Freeways and Free Trade: North American Automotive
Markets Expect Shocks To Come
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GLOBAL ECONOMICS TARIFFS, REGULATORY REPEALS, USMCA REVIEWS AND CHANGES TO THE IRA ARE
ALL RISKS THAT LOOM LARGE FOR THE CONTINENT’S AUTO MARKETS

e North America’s automotive sector has seen years of recovery and rebalancing
from supply and demand-related shocks. While many of these effects have abated,
new policy-related risks loom.
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e The highly integrated sector accounts for 22% of total trade under the United
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Mexican and Canadian imports on day one. While there will inevitably be carve-
outs, the auto sector is currently caught in the middle.

john.mcnally@scotiabank.com

John Fanjoy

Economist e Likely regulatory and incentive changes for fuel efficiency standards and climate
Scotiabank Economics . . .

116,866 4735 spending measures offer further uncertainty about the overall environment.

john.fanjoy@scotiabank.com

e Adrawn out and retaliatory trade war may widen gaps between regional
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(particularly around critical minerals and electric vehicle supply chains) could yield
substantial benefits for all three countries. The question is whether dialogue can be
guided to this constructive place, which will likely require concessions from all
parties.

DISTURBANCE IN THE (MARKET) FORCE

North America’s automotive sector remains large and resilient, even in the face of
recent challenges. Despite declines from historic highs in previous decades, the
continent’s automotive sector remains a significant economic contributor, accounting for
roughly 25% of global light-duty automotive and 18% of vehicle production in 2023 (chart 1).
It has also proven resilient. Following a myriad of supply and demand-related shocks after
the pandemic (i.e. semi-conductor shortages, supply chain challenges, strikes, high
interest rates, etc.), total production volumes across the continent have rebounded close
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to pre-pandemic levels. With novel investment opportunities in electric and battery supply Chart3

chains that have emerged, it should be a period of “full steam ahead” for North American US Imports of Motor Vehicles and
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The benefits of this resilience accrue to all three countries, since automotive production across 35 | 7 °fUS motor vehicle and parts imports

the continent is highly integrated (chart 2). The sector is arguably the poster child for the 30 L
opportunities offered by free trade. The Office of the US Trade Representative estimates that total - V_\—/\
automotive trade (imports + exports of vehicle and parts) accounts for 22% of total trade under
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imports of motor vehicles and parts in 2023 came from Canada (15%) and Mexico (35%) (chart 3). anada
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exports in 2023, and 3.6% of Mexican GDP. Bureau.
Yet integration is a double-edged sword. As supply and demand shocks are finally clearing,
policy and trade-related shocks hang on the horizon. Given the sector’s scale and visibility, it
is frequently at the forefront of trade discussions and tensions. Shifts in any one country or
segment of the value chain tend to reverberate, for good or ill, through all three countries. This time is Chart 4
no different. The incoming US President has already threatened 25% tariffs on all Canadian and Annual Mexican Imports from China,
Mexican imports, and campaign threats have ranged from 10%-500%. Additional pledges include 2010-2023
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NAFTA 2.0). There is enormous uncertainty as to whether these measures will be implemented, but
even the issuance of threats alone is raising questions about impacts and the path forward, imposing 80
new costs on sectors that have only recently seen high costs decline following a host of pandemic- 6 L
related shocks.
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Looking to policy shocks, tariffs will likely be a recurring theme. In real terms, US tariffs on a
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and how long a given tariff might be in place. For example, previous tariffs on Canadian steel and
aluminum led to high volumes of temporary disruptions, but export levels to the US for both
materials had fully rebounded within 2-3 years of tariffs being lifted, even when accounting for
pandemic effects. It should be stressed that both broad-based and targeted tariffs may also prove Chart5s
damaging to US firms. Mexico and Canada are the export destinations for the majority of US Share of US Vehicle and Parts
automotive parts, leaving US players vulnerable to retaliatory tariffs. Imports from USMCA Partners
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have centred around transshipment of Chinese goods through Mexico to gain preferential tariff
access, Chinese companies setting up production facilities in Mexico for the same reasons, and the 10
implications of these steps for securing legitimate and/or counterfeit certificates of origin. s |
Demands and threats are already being issued, well before the scheduled 2026 review of the
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USMCA. The most recent justification for tariffs is linked to immigration and drug enforcement. This
2018 2019 2020 2021 2022 2023

highlights a risk that legal clauses reserved for national security challenges will be invoked within Vehicle imports Parts imports

trade disputes. It may also hint at what's ahead, as various clauses within the USMCA—cracking Sources: Scotiabank Economics, Office of the US Trade

down on certificates of origin, calling for higher Labour Value Content requirements, removing the Representative.

