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ABSTRACT

This paper examined the impact of the United States – Morocco Free Trade Agreement on the stock returns in Morocco.  The Free Trade Area was officially signed on June 15th 2004. It was implemented on January 1st 2006. The existing literature shows a positive impact of free trade agreement on stock returns. The study used an OLS regression on the Casablanca Stock Exchange returns and the daily data was pulled from DataStream. The data selected is the daily index prices of the MASI Index in the Casablanca Stock Exchange. Empirical findings have shown that the US-Morocco FTA signature and implementation had a positive impact on the stock returns in Morocco. The Casablanca Stock Exchange lists 75 companies, classified within 19 industries.
JEL: F13, F15, F36
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INTRODUCTION
This paper examined the impact of the United States-Morocco Free Trade Agreement (FTA) on the stock returns in Morocco. The two Nations signed the agreement on June 15th, 2004. Subsequently in January 1st, 2006, the agreement was implemented and eliminated most duties and commercial barriers to bilateral trade in goods and services between the two countries as well as strengthening bilateral ties ranging (political, economic and social ones). The agreement reinforced Morocco’s position as a moderate Arab state (Boujir & Lahrech, 2008).  Morocco is an emerging market that imported $837.9 million worth of goods in 2006, including corn, soybeans, sugar, tobacco, and wheat from the United States (Census Bureau). The total exports of Morocco to the United States reached an amount of $521.4 million in the same year and are essentially Fertilizers Salt, Sulfur, Earth and Stone, Electrical Machinery, Woven Apparel and Prepared Meat and Fish. As far as the importance of the signed FTA on the future economic perspectives of Morocco, this paper aims to study the impact of the United States-Morocco agreement on the stock returns of Casablanca stock market by applying a standard event methodology. 
The Table 1 shows the countries that signed and or implemented FTA with Morocco during the period of 2003 to 2005. The Morocco kingdom has actively signed several FTAs in 2003, 2004 and 2005. The target markets were North America, Europe and Arab countries. During the period 2003 to 2005, no free trade agreement was signed with African Sub-Sahara countries.  Morocco as of today (2017) has signed FTAs with 55 different countries from Europe, Asian, America and Africa continents and preferential trade agreements with 23 countries.
Table 1:  Free Trade Agreements signed by Morocco Kingdom during the period 2003-2005
	Countries                                       Signature Date             Implementation date

	United Arab Emirates                       June 25th 2001                 July 9th 2003

Turkey                                              April 7th 2004                  January 1st 2006
USA                                                 June 15th 2004                  January 1st 2006
AGADIR Countries                         February 25th 2004           March 27th 2007

	Source: Morocco Ministry of  Foreign Trade


This table shows the signature dates and implementation dates of FTAs signed by Morocco. The AGADIR group includes Morocco, Tunisia, Egypt, Jordan and United Arab Emirates
The United States-Morocco Free Trade Agreement entered into force on January 1st, 2006, eliminating duties on more than 95 percent of all goods and services. In addition to key U.S. export sectors gaining immediate duty-free access to the Moroccan market. The Agreement includes commitments by Morocco for increased regulatory transparency and the protection of intellectual property rights. The Figure 1 (below) shows the US Trade with Morocco (monthly data) during the period January 2005 to December 2006:

Figure 1: US Trade in Goods with Morocco (in millions of US Dollars)
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Source: The Census Bureau.

Figure 1 shows that in total the USA exported $837.9 million and imported $521.4 million worth of goods in 2006 from Morocco.  In comparison, the USA exported $480.8 million and imported $445.8 million worth of goods in 2005 from Morocco. In essence, Morocco has increased its exports to the USA by 17% in 2006, the year of the US-Morocco FTA implementation. 
Succinctly, our ex ante hypothesis was that the Morocco stock exchange index will react positively to the FTA. This was also consistent with the existing literature on FTAs and stock returns. Generally, FTAs generates a positive reaction in the stock market. Morocco exports (to the USA) are Fertilizers Salt, Sulfur, Earth and Stone, Electrical Machinery, Woven Apparel and Prepared Meat and Fish.
The Casablanca Stock Exchange (CSE) is composed of two many types of stock market indices:
· The index MASI: Morocco All Shares Index which comprises all listed shares and allows to follow up all listed values and to have a long-term visibility
· The index MADEX: Moroccan Most Active Shares Index with top sixty two highly liquid stocks and sixteen individual stocks all known to be family business companies (Lahmiri, 2017).

