule I of the Customs Tariff stipulates that the average MFN ad valorem equivalent for these fabrics should be
11.8 percent. Accordingly, the specific rate is adjusted annually on the basis of actual imports over the preceding three-year
period. See also Volume 2.
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Most yarns enter at an MFN rate of 12.5 percent, or the equivalent thereof in the case
of compound rates. The only exceptions are silk, which enters free, and vegetable yarns
such as jute, which are subject to MEN rates between 0 and 10 percent.

In contrast to yarns, there is a great degree of differentiation of tariff rates for woven
fabrics by type or blend of fibre. Virtually all fabrics woven with yarns of man-made fibres,
including man-made blends, enter at 25 percent.

There is little discernible pattern in rates for other fabrics. Rates for wholly or primarily
natural fabrics vary from one fibre to another. In addition, the rates for blends made up of
natural and man-made fibres differ by type of natural fibre. Rates on woven woollen fabrics
range from 6 percent to 25 percent. Most quality worsted woollens enter under specific
duties, their ad valorem equivalents ranging from 10 to 13 percent. Cotton fabrics of a
weight by cotton of 85 percent or more enter at an MFN tariff of 15.0 or 17.5 percent,
depending on whether they are unbleached or bleached. Thus, a small margin of protection
is provided for finishing and dyeing. However, if the cotton content is less than 85 percent,
the MFN rates are 22.5 percent and 25.0 percent, respectively, depending on whether the
fabrics are unbleached or bleached. Polycotton fabrics are subject to the same rates.

Silk fabrics enter free. Tariffs on fabrics made from other vegetable fibres, such as jute
or flax, range from 0 percent to 25 percent, with most imports entering free or at rates much
lower than 25 percent.

The MEN rate for all knitted fabrics, irrespective of material or type of knit, is
25 percent. For specialty textiles such as felts and non-wovens, a broad range of rates
apply, most of which are between 20 and 25 percent. A notable exception is tire cord fabrics
which enter at a much lower rate of 12.5 percent.

The Canadian MEN structure of tariffs on textiles is thus complex. There is significant
differentiation of rates for fibres and fabrics, but not for yarns. The system appears to
reflect, at least in part, the strengths and weaknesses of the textile industries when the tariff
developed into its current structure many years ago. Textile tariffs have largely escaped
reductions negotiated in successive MTNs. In the absence of changes in the MFN tariff
structure, special situations have been accommodated largely through concessionary tariff
items and duty remission programs.

5. The Structures and Rates of Textile Tariffs in the EEC and Japan'

As can be seen from Table 4.3, the EEC has a progressive rate structure. All tariffs are
ad valorem, and there are no concessionary provisions like those in the Canadian tariff
structure. As in Canada, there are few preferential rates on imports of textiles from
developing countries. The only tariff concessions are those for duty drawback on exported
products made from imported materials on which duty has been paid.

Most natural fibres enter free. The average MFN tariff on man-made fibres is
7.7 percent. The range of rates applicable to yarns runs from 2.9 to 9.5 percent. The
9.5 percent rate applies mainly to man-made yarns. The average MFN rates for cotton and
man-made fabrics are 10.1 percent and 10.9 percent, respectively. The MFN rate on woollen
fabrics is 17 percent. Specialty textiles have MEN rates in the 5.3 to 15 percent range, the
average being 7.2 percent.

1. The tariffs of the EEC and Japan are applied on a CIF valuation basis. If adjusted to an FOB valuation basis used by
Canada and the United States, tariffs would be 0.5 to 0.7 percentage points higher, depending on the product.
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Table 4.3
STRUCTURES OF TEXTILE TARIFFS IN THE EEC AND JAPAN
(Percentage)
Average MFN Rate Range
Product Group EEC Japan EEC Japan
Fibres: Natural 0.3 0.3 0 - 38 0 - 75
Man-made 7.7 7.7 75-10 42- 8
Yarns: Natural 5.6 57 29- 9 3 - 98
Man-madse 8.9 6.5 3.8- 9.5 39- 9
Woven Fabrics: Natural 10.1 7.9 3 -17 4.2-11.2
Man-made 10.9 8.4 7.5-11 4.8-10
Knitted Fabrics 11.8 8.9 6.5-12 56-157
Specialty Textiles 7.2 7.2 53-15 15-179
Note: Tariffs of the EEC and Japan applied on a CIF valuation basis.
Sources:  Tariff schedules of Japan and the EEC.
Unpublished Statistics Canada data - 1988 imports.

Rates for fibres, yarnsand fabrics are more clustered thanin Canada (i.e., the difference
between the lowest and highest rate is smaller). There is less differentiation of rates among
similar products especially cotton and man-made fabrics. In this sense, the EEC structure
is simpler and more neutral in its economic effects than that of Canada.

Like the EEC, Japan’s tariff structure for textiles is progressive from fibres through to
fabrics. The general level of rates is, however, lower. There is also similarity to the EEC
structure in that there are no concessionary provisions, as is the case with Canada. There
are many specific and compound rates, particularly for yarns and fabrics.

As can be seen in Table 4.3, MFN tariffs on imports of fibres range from 0 on most
natural fibres to 8 percent on man-made fibres, the average rate for the latter being
7.7 percent. Most yarns are subject to compound rates, the average ad valorem equivalent
of whichis 5.7 percent for natural yarns and 6.5 percent for man-made yarns. Woven fabrics
are subject to ad valorem or compound rates ranging from 4.2 to 11.2 percent. Average
rates on naturaland man-made woven fabrics are in the same range. Asinthe EEC, average
tariffs for knitted fabric are slightly higher than those for woven fabrics. Average tariffs on
specialty textiles are low and similar in level to those of the EEC. Although the Japanese
tariff contains many different levels of rates, they fall in narrow clusters for fibres, yarns
and fabrics. There is even less differentiation of rates among products, particularly those
for woven fabrics, than in the EEC or Canada.

6. The Structure and Rates of Textile Tariffs in the United States

If the EEC and Japanese textile tariffs can be characterized as having relatively
concentrated rate structures, and as being less discriminatory among similar products, the
US structure resembles that of Canada in the greater dispersion of rates and differential
treatment applied to similar products. The structure and levels of US textile tariffs are
displayed in Table 4.4.
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Table 4.4
STRUCTURE OF US TEXTILE TARIFFS
{Percentage)
Product Group Average MFN Rate Range
Fibres: Natural 3.8 0 - 74
Man-made 6.5 4.9-10
Yarns: Natural 7.8 0 -9
Man-made 106 5 -15
Woven Fabrics: Natural 10.9 3.7-418
Man-made 16.4 7.8-40
Knitted Fabrics 14.2 8 -195
Specialty Textiles 8.6 0 -15
Sources: Tariff Schedule of the United States.
Import statistics: US Department of Commercs, 1988.

MEN tariffs on fibres in the United States fall in the 0 to 10 percent range. Unlike
Canada, the EEC and Japan, most natural fibres are dutiable. Rates are, however, generally
higher for man-made fibres, the average being 6.5 percent. Theaverage MFN tariff on yarns
is 7.9 percent for natural yarns and 10.6 percent for man-made yarns. Within these
averages, rates range from as low as 0 percent for certain cottons to 13 percent. For
yarns such as wool, wool blends, polycotton and man-made yarns, rates range from 9 to
15 percent. The range of MEN rates applicable to fabrics runs from 3.7 percent for light
cottons to over 40.0 percent. MFN rates on cotton fabrics fall in the 6 to 15 percent range.
Most quality wool fabrics are subject to very high rates, exceeding, for some products,
40 percent. Many man-made fabrics have rates of 17 percent. Rates on knitted fabrics fall
in the 8.0 to 19.5 percent range, the average being 14.2 percent. MFN rates on specialty
textiles are in the 0 to 15.0 percent range, the average being 8.6 percent.

Thus, US MFN tariffs on textiles are dispersed over a broad range, and average tariffs
for certain product groupings can be poor indicators of protection afforded to particular
products. The overall structure cannot be characterized as consistent either in terms of rate
progression or treatment of similar groups of products, except in the case of man-made
fibres. As in Canada, there is relatively little differentiation of rates at the yarn phase of
production, but a great degree of differentiation among fabrics.

Like the EEC and Japan, the US tariff structure differs from that of Canada in that there
are no concessionary provisions other than normal duty drawbacks. As is the case for
Canada and Japan, the US tariff includes many specific and compound rates.

The United States has special outward processing tariff provisions known as
Section 807 and Section 807A designed to encourage the use of US materials and
components, including textiles. Under Section 807 provisions, clothing made from fabrics
cut in the United States can be imported into that country, subject to duty only on the value
added by the foreign manufacturer. Approximately 4 percent of US clothing imports
enter under these provisions and duty relief is estimated at about $200 million per year.
Section 807 A forms part of the Caribbean Basin Economic Recovery Act. Under Section 807A,
clothing made from US textile fabrics is subject to duty only on the value added abroad.
This program also provides for virtually quota-free access.
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7. Relativity and Effective Protection

The terms of reference directed the Tribunal to "assess and make recommendations on
the level of relativity that should exist in the tariff protection at the various levels of the
manufacturing chain (i.e., from fibres and yarns through fabric to finished product)." It
also noted that "relativity does not exist in the textile and apparel sectors where, for
example, the tariffs on the finished product, apparel, are about the same as the tariff on
many of the fabric inputs. Nor does it exist in other sectors which rely on textile inputs; in
many cases the tariff on the finished product is actually lower. This tariff structure has
placed downstream industries at a competitive disadvantage in the Canadian market
against imports of finished products.”

Tariff relativity is a difficult concept to grasp. Assessing tariff relativity requires
detailed data on production costs and on tariff rates. We will start by explaining our
understanding of tariff relativity and then outline our attempts to measure the degree of
relativity that exists in the textile and clothing tariff structure.

Tariff relativity as formulated in the terms of reference implies a degree of progres-
sively higher tariff rates as basic materials are transformed at each phase of the production
chain. If a tariff is levied on products at the first stage of processing (e.g., fibres), the tariff
on products of the next stage (e.g., yarns) should be higher. This higher tariff is needed to
allow the manufacturer to overcome the higher cost of fibre inputs and still receive
protection on the value added to the fibres through spinning and other processes to
manufacture the final product - yarn. This progressivity should continue right through to
the downstream product - clothing, carpets or other products manufactured from textiles.