Global Economics 2


https://ustr.gov/sites/default/files/2022%20USMCA%20Autos%20Report%20to%20Congress.pdf
https://www150.statcan.gc.ca/t1/tbl1/en/tv.action?pid=1210017301
https://www.cbc.ca/news/world/trump-tariffs-25-canada-mexico-1.7393160

Scotiabank.

INSIGHTS & VIEWS

ability for Chinese-owned components to count towards Regional Content Value rules, etc.—could
be leveraged to force concessions on both trade and non-trade related concerns.

An important caveat is that regardless of how negotiations end up, the automotive sector may not
fully avoid tariffs. A significant number of Canadian and Mexican automotive producers are already
paying tariffs in lieu of meeting rules of origin requirements specified under the USMCA (chart 5). This
figure may continue to grow in time, particularly as electric vehicle deployments increase, given their
current need to source refined minerals and battery components from other countries.

Beyond tariffs, threats to repeal regulations and incentives also throw the pace of electrification
into question, adding additional uncertainties. Campaign threats to repeal “EV mandates” will likely
result in changes to federal fuel efficiency regulations for automotive manufacturers. Under the
Biden administration, standards were made stringent enough that compliance would have
necessitated selling a large volume of electric or plug-in hybrid vehicles. If current schedules hold, this
weakening of standards will likely take effect in 2027. Efforts may also be made to revoke a waiver
permitting California to set its own vehicle emissions standards, which would further change
regulatory standards for a market representing 12% of new light-duty vehicle sales in the US.
Repealing the Inflation Reduction Act, a federal incentive package to subsidize clean energy and

climate solutions, would likely also see the removal of federal EV subsidies to free up more funding
for tax cuts (chart 6). These subsidies spurred over US $34 bn in EV manufacturing to bolster supply
and led to US$87 bn in household and commercial spending for zero-emissions vehicles in 2023
(chart 7). Their repeal could create headwinds for both producers and consumers of low/zero
emissions vehicles. Repeals and revocations will fuel uncertainty during a period where the trajectory
of vehicle electrification is still heavily influenced by policy supports. Beyond the climate impacts, it
could have effects on investment flows in the coming years. EV production accounted for almost one
quarter of total US automotive manufacturing in 2023 (chart 8).

A pullback in America’s climate ambitions could also impact Canada’s path forward, given a
fondness for alignment. Canada has historically aligned its fuel efficiency standards with the US and
has publicly noted it will align with whichever fuel efficiency standards are most stringent (federal or
state) moving forward. Uncertainty over both could lead to revisions in current plans. Additionally,
shifts in American industrial policy could also have domestic effects in other countries. Canadian
supports for EV manufacturing have been positioned as a response to US largesse, putting into
question the rationale for maintaining major spending into climate and clean energy manufacturing
capacity moving forward.

BRAKING ON A STRAIGHTAWAY

The biggest risk imposed on North American producers is that they could fall behind global
competitors. Since 2015, the continent’s share of global vehicle exports has declined by 2%, while
Asia-Pacific’s share has grown by nearly 7%. China’s rise to being the largest global exporter by
number of vehicles, driven by the country’s expansive domestic supply chains, technology
advantages, and growing global demand for Chinese vehicles, has played a key role in this. As other
countries respond to Chinese vehicle production through a blend of tariffs and incentives for
domestic production, supporting competitiveness for North American producers will remain critical.
This will be more challenging if producers in all three countries pay higher tariffs, Mexico draws closer
with China, and electrification investments are delayed due to policy shifts and tariff threats.

Turbulence is unlikely to make the plane go faster. “Uncertainty” may well be the theme of 2025,
and the continent’s automotive sector is ending this year with plenty of it. Opportunities for greater
competitiveness and investment are abundant in all three countries, but they may not be realized if
trade wars are pursued. Continued growth for North American producers is possible, and should
remain the goal of all parties. Deeper, more integrated and forward-looking trade discussions can
play a role in that, as well as in reducing supply chain risk, but only if leaders aiming to support the
sector spend their time focused on growing the pie instead of obsessing over how to divide it. This
will likely take concessions from all parties.
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CBO estimastes seen above are notably lower than third
party sources.

Sources: Scotiabank Economics, Congressional Budget
Office.

Chart7

US Actual Investment for
18 r Manufacturing Low-Emissions
16 | Automotive Technologies I

14 _US$ bn

12 r
M Zero Emission Vehicles
10 . )
Fueling Equipment
8 Critical Minerals

M Batteri
6 atteries
4 +

I
!
- I
I
2 r ||IIIIIII‘
0 ;Iia==liIIII||||II|II ,

2018 2019 2020 2021 2022 2023 2024
Sources: Scotiabank Economics, Clean Investment
Monitor.