The CSE lists 75 companies in total as of today (2017). These companies can be classified in 19 industries such as Banking, Mining, Oil, Real Estate, Pharmaceutical and others (www.casablanca-bourse.com).
The Table2 (below) shows the market indicators of the Casablanca Stock Exchange during the years 2004, 2005 and 2006. At the end of 2005, the stock-market’s capitalization reached MAD 252.3 billion, an increase of 22% compared to the previous year. For the year ended December 31st 2006, the stock market’s capitalization reached MAD 417.1 billion, an increase of 65.30% compared to 2005. This was largely attributable to the high number of public offerings.

Table2: Market indicators of the Casablanca Stock Exchange

	Indicators
	Year 2004
	Year 2005
	Year 2006

	Value Traded Equities (Millions MAD)

Value Traded Fixed Income (Millions MAD)

Tender Offers  (Millions MAD)

New Listings (Millions MAD)

Transfers (Millions MAD)

Average Value Traded (Millions MAD)

End of Year Market Capitalization (Billions MAD)
	15,208,558,785
1,035,520,836
10,759,876,176
25,233,913,076
58,689,731
140,030,643
206.5
	37,517,977,496.16

760,196,690.48

43,694,284,344.28

4,359,685,200.00

63,521,237.12

144,115,922

252.3
	117,385,295,480.06

1,299,463,390.58

10,347,509,488.00

13,055,502,400.00

201,406,913.80

160,444,620

417.1

	
	
	
	


This table shows the market indicators of the Casablanca Stock Exchange. The Market Capitalization is the number of listed shares multiplied by the Market Price at End of Year. The Casablanca Stock Exchange had a total market capitalization of 206.5 billion MAD at end of the year 2004. It grew to 252.3 Billion MAD at the end of year 2005 and 417.1 Billion at end of the year 2006.  This historical data was pulled from the website www.casablanca-bourse.com.
The motivation of this paper was to examine whether the USA-Morocco free trade agreement had a positive or negative impact on the stock returns in Morocco. This study is a contribution to the literature on Empirical Asset Pricing and International Finance. The results of the study may be used by policymakers, financial professionals, investors and academicians. The rest of this paper is as follows: Section 2 reviews the literature on the topics of this paper. Section 3 describes the data and methodology used in the study.
2. Literature Review
The CSE, third oldest stock exchange in Africa, was established in 1929.  After some inactive periods, the exchange has been undergoing a series of reforms including a new legal framework, reduction of commission rates, introduction of an electronic trading system, and the establishment of a (paperless) central securities depository since 1993 (Jefferis & Smith, 2005). The CSE`s deregulation and privatization have boosted the market in recent years after a long inactive period. Although there are no restrictions on foreign ownership, foreign participation in the market is low. This is partly a result of exchange control restrictions on domestic investors who have few domestic or foreign investment alternatives to the stock exchange. The CSE has been included in the International Finance Corporation Investible (IFCI) Index in February 1997, and this is likely to boost foreign participation in the market (Smith & al., 2002).

The implementation of the above regulatory and technological reforms allowed the CSE to quadruple in size during the recent years (Farooq & al., 2012). However, the corporate governance mechanisms have remained ineffective. Belkahia (2005) mentioned that Moroccan firms do not disclose information properly. He asserted that there is no information for investors about the voting rights and that the key executives do not disclose any information regarding their interests in any trades or matters affecting the firms (Farooq & al., 2012). Apart from those observations, the CSE is one of the best performers in Middle East and North Africa region.
CSE has an electronic trading system and comprises a centralized order-driven market and an over-the-counter block-trade market. A 10 per cent tax on dividends applies, and the tax on capital gains is 0 per cent for legal entities and 15 per cent for individual investors. In addition, shareholders breaching the 5, 10, 20, 33.33, 50 or 66.66 per cent thresholds of ownership of a listed company must notify the company, the Council for the Code of Ethics in Securities Markets and the CSE and specify their intentions. The Association Professionnelle des Sociètés de Bourse formulates the terms and procedures for trading and the Conseil Déontologique des Valeurs Mobilières (CDVM) performs a monitoring function. It also manages a guarantee fund aimed at compensating customers of brokerage firms in liquidation (Lagoarde‐Segot, & Lucey, 2009).
Event studies are popular methods used to assess the welfare effects of economic policy decisions. The stock market reactions vis-à-vis to the announcement of policy decisions are manly the source of better information about the welfare effects of these decisions (Beigi & Budzinski 2013).  Out of that, event study  methodology was introduced  since 1930's  (e.g. Dolley 1933, Myers and Bakay 1948,Baker 1956, 1957, 1958, Ashley 1962, Ball and Brown 1968), Brown and Warner (1980),and Fama, Fisher, Jensen, and Roll (1969) are considered the papers that introduced the event study methodology as it is in use today. One of the first published event studies was James Dolley (1933). The main purpose of an event study is to assess the extent to which security price performance around the time of an event is abnormal, i.e. the extent to which security returns are different from those given by the model determining equilibrium expected returns (Mackinlay, 1997). Mackinlay (1997) argues that the event studies use ﬁnancial information to measure the impact that speciﬁc circumstances and events have on the market value of a ﬁrm’s equity securities. 
However, to conduct a better empirical analysis of stock market prices or evaluate the welfare effects of regulatory reforms, the event study is an appropriate method to be used (Beigi & Budzinski 2013).