Tariff relativity is measured by calculating the effective rate of tariff protection (ERP)
for products throughout the manufacturing chain. It is measured at each phase of the
production chain. The ERP takes into account the tariff on purchased inputs, the tariff on
the final product and value added at the particular stage of processing. The result is a
picture of the amount of protection given by the tariff on a producer’s output to the value
added by a producer, taking into account the tariff that a producer pays on inputs.!

The simplified examples set out in Table 4.5 illustrate the steps in the calculation of
effective rates of protection for two fabric and clothing products. It shows how a fabric,
despite a nominal MFN rate of 25 percent, can receive effective protection 50 percent higher
(37.5 percent) than its MEN rate. As well, it illustrates how an article of clothing can have
a lower rate of effective protection than the fabric it uses, 25 percent versus 37.5 percent,
even though both receive the benefit of the same MFN tariff rate.

Table 4.6 and Figure 4.4 show the ERP at all phases of the textile production chain for
products made from man-made and natural fibres, respectively, and for woven and knitted
clothing. The effective rates of tariff protection were calculated using data on value added
derived from the CITT’s survey of the textile and clothing industries.

Under the current tariff structure for textiles and clothing, there are significant
differences in the levels of effective protection for certain products. This is particularly
the case for clothing made from man-made fabrics. The effective rate of tariff protection of
22.2 percent is much less than the effective rate of tariff protection of 36.9 percent for
woven fabrics. Similar differences are observed for knitted clothing and knitted fabrics.
Within the textile production chain, natural yarns havea level of effective protection
(30.7 percent) which is nearly twice as high as the effective protection on woven fabrics
(15.9 percent) or man-made yarns (17.4 percent).

1. See Volume 2 for further discussion of the concept of effective rate of tariff protection and measurement issues.
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Table 4.5

ILLUSTRATIVE CALCULATION OF EFFECTIVE RATES OF TARIFF PROTECTION (ERP)

Data and Calculation Steps Fabric Clothing
(1)  Output Price in Absence of Protection $40.00 $100.00
(2)  Tariff on Outputs 25% 25%
(3) Potential Output Price with Protection $50.00 $125.00
[(1) X (1 + (2)/100)]
(4) Input Costs in Absence of Protection $20.00 $40.00
(5)  Tariff on Inputs 12.5% 25%
6) Potential Input Costs with Protection $22.50 $50.00
[(4) X (1 + (5)/100)]
7N Potential Value Added with Protection $27.50 $75.00
[(3)-(8)]
(8)  Value Added in Absence of Protection $20.00 $60.00
(-]
9) Percentage Increase in Value Added as a Result of Tariff Protection 37.5% 25%
= Effective Rate of Tariff Protection (ERP)
=100 X [{7)/(8) - 1]

Table 4.6
MFN TARIFF RATES AND EFFECTIVE RATES OF TARIFF PROTECTION (ERP)
TEXTILES AND CLOTHING, CANADA
1988

(Percentage)

Woven Knitted Woven Knitted
Fibres Yarns Fabrics Fabrics Clothing | Clothing
Man-made MFN Rates 8.3 126 24.8 25.0 23.3 249
Products ERP 20.9 17.4 369 40.4 22.2 24.9
Natural MFN Rates 0.2 123 14.2 25.0 23.3 249
Products ERP 30.7 15.9 46.4 20.5 249
Note: ERP = Effective rates of tariff protection.

Sources: Calculation of ERP: Based on data from Schedule | of the Canadian Customs Tariff and CITT survey of

the textile and clothing industries.
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Figure 4.4

EFFECTIVE RATES OF TARIFF PROTECTION (ERP)
TEXTILES AND CLOTHING, CANADA
1988

0 MAN-MADE PRODUCTS 80 11 NATURAL PRODUCTS

40 -

40

30

z-
z-

<zmaDm
—“ZmODBmD

20

. I - -

R e FIBRES  YARNS  WOVEN KNITTED WOVEN KNITTED

FIBRES  YARNS  WOVEN KNITTED WOVEN KNITTEO FABRICS FABRICS CLOTHING CLOTHING
FABRICS FABRICS CLOTHING CLOTHING

Note: ERP = Effective rates of tariff protection.

Sources:  Schedule | of the Canadian Customs Tariff.

Calculation of effective rates of tariff protection: based on data from CITT survey of the textile and clothing
industries.

8. Tariff Comparison Methods

Our review of the structure and types of tariffs applied by Canada, the United States,
the EEC and Japan gave us a better understanding of how and to what extent tariff rates
differ by type of product. Our next objective was to try to assess the magnitude of the
differences in the level of textile tariffs in Canada and other industrialized countries, and
particularly in the United States.

Comparing tariffs involves using measures and approaches which provide a common
basis for relating Canadian tariffs to those of other countries. We had to decide what
approach was the most relevant in terms of developing a basis for our recommendations.
Ditferences in tariffs are easily observed at the level of the individual product, for example,
the level of the HS tariff item. However, a line-by-line comparison of the tariff rates on the
568 textile products falling within the scope of our inquiry is not very useful in showing
the levels of protection for related product groups. We needed to calculate average tariffs
for the major textile product groupings and for all textiles in order to draw conclusions on
differences betweenthelevel of Canada’s textile tariffs and those of our major industrialized
trading partners. We also had to bear in mind that averages can mask extreme or unusual
factors. Our review of the structure of tariff levels by product told us that there were
significant differences in the tariff treatment of certain products of which we would have
to take account in the interpretation of average tariff rates.

To calculate average tariffs, it was necessary to select trade weights bearing in mind
that, other things being equal, the higher a tariff on a product, the lower the imports of the
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product. The following hypothetical example illustrates the need for weighting. Product X
has a tariff of 10 percent and product Y has a rate of 40 percent. The simple average of these
two rates is 25 percent. This average would be meaningful if the value of imports at each
rate were identical. If, however, imports of product X amounted to $40 million and those
of product Y were $10 million, the weighted average rate would be 16 percent. We decided
to weigh each country’s tariff rates by its own imports.

Before proceeding with our analysis and assessment of tariff levels, we addressed two
key issues raised in the October hearing concerning methods of comparing tariffs. The first
was whether comparisons should be based on MFN rates and, the second, whether we
should take account of tariff reductions under the FTA.

(a) Selection of Rates

The obvious common basis for comparisons is the actual Schedule I MFN rates applied
to textile products by Canada and the corresponding rates applied by Canada’s major
trading partners. The CTI argued, however, that account should be taken of the numerous
end-use concessionary rates in the Canadian tariff. The CTI proposed that we should
calculate average protection by dividing the value of duties collected by the value of total
textile imports. Because concessionary rates are lower than MEN rates, the average rate
(based on duties collected) is lower than the average MFN rate of protection.

Figure 4.5 compares the averages calculated using both methods. Canada’s imports
from the rest of the world, excluding those from the United States, were used as weights in
the calculations. It is clear that there are differences between average MEN rates and
average tariff protection on a duty-collected basis, particularly for certain product
groupings such as fibres. For man-made fibres, average duties paid are more than three
percentage points lower than the average MEN tariff. For specialty textiles, the difference
is over five percentage points, while for all textiles, the difference is less than two percentage
points.

Figure 4.5
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We did not agree with the CTI on the use of average duties collected as a basis for
assessing the level of tariff protection in Canada compared to that in other countries. We
had two reasons. First, concessionary rates in nearly all cases were created for products
that were not made in Canada. Because most of these rates are "unbound," they can be
withdrawn without breaching international obligations. In the case of withdrawal, the
product in question would be subject once more to the relevant bound MFN rate for that
product.

Our second reason for using MFN tariffs was based on our observations of business
practice drawn from testimony in our hearings. What counts in the business world is the
duty-paid landed price of a particular import as compared to the wholesale price of the
same domestic product. If there is no tariff on a product, it will not have an impact on the
price of the product. If there is a tariff, it will be the actual rate payable on the product
which will be factored into the price and not the average rate of duty paid on imports of

similar products of that type. For both these reasons, our comparisons are based on
MEN tariff rates.

(b) Should FTA Reductions Be Taken Into Account?

Whether the FTA should be taken into account in average tariff comparisons affects
both the choice of rates and import weights. The CTI argued that, in comparing tariffs, it
was necessary to take into account the fact that, under the FTA, tariffs on trade in textiles
between Canada and the United States would be eliminated by 1998.

The CTIargued that Canada’s average tariff on all textile products would be reduced
by half once Canadian imports from the United States were duty-free, taking into account
that close to half of Canada’s textile imports are from the United States. The reduction in
average tariffs for the United States would be much less because of the very small share of
US imports of textiles which originate in Canada. These effects are displayed in Figure 4.6.

Figure 4.6
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In comparing tariffs, we decided not to take account of imports from the United States.
Under the FTA, tariffs on these imports will be reduced to zero by 1998. If US imports were
included in our comparison of average textile tariffs, Canada’s "average" rates, once the
FTA was fully implemented, would be lower than those of most other industrialized
countries. At the same time, however, Canada’s tariffs on imports of textiles from third
countries would remain higher than those of other industrialized countries. This was
clearly not the intention underlying the terms of reference, which were sent to us in
February 1989 after the FTA began to be implemented. The only reasonable interpretation
of the terms of reference is that US imports should be excluded in the calculation of Canada’s
average MFN tariff rates.

9. Main Findings of Tariff Comparisons

The structure of textile tariffs in Canada differs markedly from those of the EEC and
Japan. The latter appear more orderly, with generally less dispersion of rates for the main
product groupings of fibres, yarns and fabrics, and less differentiation of rates within
groupings of similar products. The US tariff structure is similar to that of Canada in the
greater dispersion and differentiation of rates, particularly for fabrics. It differs markedly,
however, in the rates applied to products made from different fibres. In the United States,
most wool fabrics have high tariffs while the reverse is true in Canada. Rates on cotton
fabrics in the United States are low, but high in Canada.