Chart8

Share of North American Light Vehicle
Production by Engine Type, 2023

7.2%
2.4% -

= Internal Combustion

13.5%

Hybrid Electric
= Plug-in Hybrid

= Battery Electric

76.9%

Sources: Scotiabank Economics, Federal
Reserve Bank of Chicago, S&P Global Mobility.

Global Economics


https://www.govinfo.gov/content/pkg/FR-2024-04-18/pdf/2024-06214.pdf
https://ww2.arb.ca.gov/our-work/programs/advanced-clean-cars-program
https://ww2.arb.ca.gov/our-work/programs/advanced-clean-cars-program/states-have-adopted-californias-vehicle-regulations
https://www.whitehouse.gov/cleanenergy/inflation-reduction-act-guidebook/
https://www.cleaninvestmentmonitor.org/database
https://www.iea.org/articles/fuel-economy-in-canada
https://www.reuters.com/markets/commodities/china-bans-exports-gallium-germanium-antimony-us-2024-12-03/

Scotiabank. INSIGHTS & VIEWS

December 10, 2024

This report has been prepared by Scotiabank Economics as a resource for the clients of Scotiabank. Opinions, estimates and projections contained herein are our own as of the date hereof and are subject
to change without notice. The information and opinions contained herein have been compiled or arrived at from sources believed reliable but no representation or warranty, express or implied, is made as
to their accuracy or completeness. Neither Scotiabank nor any of its officers, directors, partners, employees or affiliates accepts any liability whatsoever for any direct or consequential loss arising from
any use of this report or its contents.

These reports are provided to you for informational purposes only. This report is not, and is not constructed as, an offer to sell or solicitation of any offer to buy any financial instrument, nor shall this
report be construed as an opinion as to whether you should enter into any swap or trading strategy involving a swap or any other transaction. The information contained in this report is not intended to
be, and does not constitute, a recommendation of a swap or trading strategy involving a swap within the meaning of U.S. Commodity Futures Trading Commission Regulation 23.434 and Appendix A
thereto. This material is not intended to be individually tailored to your needs or characteristics and should not be viewed as a “call to action” or suggestion that you enter into a swap or trading strategy
involving a swap or any other transaction. Scotiabank may engage in transactions in a manner inconsistent with the views discussed this report and may have positions, or be in the process of acquiring or
disposing of positions, referred to in this report.

Scotiabank, its affiliates and any of their respective officers, directors and employees may from time to time take positions in currencies, act as managers, co-managers or underwriters of a public offering
oract as principals or agents, deal in, own or act as market makers or advisors, brokers or commercial and/or investment bankers in relation to securities or related derivatives. As a result of these actions,
Scotiabank may receive remuneration. All Scotiabank products and services are subject to the terms of applicable agreements and local regulations. Officers, directors and employees of Scotiabank and
its affiliates may serve as directors of corporations.

Any securities discussed in this report may not be suitable for all investors. Scotiabank recommends that investors independently evaluate any issuer and security discussed in this report, and consult
with any advisors they deem necessary prior to making any investment.

This report and all information, opinions and conclusions contained in it are protected by copyright. This information may not be reproduced without the prior express written consent of Scotiabank.
™ Trademark of The Bank of Nova Scotia. Used under license, where applicable.

Scotiabank, together with “Global Banking and Markets”, is a marketing name for the global corporate and investment banking and capital markets businesses of The Bank of Nova Scotia and certain of its
affiliates in the countries where they operate, including; Scotiabank Europe plc; Scotiabank (Ireland) Designated Activity Company; Scotiabank Inverlat S.A., Institucion de Banca Multiple, Grupo
Financiero Scotiabank Inverlat, Scotia Inverlat Casa de Bolsa, S.A. de C.V., Grupo Financiero Scotiabank Inverlat, Scotia Inverlat Derivados S.A. de C.V. - all members of the Scotiabank group and
authorized users of the Scotiabank mark. The Bank of Nova Scotia is incorporated in Canada with limited liability and is authorised and regulated by the Office of the Superintendent of Financial
Institutions Canada. The Bank of Nova Scotia is authorized by the UK Prudential Regulation Authority and is subject to regulation by the UK Financial Conduct Authority and limited regulation by the UK
Prudential Regulation Authority. Details about the extent of The Bank of Nova Scotia's regulation by the UK Prudential Regulation Authority are available from us on request. Scotiabank Europe plc is
authorized by the UK Prudential Regulation Authority and regulated by the UK Financial Conduct Authority and the UK Prudential Regulation Authority.

Scotiabank Inverlat, S.A., Scotia Inverlat Casa de Bolsa, S.A. de C.V, Grupo Financiero Scotiabank Inverlat, and Scotia Inverlat Derivados, S.A. de C.V., are each authorized and regulated by the Mexican
financial authorities.

Not all products and services are offered in all jurisdictions. Services described are available in jurisdictions where permitted by law.

Global Economics 4