The standard event study methodology was developed by Fama & al. (1969) and involves using a stock’s sensitivity to variations in a well diversiﬁed market index to segregate the stock’s periodic return into expected and unexpected components. Event studies were extensively employed in accounting and finance. In a nutshell, event studies quantitatively estimate the inﬂuence of speciﬁed “events” (often announcements distributed via media regarding, for instance, business and company news, merger announcements, economic policy decisions, regulatory changes, strategic business decisions, enactment of major legislation, etc.) on the prices of securities, stocks and bonds listed and traded on stock exchanges (Corrado, 2011; McWilliams & Siegel,1997).


While there is no unique process, there is a general flow of analysis of event study (MacKinlay, 1997) as presented in ladders in this section. At the outset, the event studies is conducted by defining the event of interest and identify the period over which the security prices of the firms involved in this event will be examined the heat window. For example, if one is looking at the information content of an earnings announcement with daily data, the event will be the earnings announcement and the event window might be the one day of the announcement.  In practice, two days are frequently the expanded term of the event window, normally the day of the announcement and the day after the announcement. This is done to capture the price effects of announcements which occur after the stock market doses on the announcement day. The period prior to or after the event may also be of interest and included separately in the analysis. For example, in the earnings-announcement case, the market may acquire information about the earnings prior to the actual announcement and one can investigate this possibility by examining pre-event returns.

Fundamentally the next step is to determine the selection criteria for the inclusion of a given firm in the study. The criteria may involve restrictions imposed by data availability such as listing on the NYSE or AMEX or may involve restrictions such as membership in a specific industry. At this stage it is useful to summarize some characteristics of the data sample (e.g., firm market capitalization, industry representation, distribution of events through time) and note any potential biases which may have been introduced through the sample selection. The following step is the appraisal of the event's impact which requires a measure of the abnormal return. The abnormal return is the actual ex post return of the security over the event window minus the normal return of the firm over the event window. The normal return is defined as the expected return without conditioning on the event taking place. For firm i and event date t the abnormal return is:

ARit = Rit – E(Rit | Xt)
Where ARit, Rit  and E(Rit | Xt)  are the abnormal, actual and normal returns respectively for time t. xt  is the conditioning information for the normal return model. There are two common choices for modeling the normal return, the constant mean return model where xt is the market return. 
The constant mean return model, as the name implies, assumes that the mean return of a given security is constant through time. The market model assumes a stable linear relation between the market return and the security return. Moreover the selection of normal performance, the estimation procedure requires selected normal performance model where, the parameters of the model must be estimated using a subset of the data known as the estimation window. The most common choice, when feasible, is using the period prior to the event window for the estimation window. For example, in an event study using daily data and the market model, the market model parameters could be estimated over the 120 days prior to the event. Generally the event period itself is not included in the estimation period to prevent the event from influencing the normal performance model parameter estimates. In addition, the parameter estimates for the normal performance model, requires testing procedure, then the abnormal returns can be calculated. Next, comes to design the testing framework for the abnormal returns. Important considerations are defining the null hypothesis and determining the techniques for aggregating the abnormal returns of individual firms. Given the testing procedure, the presentation of the empirical results follows the formulation of the econometric design. In addition to presenting the basic empirical results, the presentation of diagnostics can be fruitful. Occasionally, especially in studies with a limited number of event observations, the empirical results can be heavily influenced by one or two firms. Knowledge of this is important for gauging the importance of the results. On top of that, comes to interpret and conclude empirical result. Ideally the empirical results will lead to insights relating to understanding the sources and causes of the effects (or lack of effects) of the event under study. Additional analysis may be included to distinguish between competing explanations. Concluding comments complete the study.