Asdisplayed i in Figure 4.7, average MEN tariffs imposed by industrialized countries
ontextilesarehigh.' Inthis regard, Canada and the United States stand out not only because
their textile tariffs are higher than those of other industrialized countries, but also by the
wide margin by which they exceed those on most other products. Average Canadian and
US MEN textile tariffs are more than double the average of those applied to all imports.

Figure 4.8 shows how Canadian MFN tariffs on fibres, yarns and fabrics, as well as
clothing, compare in a broad international framework. The comparison includes Canada,
the United States, the EEC and Japan. In terms of levels, there are large differences in
Canada’s MFN rates for fibres and yarns as compared to the EEC and Japan, and in fabrics
ascompared to each of the threeareas. The figurealso showsa composite rate for the United
States, the EEC and Japan based on a 70:20:10 ratio reflecting approximately the structure
of Canada’s imports of textiles from the three areas.

The levels of EEC and Japanese tariffs on fibres, yarns, fabrics, specialty textiles and
clothing are, in general lower than the corresponding rates imposed by Canada and also
by the United States.’> Moreover, the composite rates for these same product groups are
also lower, albeit by a lesser degree, than MEN tariffs for Canada and the United States.
Canada’s average tariffs on yarns, fabrics and specialty textiles are well above those of the
three other areas.

1. Theimport structures of the EEC and Japan, as distributed among fibres on the one hand, and yarns and fabrics on the
other hand, are quite different from those of Canada or the United States. Because the share of fibres in EEC and Japanese
imports is much higher, and especially, natural fibres, average tariffs for textiles in the EEC and Japan displayed in Figure 4.7
are relatively low. Comparisons displayed in Figure 4.8 show that tariffs on yarns, and particularly fabrics, are, however,
much higher than tariffs on all commodities shown in Figure 4.7.

2. Therates displayed in Figure 4.8 were adjusted to take account of differences in customs valuation, this being on an FOB
basis for Canada and the United States, with the EEC and Japan using a CIF system. Adjusting Canadian and USrates to a
CIF valuation basis lowered them by 0.5 to 0.7 percentage points depending on the product. The average rates shown were,
for the purposes of this comparison, computed by attaching each country’s import weights to each HS six-digit tariff line.
The actual rates plotted in Figure 4.8 are displayed in Volume 2 of the report.
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Figure 4.7
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The next comparison focuses exclusively on average MFN tariffs on textiles in Canada
and the United States. It shows average MFN rates for the 568 HS tariff items that fall within
thescope of the inquiry." Average MEN tariffs for eight product groupings and total textile
imports are shownin Figure 4.9. Table 4.7 displays the corresponding actual average rates.’
The average Canadian MEN rate for textiles in 1988 is 16.6 percent. The corresponding rate
for the United States is 11.1 percent.

Figure 4.9
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Sources:  Statistics Canada Catalogue 65-203.
Import statistics: US Department of Commerce, 1988.
Schedule | of the Canadian Customs Tariff.
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The higher average Canadian MFN tariff derives mainly from much higher rates for
specialty textiles, knitted fabrics and man-made fabrics. The gap between rates on yarns
in the two countries is much smaller. For fibres, Canadian average rates are much lower
than US rates.

These average results mask particular differences in rates that we observed in our
comparison of the textile tariff structures of Canada and the United States. Natural fibres
enter Canada free, while man-made fibres face a rate of 8.5 percent. In the United States,
most fibres, whether man-made or natural, pay rates in the 3.9-6.5 percent range. In
addition, average rates for natural fabrics conceal large differences in tariffs between

1. Theyincludeall textile products as defined in Chapter Il above with certain exceptions accounting for about $100 million
in imports in 1988, as compared to $1,140 million of imports entering under the 568 HS tariff items. The full list of products
excluded can be found in Volume 2 of this report, but the main product groups are wadding, rope and twine, and floor and
wall coverings. These products were not considered to be fibres, yarns or fabrics, nor were they considered to be products
used in further processing or manufacturing activities.

2. Averages are calculated using each country’s imports from third countries.
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Table 4.7
AVERAGE MFN TARIFFS
CANADA-USA
1988!"
{Percentage)
Product Group Canada USA
Fibres: Natural 0.2 3.8
Man-made 8.3 6.5
Sub-Total 25 46
Yarns: Natural 12.3 7.9
Man-made 12.6 10.86
Sub-Total 12.5 9.5
Woven Fabrics: Natural 14.2 10.9
Man-made 24.8 16.4
Sub-Total 19.0 12.9
Knitted Fabrics 25.0 14.2
Specialty Textiles 20.3 8.6
Total Textiles 16.6 111
Note: (1) Volume 2 contains a table showing average MFN tariffs calculated using imports from the rest of the
world for the first eight months of 1989. There are relatively small differences in average tariffs for
some product groups. For total textiles, the Canadian average is 16.3 percent and the US average
is 11.1 percent.
Sources:  Statistics Canada Catalogue 65-203. Schedule | of the Canadian Customs Tariff. Import statistics:
US Department of Commerce, 1988. Tariff schedules of the United States.

Canada and the United States. US tariffs on most wool fabrics are nearly triple those of
Canada, whereas Canadian tariffs on cotton fabrics are higher than those of the United
States.

As a further illustration of this point, it is also worth observing that, of the 568 tariff
items included in the averages shown in Table 4.7, 451 have MFN rates that are higher than
those of the United States. Canadian imports from the rest of the world under these items,
in 1988, totalled $850 million.
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CHAPTER YV
TARIFF REDUCTION OPTIONS DISCUSSED IN PUBLIC HEARINGS

1. Introduction

As part of the process of developing our tariff recommendations, we asked parties to
give us their preferences on the structure and level of textile tariffs and on the pace of the
tariff reductions. We also sought parties’ reactions to methods of analysis and the
assessment of the economic effects of tariff reductions.

Wehad our research staff prepare illustrative tariff reduction options for consideration
and comment at the October hearing. The options were developed from tariff comparisons
using the methods described in the preceding chapter. In particular, they were based on
average MFN tariffs weighted by imports from third countries. Neither average duties
paid on total imports nor the trade effects of the FTA were taken into account in assessing
the differences in tariff levels between Canada, the United States, the EEC and Japan.

The staff options brought Canadian tariffs close to the levels of the United States and
other industrialized countries. To reach US textile tariff levels would mean average MFN
tariff reductions of about one-third; even greater reductions would be needed to approach
the tariff levels of our major trading partners.

The options presented to parties also provided for different phasing in periods for the
reductions. Three alternative time frames were developed, not only to obtain parties’
reactions on how quickly or slowly reductions should occur, but also as part of the
assessment of economic effects and benefits and costs.

We engaged consultants to carry out the economic assessments. Informetrica Limited
conducted an econometric study of the effects of tariff reductions on prices, output and
employment. Abt Associates of Canada analyzed the benefits and costs of tariff reductions.
Professor Tim Hazledine provided overall advice and quality control. The studies were
presented at the October hearing for examination by parties in respect of both the
assessment results and the methods used.

2. llustrative Tariff Reduction Options

Several different approaches for reducing tariffs on textiles were considered at the
October hearing. Parties focused their attention on two basic options which the Tribunal
staff presented for illustrative purposes only.

Option A was developed using a line-by-line comparison of Canadian and US tariffs.
Under this option, Canadian tariffs on textile products that were higher than their
US equivalents would be reduced to US levels. Such an option would reduce the average
of Canadian MFN tariffs by one-third. Option A would result in a Canadian average
MEN tariff slightly below that of the United States. The resultin g structure would, with the
exception of tariffs for natural fibres and woollen fabrics, mirror closely that of the
United States. Reductions for some tariff items would be large, exceeding 50 percent.

Option B was based on two different considerations. The first was to introduce into
the tariff structure a basic gradation in rates applicable to all similar products. This would
address the Minister’s request that the Tribunal pay attention to the level of effective
protection throughout the manufacturing chain from fibres through to finished clothing.
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In establishing tariff levels for Option B, the research staff selected rates which
approximated average MFN tariffs not only in the United States, but also in the EEC and
Japan. The composite average of MFN tariffs for basic textile product groups in the United
States, the EEC and Japan provided a benchmark for selecting the level of tariffs.

This second option resulted in a simple tariff structure option in which fibres, yarns
and fabrics would be subject to maximum tariffs of 5, 9 and 13 percent, respectively. The
13 percent maximum rate for fabrics would also apply to specialty textiles. The etfect of
applying this simple tariff structure would be to reduce average Canadian MEN tariffs by

about 36 percent. Most Canadian tariffs would fall below those of the United States.

Table 5.1 compares how Options A and B would affect average MEN tariffs for the
main groups of textile products.

Table 5.1
ILLUSTRATIVE TARIFF REDUCTION OPTIONS
(Percentage)
Option A: Option B:
Current Canadian Lower of Canadian Simple Taritf us
Product Group Tariff or US Tariff Structure (5-9-13) Tariff

Fibres: Natural 0.2 0.1 0.1 3.8
Man-made 8.3 5.6 4.9 6.5
Sub-Total 2.5 1.7 1.5 4.6
Yarns: Natural 12.3 7.7 8.8 7.9
Man-made 12.6 11.2 9.0 10.6
Sub-Total 12.5 10.2 8.9 9.5
Fabrics: Natural 14.2 9.0 10.4 10.9
Man-made 24.8 16.7 13.0 16.4
Sub-Total 19.0 12.5 118 12.9
Knitted Fabrics 25.0 14.4 13.0 14.2
Specialty Textiles 20.3 7.5 12.0 8.6
Total Textiles 16.6 11.0 J 10.3 11.1

Notes: Current average MFN Canadian and US tariffs are taken from Table 4.7. Rates shown for Options Aand B

are weighted averages of rates that would apply to individual tariff items under Opticns A and B.

Figure 5.1 shows the effect that each option would have on the rates of effective tariff
protection within the textile production chain and in the clothing industry. The simple
structure would result in a more consistent pattern of effective protection through the
production chain, except for natural yarns.

Three different implementation periods were considered at the October hearing. The
first provided for the full reduction of tariffs on textiles on April 1, 1990. Under the second
approach, tariffs would be reduced in 10 equal annual instalments starting on April 1,1990.
The third scheme was back-end loaded, with no tariff reductions before April 1, 1994, and,
from then on, reductions in five equal annual instalments.
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Figure 5.1

EFFECTIVE RATES OF TARIFF PROTECTION (ERP)
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3. Parties’ Reaction to the lllustrative Tarlff Reduction Options

At the October hearing, parties commented extensively on both the level and pace of
the tariff reduction options.

The CTI continued to challenge the need for any tariff reductions at all. It argued that
there was no analytical basis for concluding that Canadian textile tariffs were higher than
those of other industrialized countries, particularly the United States. Its comments on the
illustrative tariff reduction options focused mainly on Option A, under which a Canadian
tariff would be replaced by a US tariff, if the latter were lower than the corresponding tariff
in Canada. The CTIstressed that this approach would reduce the average Canadian textile
tariff below that of the United States. It also observed that following this approach would
be tantamount to replacing the structure of the Canadian textile tariff with that of the United
States. For instance, counsel for Dominion Textile Inc. observed that the US structure
provides differentiation of tariffs for products such as light and heavy cotton fabrics. This
kind of differentiation, which does not now exist in the Canadian tariff structure, would be
detrimental to the Canadian industry.

The clothing industry expressed a general preference for Option B. The textile industry

observed that the tariff reductions implied by Option B were even greater than those
under Option A.

In terms of timing, the clothing industry’s preference was for an immediate reduction
of tariffs on textiles, although it was prepared to consider implementation over a period of
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up to five years. The textile industry, while continuing to oppose any tariff reductions,
strongly expressed the view that, if there were to be reductions, they should be delayed for
as long a period as possible. In this regard, it observed that the "back-end loaded" option,
which would concentrate reductions in the second half of the 1990s, would allow the
industry more time to adjust to FTA reductions and would also allow it to take into account
MTN tariff reductions and any relaxation of the MFA.

4. Economic Assessment
(a) Estimation of the Impact on Prices, Output and Employment

A reduction in tariffs for textiles would lead to a series of pricing, purchasing and
production responses. Changes would occur throughout the textile chain, beginning with
producers of textiles and ending with the consumer of final products containing textiles.

The economic analysis carried out by our staff and consultants was intended to help
us gauge the reactions of the Canadian textile and downstream industries and consumers
to textile tariff reductions. We expected that it would shed light on the following questions
of interest to the inquiry:

e To whatextent would Canadian textile manufacturers lower their prices and
reduce their costs to maintain market share and profit margins?

¢ To what extent would the reduction in textile tariffs lead to lower costs for
"downstream" industries which manufacture products such as clothing and
furniture?

e To what extent would the tariff reductions lead to price reductions for the
consumer at the retail level?

* How would price and supply changes affect the employment, profitability
and competitive position of textile manufacturers?

e  What would be the distribution of overall benefits and costs to the Canadian
economy and textile producing regions?

(b) Results

In order to assess the economic impact of a reduction in textile tariffs, two different
models were developed and used. First, a 10-industry econometric model” was built using
annual historical data for the period from 1961 to 1985. Second, a benefit-cost model” was
developed to assess the benefits and costs likely to arise fromany assumed tariff reduction.

The two models were used to estimate the economic effects of the two illustrative tariff
reduction options described earlier in this chapter. The estimated economic effect of a tariff
reduction is calculated as the difference between the model’s projection with and without
a tariff cut (i.e., the base case). This approach directly estimates the effects of a tariff
reduction, holding all other factors constant. In this process, the particular characteristics
of the base case do not affect the estimated effects of the tariff option. The model results

1. InformetricaLimited, The Impact of Tariff Reductions on the Textile and Downstream Industries: An Econometric Study,
prepared for the CITT, September 1989.

2. Abt Associates of Canada, An_Assessment of the Benefits and Costs of Tariff Reductions in the Canadian Textile

Industry, October 1989.
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for output, employment and selling prices for three industry groupings are shown in
Table 5.2.

Table 5.2

COMPARISON OF CUMULATIVE ECONOMIC CHANGES BY YEAR 2000
FOR ILLUSTRATIVE TARIFF REDUCTION OPTIONS

(Percent Difference from Base Case)
Output Employment Prices
B A B A B
Textile Industry -1.9 2.4 -2.2 -2.8 -0.6 0.8
Clothing Industry 0.1 0.2 0.1 0.2 0.2 0.2
Other Downstream Industries 0.1 0.1 0.1 0.1 -0.0 -0.1

Notes: (1)
(@)

(3)
4

Option A is a reduction in MFN textile tariff on imports from the rest of the world by an average of
33 percent.

Option B is a reduction in MFN textile tariff on imports from the rest of the world by an average of
36 percent.

In both cases, the reductions are phased in over a 10-year period beginning in 1990.

Economic change is the difference between the two-model projections, one with and ane without a
tariff reduction.

Source: Informetrica Limited.

In terms of specific effects, the price changes appear relatively small compared to the
magnitude of the proposed changes in tariff rates. In general, this easing of the transmission
of the size of the tariff cut is due to the small relative shares, of both domestic and imported
textile materials, in the final price of many products made from textiles. The major
components of a dollar spent by the consumer on clothing, for example, are set out in
Figure 5.2. The cost of domestic and imported textiles, including the tariff, represented on

Figure 5.2

COMPONENTS OF CLOTHING PRICES
1985

(Average Percentage of Consumer Prices)

CLOTHING PRODUCTION

(NON-TEXTILE) COSTS TEXTILE
23% RAW MATERIALS'?
’ 21%

e
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Notes:

(1)
(@)

Source:

Includes domestic and imported textiles plus tariffs.
Includes wholesale and retail margins and transportation costs.

Informetrica Limited.




average roughly 20 cents of each dollar spent in 1985 on clothing by the consumer. The
tariff itself accounts for less than one-tenth of one percent.

On the output side, the decrease for the textile industry is significantly greater than the
increase in output for the clothing and other downstream industries. The major reasons
for this divergence are the differences in the size of the price reductions facing buyers of
primary textiles and buyers of final consumer goods, and the differences in price sensitivity
in each market. Both thesize of the price reduction and the sensitivity of demand to changes
in price appear to be larger for the textile industries than for the clothing and other
downstream industries.

(i) Views of Industry

Counsel for the textile industry criticized the econometric model because of structural
omissions and limitations in what the model is capable of predicting. Their main criticism
was the omission of investment from the econometric model and, in particular, the inability
of the model to indicate the departure of textile producers from the industry, or at least
from production in Canada in response to the tariff reductions. A second general criticism
was the use of historical data to predict changes in a future period which will be
substantially different from the past.

(ii) Views of Tribunal

Some of the textile industry’s observations about the limitations of econometric models
are valid. However, we consider reasonable the model’s simulation of the effects of tariff
reductions on demand and prices. Investment is admittedly difficult to model because it
does tend to be "lumpy" and subject to confidence factors. But the investment climate is
likely to be determined by a variety of business and government factors - not simply tariff
changes. It seems reasonable to expect that investment by the textile industry would
continue to be on an upward trend through the period, though the marginally slower
growth in the textile industry caused by the tariff reduction would probably cause
investment to increase at a slower rate than if tariffs were not reduced.

The Tribunal observes that econometric models normally make use of historical data
to estimate future behaviour and that they usually work well, provided unexpected events
do not cause a major structural break in patterns of behaviour. Such abrupt changes in
behaviour are unlikely to occur in response to the relatively modest tariff reductions
modelled, particularly when they are phased in over several years.

Despite the criticisms put forward, the Tribunal concluded that the model provided
estimates which were a reasonable guide to the direction and magnitude of change for
output, employment and prices resulting from the illustrative tariff options.

(c} Benefits and Costs

The benefit-cost framework developed for the CITT by Abt Associates of Canada was
used to assess the separate components of the benefits and costs flowing from an assumed
set of reductions in textile tariffs. The estimates of elasticities, prices, demand and the
changes in employment provided by the Informetrica Limited econometric model are key
inputs in the evaluation of benefits and costs.

The benefits included in this assessment are the gains to consumers from lower prices,
less the net change in any "above normal” returns to capital in the textile and downstream
industries, less the net loss in government tariff revenues. Arange of benetits was estimated
using three different assumptions for the pricing response of domestic industry to lower
textile tariffs.
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The costs included in this assessment are the net adjustment costs for workers, arising
from the lower level of employment in the industries directly affected by the lower tariff
levels. Historical data on employment mobility within and out of the textile industry were
used to develop assumptions on the speed of re-employment of textile workers in Ontario
and Quebec. A rapid rate of employment adjustment for Ontario and a slower rate of
employment adjustment for Quebec was assumed. Over 90 percent of total industry
employment is located in these two provinces. The costs were calculated on a private
(per worker) basis and on a social (including all segments of the economy) basis.

The entire stream of future benefits and costs was expressed as a single "present value"
through the use of a discount rate, normally referred to as the social opportunity cost of
capital. A discount rate of 7.5 percent real (i.e., after removing the effects of inflation) was
assumed, consistent with standard practice in the field of benefit-cost analysis. The
estimates for the 10-year implementation of the two illustrative tariff options are shown in
Table 5.3. In both cases, the benefits are significantly greater than the costs.

Table 5.3
NET BENEFITS FOR ILLUSTRATIVE TARIFF REDUCTIONS

(Mittions of 1989 Dollars)

Option A Option B

Consumer Gain on ROW Imports 308.3 301.6
Lost Tariff Revenue on ROW Imports -218.9 -282.8
Lost Tariff Revenue on US Imports 5.4 -6.6
Net Welfare Gains 84.0 102.2
Social Adjustment Costs 6.0 74
Net Benefits with No Domestic Price Response 78.0 4.8
Addendum:
Net Benefits with Domestic Price Response

(i) Reduced Profits 52.8 61.8

(i) Cost-saving 276.1 350.1
Notes: (1) Option A is a reduction in average MFN textile tariff rates on imports from the rest of the world by an

average of 33 percent. :

(2) Option Bis a reduction in average MFN textile tariff rates on imports from the rest of the world by an
average of 36 percent.

(8) For both options, the reductions are assumed to be phased in over a 10-year time pericd beginning
in 1990.

(4) Net benefits are the net present values for the period from 1990 to 2005.

(5) The estimates for the components of net benefits for the cases with a domestic price responss are
not provided in the table.

ROW = Rest of world excluding Canada and the United States.

Source:  Abt Associates of Canada.

(i) Views of Industry
Counsel for the textile industry criticized the benefit-cost framework for under-

estimating the costsand overestimating the benefits likely to arise froma reductionin textile
tariffs. In terms of the estimate of costs, they argued that the data on employee mobility
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{turnover rates) were outdated and drawn from a period when the recession at the
beginning of the 1980s was likely to have biased the rates upwards. A second major
criticism was that the methodology was too narrow in its measure of costs arising from
unemployment: it did not include the effect of the loss of non-wage employee benefits, the
increase in mental stress and anguish, and the effect of rising unemployment on specific
communities, particularly small towns. A third criticism was the initial failure to estimate
the differing provincial costs arising from the tariff reductions. On the benefit side, they
argued that the assumption that the textile industry will find ways to rationalize its
production process was overly optimistic. Furthermore, textile industry representatives
argued that there would be very small benefits arising from the tariff reductions, due to the
combination of a small decrease in clothing prices for the consumer and consumers’
relatively low sensitivity to price for clothing.

(i) Views of Tribunal

Despite the arguments presented by the textile industry, the Tribunal considers that
the methodology provides a useful indication of the relative importance of the benefits and
costs likely to arise from lower textile tariffs. For the cost estimates, the historical record
supports the use of at least an average manufacturing labour turnover rate for the textile
industry, notwithstanding the lack of availability of current data. The methodology could
have been improved, however, by the inclusion of an estimate of the non-wage losses for
individuals and communities arising from lower employment.

Thearguments against the methodology on the benefits side were less persuasive. The
study did include one more optimistic assumption involving the generation of cost-savings
in the production process as a result of tariff reductions, though this was not the main case
presented at the hearings. While it may be too optimistic to assume that all tariff reductions
would be matched by textile industry cost reductions, it would be unduly pessimistic to
assume that no cost reductions are possible. In addition, though there may be only a small
decrease in consumer prices for individual items, the aggregation of these benefits amounts
to a significant gain for the country as a whole.
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CHAPTER VI
RECOMMENDED TARIFF REDUCTIONS

1. Introduction

In this chapter, we set out our recommendations on the size, timing and pace
of reductions in Canada’s textile tariffs. We also consider the question of whether
any products should be exempted from the tariff reductions. Finally, we review a
number of specific product requests submitted to the Tribunal for tariff acceleration
or elimination.

We have reflected on the testimony gathered at the June and October hearings
and on the research that was carried out by our staff and consultants. The October
hearing helped clarify our thinking on how to measure differences in tariffs among
countries. That hearing also influenced our view of the illustrative tariff reduction
options that the research staff had prepared.

We have carefully examined what was said and considered alternative

approaches that would meet the main concerns presented in October with respect
to the structure of tariffs, the level of rates and the pace of implementation.

2. Tariff Rates and Structure

(a) Our Recommendations

The Tribunal proposes that Canada move towards a simpler textile tariff
structure involving maximum tariffs for fibres, yarns and fabrics:

e fibres 5 percent
® yarns 10 percent
¢ fabrics, woven and knitted 16 percent

Forall specialty textiles, we propose that current rates be reduced by one-third.

The application of this simpler structure would reduce tariffs on most natural
and man-made textile products, including knitted fabrics. Use of this structure
would result in the reduction of rates on about 451 HS tariff items. Rates on
117 other items, including most fabrics made with natural fibres, would not change.
For specialty textiles, the one-third reduction we are proposing is close to, but not
as great as, that applied to most fabrics. The line-by-line recommendations for
Schedule I MFN HS tariff items are listed in Volume 2.

(b) Rationale

Comparisons of tariffs on textiles have confirmed that Canadian MEN textile
tariffs are generally much higher than those of the United States, the EEC and Japan.
Simple comparisons of the structure and levels of tariffs have not, however,
provided a sufficiently precise model for adjusting tariffs. EEC and Japanese tariffs
on textiles are more consistently structured than those of the United States or
Canada. There is a relatively smaller dispersion of rates within each of the three
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main phases of the textile production chain, and thereisa pattern of rate progression
from fibres to fabrics. Each, however, has some anomalies. For example, there are
relatively high tariffs on wool fabrics in the EECand many compound rates in Japan.

The US tariff structure would also not be a good model. It has major anomalies
which, for many products, are different from those found in the Canadian tariff
structure. We agree with the CTIabout the risks of importing the US tariff structure
into Canada. We also agree with the CT1 that, in setting a new level of textile tariffs
in Canada, it is reasonable to put more weight on overall average tariffs in the
United States. The United States is Canada’s major trading partner. Competition
in the North American market in the coming years will be a decisive factor in the
development of the Canadian textile industries and of the downstream industries
using textiles. However, taking account of average US textile tariffs cannot be taken
to mean that tariffs on certain textile products should not fall below those of the
United States. Nor should it mean that all Canadian tariffs exceeding those of the
United States must be reduced. To accept such a premise would make it difficult
to develop a structure of textile tariffs that is more suitable to Canadian
circumstances.

If the structures of the US, the EEC and Japanese textile tariffs do not provide
suitable models, neither does the existing Canadian structure. It has many
anomalies which lead to similar or substitutable products being treated quite
differently. The structure of Canada’s textile tariffs is particularly complex. We
were not told, and our own review of Canadian tariffs on textiles has not informed
us, why or how they developed into their present structure. There is a great variety
of rates for similar products, particularly fibres and fabrics. In contrast, most yarns
have similar tariff rates. The present structure also includes specific and compound
duties. It is also characterized by uneven levels of relative protection among the
main stages of textile production and between the textile industry and downstream
industries. For these reasons, we have rejected a proportionate reduction in existing
rates which would only replicate today’s textile tariff structure.

Ourreview of other factors, and particularly the comparison of VERsin Canada
and the United States, has influenced our recommendations. Measurement of the
effect and scope of VERs is very difficult. Beyond the measurement problem, there
is no agreed method for equating the trade effects of VERs to those of a tariff. In
addition, VERs are a far less permanent feature of the international trading regime
than are tariffs. The MFA has been renewed at four- to five-year intervals and it is
easier to negotiate bilaterally the introduction or a significant amendment of
particular VERs. Tariffs, on the other hand, are a much more stable feature of the
trading regime as part of the GATT. Nonetheless, the VER system of the United
States is more comprehensive, probably reflecting the greater range of domestically
manufactured products and broader sources of imports. The US system may also
be more tightly negotiated and administered, reflecting that country’s bargaining
power. Taking account of these perceptions, we have reduced somewhat the size
of our recommended tariff reductions, relative to what would have been indicated
by a strict comparison between average Canadian and US MFN textile tariff rates.

We believe that the structure of Canadian textile tariffs needs reform. The
current welter of rates should be replaced, to the extent possible, by a simple,
progressive rate structure covering all fibres, yarns and fabrics.

There were a number of factors that brought us to the conclusion that imports
of similar textile products should be subject to the same maximum tariff rates.
Whatever were the rationales of the current Canadian textile tariff structure and



that of the United States, they have been overtaken by developments in technology
and in the market. The structure of Canadian tariff rates, as it now stands, creates
artificial distinctions, particularly between woven natural fabrics and blended
fabrics. A small difference in fibre content can mean a large difference in tariff
protection (e.g., the tariffs on blended cotton fabrics can be 17.5 percent or
25.0 percent, for a change in fibre content of one percentage point). There are no
such distinctions for tariffs on the yarns used to weave these fabrics.

The world textile industry produces a far greater number of products today
than many years ago. New products and new markets have developed, particularly
for industrial uses. In clothing and home furnishings markets, demand for a
particular textile is subject to the dictates of style and fashion. Even common
products, suchas denimand corduroy, can go out of style for periods of time leading
to stop-and-go production decisions.

Most fibres, yarns and fabrics are increasingly in competition with one another.
Why should different tariff rates be applied to roughly similar products and
particularly fibres and fabrics, bearing in mind the impact different tariff rates have
on what or how much should be produced? Even if we thought a case could have
been made for treating products differently, there is little hard informationavailable
to provide the basis on which it should be done, and no assurance that the reason
for differentiating rates would hold true in the future.

Thus, we think that attempting to "fine tune" the tariff to take account of the
situation in the market for particular products at a particular point in time could
lead to distortions in the use of resources. In other words, the tariff should be neutral
among similar products. In this respect, the current structure of tariffs on textiles
differs from that for other products to the extent to which it distinguishes between
similar products made from different materials. We believe a single rate should
apply to similar products whatever the technical characteristics, the materials used
or the price of a particular product.

We also rejected industry suggestions that we take into account production
costsand macro economic factors, suchas exchangerates and interest rates in setting
tariffs. In contrast to the long-term nature of a tariff, production costs and economic
factors generally shift over time in response to a broad range of influences,
sometimes in an interdependent fashion.

Having concluded that a neutral tariff structure would be best suited for textile
products, we addressed the question of what the level of rates should be for fibres,
yarns and fabrics. There were a number of considerations. One was to develop a
structure of rates that approximated those of our major industrialized trading
partners, and the United States in particular. Another consideration was to take
account of the differences in the overall level of tariffs on textile products in Canada
as compared to the other three areas, as well as the perceived effects of a tighter
VER regime in the United States. We also took account of the FTA-related
adjustments already facing the textile industry and of the prospect of further textile
tariff reductions in the MTN.

We concluded that, in the context of a simpler tariff structure, maximum rates
of 5, 10 and 16 percent for fibres, yarns and fabrics, respectively, would reflect
these considerations. As can be seen from Figure 6.1, this simpler structure of
maximum tariffs results in average rates that are somewhat higher than those of the
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Figure 6.1

TRIBUNAL TARIFF RECOMMENDATIONS
AVERAGE MFN TARIFFS
CANADA, USA, EEC AND JAPAN
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United States, and higher still than those of the EEC or Japan.! Average rates on
fibres approach those of the EEC and Japan. Average rates for yarns move down
to those of the United States, but remain somewhat above those of the EEC and
Japan. Average rates for fabrics come down towards, but still remain above, those
of the United States.

This structure would reduce rates on most fibres, yarns and fabrics imported
into Canada from the rest of the world. The main exceptions would be tariffs on
woven natural fabrics. For example, tariffs on most woollen fabrics would not
change, while tariffs on some cotton fabrics would be reduced only marginally. This
would result in a significant change in the relative level of MFN protection among
fabrics. Reduced tariffs on knitted fabrics and on woven man-made fabrics will
narrow significantly the large gap in rates that now exists.

We also looked at what effect this simpler structure would have on effective
rates of tariff protection in the textile production chain. Over most phases, the
dispersion of effective rates of tariff protection is reduced. Within primary textiles,
however, effective protection for natural yarns, while reduced, still remains high
compared to that for man-made yarns.

1. Asnoted in Chapter [V, the relatively low average tariffs on textiles for the EEC and Japan reflect the effects of
a high proportion of fibres in total textile imports.




We considered a variation on this 5-10-16 structure with a lower maximum rate
for natural yarns and fabrics. In this modified system, reductions in tariffs on
natural yarns would be greater than those on man-made yarns. Tariffs on woven
natural fabrics would also be reduced marginally more under the simple structure,
but by less in absolute terms than for other fabrics.

We rejected this variation for two reasons. The first was that we realized that,
by giving too much emphasis to the need to fine tune effective protection at each
phase of the production chain, the result would be a nominal MEN structure that
would perpetuate the artificial distinction in tariffs between products made from
natural and man-made fibres. In addition, effective protection varies significantly
from one manufacturer to another depending on costs and what is produced. On
balance, we believe our simpler structure makes a significant improvement in tariff
relativity and meets our terms of reference.

We also looked at how or whether this simpler structure could be applied to
specialty textiles. The varied nature of specialty textiles precludes the application
of a simpler structure. Most of these products are distinctive, uniquely designed
and are important inputs, particularly for industrial uses. Although they
incorporate textile fibres or yarns, they are not in competition with other fabrics.
However, tariffs on these products are particularly high compared to those of our
major trading partners, including the United States. In the end, we decided that a
one-third across the board reduction in specialty textile tariff rates, roughly in line
with the percentage reduction in tariffs on man-made and knitted fabrics, would be
appropriate. Specialty textile tariff rates would still remain on average somewhat
above those of the United States at the end of the implementation period.

(c) Recommendations to Convert Specific Duties to Ad Valorem Rates

A simpler structure of ad valorem tariffs is inconsistent with the use of specific
and compound rates. It makes sense to eliminate specific duties. They create
uncertainties in trade and are a vestige of the past. They discriminate among
products of differing values. Their elimination would also be consistent with the
direction set in international trade negotiations towards the exclusive use of ad
valorem tariffs. Accordingly, we recommend that those compound rates and
specific duties now in place for yarns, some wool fabrics and one specialty textile
be converted to ad valoremrates. We propose that any reductions in the rates under
the simpler structure be made on the basis of these new ad valorem rates. The actual
conversion to ad valorem MFN rates would take effect as of the date of imple-
mentation of our recommendations.’

3. Pace of Implementation of the Tribunal’s Basic Plan
At the October hearing, three time frames were suggested:
¢ immediate implementation,
¢ a10-year frame, and

¢ afive-year, back-end loaded phase in period.

1. Adescription of how compound rates and specific duties should be converted to ad valorem rates can be found
in Volume 2.
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The CTI was opposed to any reductions in tariffs. It saw the current reference
as one of three major changes in tariffs to which the textile industry would have to
adjust. The textile industry stressed the need for time to adjust to the FTA. In
addition to the Tribunal’s recommendations, the textile industry could also be faced
with further reductions resulting from the MTN. If there were to be any reductions
as a result of this inquiry, they should be delayed as long as possible. In contrast,
the clothing industry preferred that the tariff reductions be implemented as soon
and as quickly as possible.

Textile products will be facing different magnitudes of reductions in tariffs,
ranging from zero to nine percentage points. The Tribunal chose not to schedule
reductions over a predetermined period, with tariffs on each product being given
the same phase in period whatever the magnitude of the reduction in absolute
terms. The Tribunal considered that the phase in period should take account of the
differences in the absolute size of reduction in tariffs. For example, a reduction of
three percentage points should be fully implemented before a seven percentage
point reduction. This led us to conclude that reductions of one percentage point
per year should be applied to tariffs on all products, with the length of the total
phase in period for each tariff item being determined by the total amount of
reduction. This would provide a simple mechanism for phasing in tariff reductions
and give those industries facing larger cuts on a percentage point basis more time
to adjust to lower rates than those industries facing smaller cuts.

For a number of products, the total reduction in tariff is not equal to a whole
number. The Tribunal considers that the reduction of any remaining fraction of a
rate should take an additional year. However, if the results of the MTIN are known
at the time the Government implements the recommendations, it could consider
these fractional reductions in the context of any further reductions agreed to in the
MTN.

Producers of man-made fibres face larger absolute reductions in tariffs than
yarn manufacturers. The Tribunal’s recommendation to reduce rates by one
percentage point per year would mean that reductions in tariffs on yarns would be
completed within three years, and those on fibres within four years. Reduced tariffs
would be fully in place on both fibres, and particularly yarns, before being in place
on fabrics, most of which will take up to nine years to be fully completed. (Figure6.2
shows graphically how the phasing in of tariff reductions is differentiated). This
would mean cost savings for fabric producers, thus mitigating the effects of their
own tariff reductions. The longer phase in period for reductions in tariffs on fabrics
would also ease adjustment for fibre and yarn manufacturers to the extent that
tariffs on fabrics provide protection for their own production. The longer phase in
period would also provide time for producers of natural fabrics, whose tariffs will
remain the same or be only marginally lower, to adjust to increased competition
from man-made fabrics on which tariffs will have been reduced significantly.

The textile industry has recently enjoyed a number of good years, but may face
more difficult market conditions in the early 1990s if economic growth slows.
Nonetheless, the industry is now in a relatively strong position, and it has a record
of adaptability and resilience. It has undergone major structural changes in recent
years and shown an ability to respond to changes in the trading environment,
particularly if given sufficient notice and time to adapt. The industry will continue
to have access to GATT or MFA safeguards, as well as anti-dumping and
countervailing remedies.



Figure 6.2

TRIBUNAL TARIFF RECOMMENDATIONS
CUMULATIVE YEAR-BY-YEAR REDUCTIONS
FIBRES, YARNS, FABRICS AND TOTAL TEXTILES
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4. Date of Implementation

The Minister’s letter of reference indicated that the Government intended to
begin implementing reductions in textile tariffs on April 1, 1990. We agree with the
CTI that it would be preferable to delay implementation until the MTN has been
completed and the Government has made full use of the proposed reductions as
bargaininglevers in the negotiations. Accordingly, we recommend that the changes
begin to be implemented in 1991, as soon as possible after the results of the MTN
are known. This approach takes into account the relatively short time remaining
before the scheduled completion of the Uruguay Round at the end of 1990.

If there were any significant delay in the completion of the MTN, the
Government should still consider following through with the tariff reductions in
1991, provided it is satisfied that Canada will get adequate credit for them in the
negotiations. Furthermore, the coming into effect of the textile tariff reductions
need not await full implementation of the general MTN results. To delay unduly
the introduction of these tariff reductions would create uncertainties for producers
and consumers of textiles.

5. Exceptions

The terms of reference asked the Tribunal to indicate whether there are specific
textiles on which the tariff should not be reduced. In the course of the inquiry, we
heard virtually no representations for specific exclusions from our recommen-
dations, or for a longer phasing in of reductions for any product or groups of
products. As already observed, the textile industry argued strongly that there
should be no reductions at all.
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Other evidence we considered, including work carried out by our research
staff, did not lead us to the conclusion that any exceptions should be made to our
recommendations. Our recommendations on the level of tariffs have a different
impact on various parts of the industry. In particular, the maximum reduction to
be applied to cotton fabrics will be 1.5 percentage points, much less than that
applied to most other fabrics. In the course of testimony, the cotton sector was
identified as one that was not performing quite as well as other parts of the textile
industry. Finally, we believe that the phase in periods for the various reductions
will provide the industry with the time needed to adjust.

6. Proposals for Acceleration or Elimination

Our terms of reference asked the Tribunal to consider whether there were any
textile products imported from the United States or from the rest of the world on
which tariffs should be reduced at a faster pace or eliminated. The Tribunal received
proposals from 19 parties for the elimination of MFN tariffs on 92 specific product
categories. Italso received submissions from 7 parties in favour of the accelerated
reduction of tariffs on 72 specific products or groups of products under the FTA.
Many of those FTA proposals were also presented to the Government in the context
of its recent negotiations with the United States on accelerated tariff reductions
under the FTA.

Most of the parties submitting requests did not provide the Tribunal with any
supporting economic evidence. Also, in a number of instances, the goods at issue
were insufficiently well-defined for economic analysis or tariff identification
purposes. However, almost all of the requests, except those supported by the textile
industry in the context of negotiations under the FTA, were opposed by the
Canadian Textiles Institute or by individual firms in the textile industry.

The time allowed for the conduct of the inquiry did not permit the Tribunal to
conducta full survey of all potentially interested parties with respect to the products
atissue, orto undertakea thorough examination of relevant facts, where these could
be established. Accordingly, the Tribunal is of the opinion that it does not possess
sufficient information to formulate recommendations in relation to the majority of
goods brought to its attention.

However, in response to the respective requests of Hartford Fibres Ltd. and
IKO Industries Ltd. (supported by CanRoof Corporation Inc.), we propose the
creation of the following two concessionary tariff provisions, with duty-free entry
for the end uses specified:

e filament tow, solely of polyester, black, of tariff item 5501.20.00, for
use in the manufacture of flocking fibres; and

e non-woven mat of polyester fibres of tariff item 5603.00.00, for use in
the manufacture of modified bitumen roofing.

In light of further review and additional fuller information, the Minister may
also feel that certain of the other requests made to the Tribunal for the elimination
or accelerated reduction of tariffs are worthy of support.

In this connection, the Tribunal would especially suggest that further
consideration be given to the request of Firestone Textiles Company for the
accelerated elimination of duties under the FT A in respect of tire cord fabrics of high



tenacity yarns (presently dutiable at 12.5 percent MFN under HS heading 59.02). In
addition, the Tribunal is particularly aware of the need for more information in
regard to the request of K-Bro Textiles Technologies Inc. for the elimination of duties
on "Rotecno" medical products of polyester, apparently classifiable under existing
tariff item 5407.60.00 at 25 percent MFN.

The full listing of requests and further comments can be found in Volume 2 of
the report.
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CHAPTER VII
IMPLICATIONS OF THE RECOMMENDATIONS

1. Introduction

In this chapter, we describe in more detail how our tariff recommendations affect
average MFN tariffs for particular textile product groups. We also look at the impact they
have on levels of effective protection in the textile production chain from fibres through
fabrics to clothing. Finally, this chapter reports on the economic effects and the benefits
and costs of the recommended tariff reductions.

2. Main Changes In the Canadian Tariff Structure

Figure 7.1 shows average MFN textile tariffs reflecting the results of the tariff changes
recommended by the Tribunal in comparison with the current averages in Canada and the

United States for eight major product groupings and total textiles. The actual average
MEFN rates are shown in Table 7.1.

Figure 7.1
TRIBUNAL TARIFF RECOMMENDATIONS
AVERAGE MFN TARIFFS
CANADA-USA
30 —
T
A
R
|
F
F
|
N
p
E
R
c
13
N
T
r: * 1
NATURAL MM NATURAL MM NATURAL MM KNITTED SPECIALTY TOTAL
FIBRES FIBRES YARNS YARNS FABRICS FABRICS FABRICS TEXTILES TEXTILES
Bl CANADA: (T3 canaDA:  EEEJUSA
AFTER TARIFF
REDUCTION REDUCTION
Note: MM = Man-made.

The Tribunal’s recommendations would introduce more simplicity into the structure
of tariffs for textiles. It can be seen as a first step in a process towards a comprehensive
structure in which all rates for similar textile products are the same. Canada’s position on
textile tariff reductions in the current MTN, and in future trade negotiations, could take
into account the objective of further reducing the dispersion of rates within the simpler
structure that we have proposed.
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Table 7.1
TRIBUNAL TARIFF RECOMMENDATIONS
AVERAGE MFN TARIFFS
Existing Recom- Percentage
Canadian mended Point Percentage Average US
Product Group Tariff Tariffs Reduction Change MFN Tariff

% % %
Fibres: Natural 0.2 0.1 0.1 50.0 38
Man-Made 8.3 4.9 34 410 6.5
Sub-Total 25 1.5 1.0 415 48
Yarns: Natural 12.3 9.7 2.6 21.1 79
Man-Made 12.6 10.0 2.6 20.6 10.6
Sub-Total 12.5 9.9 2.6 20.8 9.5
Fabrics: Natural 14.2 12,6 1.6 11.3 10.9
Man-Made 24.8 16.0 8.8 355 16.4
Sub-Total 19.0 14.2 4.9 25.7 12.9
Knitted Fabrics 25.0 16.0 9.0 36.0 14.2
Specialty Textiles 20.3 13.5 6.8 335 8.6
Total Textiles 16.6 12.3 4.3 259 1.1

Note: Average MFN tariffs resulting from Tribunal recommendations and existing Canadian and US MFN tariffs

weighted by rest of world imports.

The overall impact of the recommendations will be to reduce the range of tariffs
applicable to products in the categories of fibres, yarns and fabrics. MFN tariffs on fibres
will range from 0 to 5 percent. Nearly all yarns will be subject to the same MFEN rate of
10 percent. The most significant changes in MFN tariffs concern fabrics. Under the
simpler regime that we have recommended, the difference between the highest and lowest
(non-zero) tariffs will be reduced from 13 to 4 percentage points. Firms facing reductions
in tariffs of as much as nine percentage points will see their rate of border protection fall
by one percentage point per year in nine phases. This long phase in period will provide
firms with time to adjust to competition for fabrics they produce.

Although MFN tariffs on specialty textiles were not included as part of the simpler
structure, the proposed one-third reduction in tariffs on most of these products would put
them at levels which are very close to, or not much below, the maximum 16 percent
MEN tariff proposed for fabrics.

Compared to the existing level of MEN tariffs in the United States, the new Canadian
MEFN rate structure would be, on average, marginally higher (12.3 percent in Canada
versus 11.1 percent in the United States). The new structure is even higher in comparison
to the EEC, Japan, the United States and the MFN composite textile tariff average of
9.4 percent.!

The average reduction in Canadian textile tariffs is calculated to be about
26 percent, or 4.3 percentage points. Considering rates for individual tariff items, absolute
reductions range from 2.5 percentage points for most yarns, to 9 percentage points for

1. As estimated on an FOB valuation basis. Corresponding rates on a CIF valuation basis are 11.5 percent, 10.5 percent,
9.9 percent for Canada, the United States and the composite rate.
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nearly all man-made fabrics. Tariffs on most man-made fibres would be reduced by
3.5 percentage points.

The recommendations also call for a conversion of specific and compound duties
to their ad valorem rates. Yarn rates which now enter at 10 percent plus 11¢ per kg would
be converted to an ad valorem rate of 12.5 percent, and then reduced by one percentage
point per year. The compound rate of the lesser of 25 percent or $3.45 per kg applicable to
many wool fabrics and one specialty textile would be converted to an ad valorem rate of
11.8 percent.!

3. Relativity and Effective Protection

Our recommendations on MFN tariffs result in changes in the level of effective
protection both within the main textile manufacturing phases and in the downstream
industries, particularly clothing. Figure 7.2 shows effective rates of tariff protection
calculated using both current and recommended MEN tariffs on textiles.

Figure 7.2

TRIBUNAL TARIFF RECOMMENDATIONS
EFFECTIVE RATES OF TARIFF PROTECTION (ERP)
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Note: ERP = Effective rates of tariff protection.

Sources:  Canadian Customs Tariffand CITT survey.

1. Asnoted in Chapter [V, 11.8 percent is the MEN ad valorem equivalent which is used as a benchmark for periodically
adjusting the specific duty on these products. See Volume 2 for a further discussion of the conversion of specific duties.
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Within primary textiles, there is a significant narrowing of levels of effective protection
for man-made fibre products, but also a steady gradatinn of these levels throughout the
production chain. A difference between levels of effective rates of tariff protection of over
22 percentage points is halved to about 12 percentage points. Effective protection is
reduced at each phase. The effective rate of tariff protection on knitted fabrics is reduced
from 40.4 to 23.5 percent.

There are more modest changes in effective protection in the natural fibre chain in
primary textiles. However, the range of levels of effective tariff protection is also reduced
from 20 to 11 percentage points. While the effective protection for natural yarns islowered
somewhat, but remains quite high, there is a gradation of effective protection in the
remainder of the production chain.

Lower tariffs on inputs result in a significant increase in the rate of effective protection
for clothing. The largest increase is observed for clothing made from knitted and woven
man-made fabrics. Effective protection for clothing made from woven natural fabrics
increases only marginally. Using the tariff rates we have recommended, effective
protection for clothing would exceed that of any of the earlier phases of the textile
production chain.

4. Industry Prices, Output and Employment

The econometric model described in Chapter V was used to estimate the impact of the
recommended size and pace of the tariff reductions on industry prices, output and
employment. Given that the magnitude of the recommended tariff reductions is smaller
than either of the two tariff options described earlier in the report, the resulting changes
are also smaller.

(a) Textile Industry

As shown in Table 7.2 and Figure 7.3, the changes in annual growth rates for both
output and employment due to the tariff reductions for the textile industry are relatively
small percentages of the projected base case growthrate.! These relatively small effects are
not surprising given that:

Table 7.2

COMPARISON CF ECONOMIC CHANGES FOR THE TEXTILE INDUSTRY
1990-2000

{Average Annual Percent Changes)

After Tarift
Base Case Reductions Ditference
Qutput 3.0 2.8 -0.2
Employment -1.0 -1.2 -0.2

Sources: Informetrica Limited and CITT survey.

1. The base case growth rate is derived from the econometric model’s projection for the textile industry in the absence of
tariff reductions.
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Figure 7.3

ECONOMIC EFFECTS OF THE TRIBUNAL TARIFF RECOMMENDATIONS
ON THE TEXTILE INDUSTRY

{a) OUTPUT GROWTH

(Annual Percent Change)

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

MM BASE CASE N 7ARIFF TRIBUNAL
RECOMMENDATIONS

(b) EMPLOYMENT DECLINE

{Annual Percent Change)

) n @] JLLLy
- AN B \
N

-3—

_4...

"5 T T T T T T T T T T
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Il BASE CASE XN TRIBUNAL TARIFF
RECOMMENDATIONS
Source: Informetrica Limited.

85



* thetariff reductionsapply only to tariffs on imports from the rest of the world;
¢ thereare some offsetting increases in domestic demand;

¢ the domestic industry is expected to lower its prices to minimize the loss of
domestic market share; and

¢ thetariff changes are phased in over time.
(b) Clothing and Other Downstream Industries

For the clothing industry, the model projects a small increase in output and
employment over the period. There is a similar increase in output for other downstream
industries. As well, prices fall only marginally, mainly due to the small share which the
tariff represents in the final consumer price of a product made using textiles.

5. Benefits and Costs

The benefits and costs arising from the recommended tariff reductions were estimated
using the methodology described in Chapter V. Estimates were prepared using three
assumptions for the price response of the Canadian textile industry to the reduction in
textile tariffs.

1. No Price Response
2. Full Price Response - No Cost Saving
3. Full Price Response - Full Cost Saving

In the first case, it was assumed that domestic producers would not lower their prices
to match thereduction in import prices resulting from the tariff reduction. The result would
be a greater loss of market share to imports than would otherwise be the case. In the second
case, a domestic price reduction was assumed to occur as domestic producers would cut
prices below full cost in order to hold customers in the face of import price cuts. Thisaction,
without any offsetting cost savings, would erode profits. In the third case, a domestic price
reduction is assumed to take place to reflect lower costs due to the rationalization of
domestic production in response to the increased price competition from imported textiles.
In this case, profit levels are unaffected. The benefits and costs under the three price
assumptions are set out in Table 7.3.

The benefits exceed the costs by a wide margin for all three price assumptions. These
price assumptions cover a wide range of possible responses by the textile industry to the
lower tariffs. In choosing the most likely price response assumption, it is useful to review
the industry’s response to the lowering of tariffs under the FTA. The testimony given at
the hearings indicated that several firms are now embarked on investment programs to
rationalize production to reduce costs. These reactions suggest that further efforts will be
made to reduce costs to meet the increased price competition from rest-of-world textile
imports. If this occurred, the net benefits arising from the proposed reduction in textile
tariffs would tend to be in the upper end of the range of benefits set out in Table 7.3. That
is, the present value (in 1989 dollars) of the net benefits of the tariff reductions to the
Canadian economy could be as high as $226 million.
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Table 7.3
NET BENEFITS OF RECOMMENDED TARIFF REDUCTIONS

(Millions of 1989 Dollars)

Domestic Price Response
with Price Cut

No Domestic Reducing Reflecting a

Price Response Profits" Cost-Saving
Consumer Gain on ROW® Imports 248.6 247.2 247.2
Lost Tariff Revenue on ROW Imports -175.0 -188.5 -188.5
Lost Tariff Revenue on US Imports -4.1 -7.1 -7.1
Consumer Gain on Domestic Products N.A. 179.4 179.4
Lost Profits for Domestic Producers N.A. -181.3 N.A.
Net Gains 69.6 497 231.0
Social Adjustment Costs 4.8 4.8 48
Net Benefits®® 64.8 44.9 226.2

Notes: (1) Reducing quasi-rent which is the economist's term for contribution to overhead.

(2) Imponts from all countries other than the United States.
(3) Netpresent value for the pericd from 1990 to 2005.
N.A. = Not Applicable.

Source: Abt Associates of Canada.

Regional estimates of the benefits and costs of the recommended tariff reductions were
repared for Quebec and Ontario, where roughly 90 percent of textile employment is
ocated, and for the rest of Canada. The net welfare gains for consumers were allocated
according to population shares in the regions, while the social adjustment costs were
allocated according to the shares of employment and the differential assumption for the
speed of employment adjustment.! The net impact of the changes, or the net present value,
is smaller for Quebec than Ontario as shown in Table 7.4. This reflects a smaller population
in Quebec than in Ontario, and hence a smaller share of the overall national benefit and
greater employment adjustment costs.

6. Highlights

A simpler structure of maximum tariffs of 5 percent for fibres, 10 percent for yarns
and 16 percent for fabrics, along with a one-third reduction of tariffs on specialty textiles,
would reduce the average MFN tariff on all textiles by approximately 26 percent. The
reduction in MFN tariff rates would range from 2.5 percentage points for yarns, to
3.5 percentage points for fibres and to 9.0 percentage points for fabrics. Reductions for most
specialty textiles are close to those for man-made fabrics.

1. SeeChapter V,
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Table 7.4

REGIONAL DISTRIBUTION™ OF NET BENEFITS
OF RECOMMENDED TARIFF REDUCTIONS

(Millions of 1989 Dollars)

Quebec Ontario Rest of Canada Total
Net Welfare Gain 12.7 to 59.1 18.1t0 84.3 18910 876 49.7 to 231.0
Social Cost 3.0 1.3 0.5 4.8
Net Benefits®® 9.7 to 56.1 16.8t0 83.0 18.4 t0 87.1 44.910226.2
Notes: (1) The range of net benefits arising from the various price-response assumptions used in Table 7.3.

(2) Net present value for the period 1990 to 2005.

Sources:  Abt Associates of Canada and CITT survey.

Average MEN tariffs under the new structure and rates would be marginally higher
than those of the United States and quite a bit higher than those of the EEC and Japan. The
dispersion of rates in the current Canadian structure would be reduced significantly,
particularly for fabrics. The tariff recommendations would lead to changes in the pattern
of effective tariff protection in the textile production chain. The most significant change is
an increase in the rate of effective protection for clothing. A smoother progression in
effective protection at the fibre, yarn and fabric phases would also result.

The economic effects of the proposed tariff reductions are expected to be modest,
especially when compared with the projected 10-year growth rates used by Informetrica
Limited. For the textile industry, there would be a relatively small base case reduction in
the annual growth rates for both output and employment. For the clothing and other
downstream industries, there would be a marginal increase in outputand employment and
a marginal reduction in prices over the period of the reduction in tariffs.

Estimates of the benefits and costs flowing from the recommended tariff reductions
were prepared using a range of price behaviour assumptions in response to lower prices
for imported textiles. The testimony given at the hearings indicated that several firms have
already begun investment programs to rationalize production to reduce costs to better
compete at home and in export markets. The benefit-cost analysis, combined with the
testimony of the textile industry, suggest that net benefits to the Canadian economy from
the reduction in textile tariffs for imports from the rest of the world will be significant.
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Annex A

Mr. John C. Coleman

Chairman

Canadian International Trade Tribunal
Journal Tower South

365 Laurier Avenue West

19th Floor

Ottawa, Ontario

KIA 0G7

Dear Mr. Coleman:

Iam writing, pursuant to Section 19 of the Canadian International Trade Tribunal Act,
todirect the Canadian International Trade Tribunal, to provide advice on the Government’s
announced plan to reduce the tariffs on textile fibres, yarns and fabrics to levels comparable
with those of other industrialized countries, particularly the United States, inannual stages
over a ten-year period beginning April 1, 1990.

As you know, on March 22, 1988, I announced a three-part program of tariff relief
measures to strengthen the competitive positions of the Canadian textile and apparel
industries in the domestic market. This initiative included six duty remission programs,
tariff reductions on thirteen specialty fabrics not made in Canada, and a plan to
progressively reduce textile tariffs down to the levels of other industrialized countries over
a ten-year period, commencing in 1990. When these measures were announced, I indicated
that the Government would ask the CITT for an analysis of the economic impact of this
decision, and would seek its advice on the levels and timing of the tariff reductions.

Canada’s textile tariffs are almost twice as high as the textile tariffs of other major
industrialized countries, including our major trading partner, the United States. Tradi-
tionally, the tariffs on yarns and fabrics, particularly the latter, have generally been
maintained athighlevels to protect the domestic textile industry, which has, for many years,
been facing stiff import competition. However, since these input materials constitute a
significant portion of the overall cost of manufacturing finished products, the effect of this
policy has been to increase costs for the apparel industry, for many other downstream
industries which use textiles in their operations, and for consumers.

Normally, the tariffs on inputs for Canadian manufacturers are lower than those on
the finished product, thus providing a reasonable level of effective protection at each stage
of the manufacturing process. This relativity does not exist in the textile and apparel sectors
where, for example, the tariffs on the finished product, apparel, are about the same as the
tariff on many of the fabric inputs. Nor does it exist in other sectors which rely on textile
inputs; inmany cases the tariff on the finished product isactually lower. This tariff structure
has placed downstream industries at a competitive disadvantage in the Canadian market
against imports of the finished products.

Moreover, the measures which domestic textile producers have taken to achieve
greater economies of scale by rationalizing product lines have caused the apparel industry
to resort increasingly to the use of offshore fabrics to provide the variety and style of inputs
needed to maintain their markets in Canada.
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These factors argue the need to lower the tariffs on textiles to a level more in line with
those of other industrialized countries. Suchaction should take into account major changes
which will be occurring in Canada’s trading arrangements, specifically the implementation
of the Canada-U.S. Free Trade Agreement and the Multilateral Trade Negotiations now in

progress.

Tariff reductions would have to be implemented in a manner that takes into account
the importance of the domestic textile industry to the Canadian economy. They should be
consistent with the textile industry’s ongoing efforts, through heavy investment and
rationalization of production, to enhance the viability of its operations and to adjust to the
international trading environment. They should also take into account the significant role
the industry plays in the economic well-being of many small communities in Canada.

In considering the plan to lower Canada’s tariffs on textile fibres, yarns and fabrics
to levels comparable with those of other industrialized countries, particularly the United
States, in annual stages over a ten-year period beginning April 1, 1990, the Tribunal should
indicate whether there are some areas where tariff reductions should occur faster, slower
or not at all. I would direct the Tribunal to hear the views of all interested parties before
determining the manner in which tariff reductions could best be implemented.

Specifically, the Tribunal is directed to:

- assess the economic impact of bringing Canada’s textile tariffs down to levels
comparable with those of our major industrialized trading partners;

- make recommendations on the level and pace of tariff reductions that will
maximize the economic gains to Canada without causing undue hardship to
domestic suppliers of textile products and, in this latter regard, indicate
whether there are specific textiles on which the tariff should not be reduced;

- make specific recommendations on the ultimate level to which textile tariffs
should be reduced over the next ten years, bearing in mind Canada’s
objectives in the Uruguay Round of Multilateral Trade Negotiations (MTN)
currently underway;

- make recommendations on what should be the pace of the tariff reductions
and, specifically, whether the tariffs on some fabrics and yarns could be
reduced at an accelerated pace without causing injury to textile producers;

- make recommendations on the scope for accelerated bilateral reductions of
textile tariffs under the Free Trade Agreement with the United States;

- assess and make recommendations on the level of relativity that should exist
in the tariff protection at the various levels of the manufacturing chain
(i.e., from fibres and yarns through fabric to finished product).

I would appreciate receiving the report of the Tribunal by December 31, 1989.

Yours sincerely,

Michael H. Wilson
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