Several studies have reviewed the relationship between FTAs and stock returns:

Qian and Diaz (2017) study revealed a long-run volatility relationship between India and Malaysia due to signed comprehensive economic cooperation agreement, long-term volatility relationship of Malaysia’s Kuala Lumpur Stock Exchange Index’s volatility with the UK’s FTSE 100, Germany’s DAX and France’s CAC 40 as a result of a long-term free trade agreement signed between Malaysia and the European countries. Moreover, Rahman and al., 2008 study presented partial restrictions on trading, which could enhance the trading relationship in the long term after implantation of the Economic Partnership Agreement between Japan and Malaysia signed in 2006. Then, Li and Gules (2013) study established a strong volatility linkage between the Malaysian and Japanese stock markets due to the signed Economic Partnership Agreement between both countries in 2006. As for Khandekar (2013) explained that the FTAs signed in 2010 between Malaysia and European countries have largely contributed to strengthening a strong trading relationships between these economies, which is consistent with the findings of Melvin and Peiers (2003) research on volatility spillovers from Europe (i.e., UK, Germany and France) to Asian countries. Darrat and Zhong (2005), Aggrawal and Kyaw (2005) and Gilmore and McManus (2004) studies showed that stock markets have a long-term relation in the post-NAFTA period, although not before. Besides, Ewing and al. (1999) investigates volatility spillover between the markets in Ewing, Payne, and Sowell (2001) and report spillover from the US to both Canada and Mexico after NAFTA signed in 1994.
Concisely, these studies conclude that a fundamental convergence has taken place between the North American equity markets, as a result of NAFTA (Ciner 2006). The presence of common volatility among the NAFTA markets has implications for asset pricing and optimal portfolio allocation decisions. It's also possible that, presence of common volatility would indicate a common reaction of market participants to economic and financial news, generating comovement in volatilities. This would be consistent with the notion that financial integration has been achieved under NAFTA (Ciner 2006). Heaney and Hooper’s (1999) study established that financial market connection is possible through economic trade agreements. Looking at the Asia-Pacific Economic Cooperation (APEC), the authors argued that current and future cash flows generated by companies within might become highly correlated as a result of the agreement, and that market returns might be partially explained by regional returns. In line with this, Hooy and Goh (2010) also mentioned that these correlations are possible, because provisions of trade agreements such as the North American Free Trade Agreement (NAFTA) and the ASEAN (Association of Southeast Asian Nation) Free Trade Agreement (AFTA) call for lowered and removed barriers to equity transactions such as payments of dividends, interest and capital gains among members. Rose & Moser (2011) study customary recently two findings seem clear from stock-market reactions vis-à-vis to the regional trade agreement (RTA):  First, countries that already trade a lot with each other show positive stock-market returns around RTA news dates. This is consistent with idea that trading partners should be ‘natural’; otherwise, a RTA might divert trade and reduce welfare.  Second, poor countries tend to profit from RTAs. This finding is somehow surprising: some observers fear that small and poor countries lack the necessary negotiating power to handle economically powerful partners. Obviously, the counterfactual trade agreement cannot be observed. But the empirical results suggest that poor countries reap at least parts of the free trade cake when they act on their own.
The announcement of Regional Free Trade Agreements (RFTA), Merger control decisions and International Monetary Fund supported recovery programs are three recent examples from the literature serve to illustrate the link between the proﬁtability expectations of stock market traders and the expected economic effects of policy programs or regulatory decisions (Beigi & Budzinski 2013). Especially, If the announcement of RFTA causes an abnormal increase in stock prices (i.e. traders expect companies’ proﬁts to increase), this is interpreted as an indication that the agreement will lead to more trade and therefore according to standard trade theory, to an increase in welfare. However, if the abnormal returns are negative, the interpretation is that the country in question possibly will not beneﬁt from the RFTA, possibly because the negotiated trade conditions for the country are disadvantageous. Thus, abnormal stock market returns are employed as a referee in order to judge whether an announced RFTA is welfare-increasing (good policy decision) or welfare decreasing (bad policy decision). Since stock markets react not only to ﬁnal RFTA announcements but also to leaked information about the conditions of the RFTA and the probability of an agreement, the referee service provided by stock market reactions could actually be used during the negotiation process already to inform politicians of the effects of their potential decisions (Rose & Moser, 2011 ; Moser & Rose, 2014).

On the other side, positive returns from FTA announcement could indeed be caused by welfare-increasing liberalization gains and the trade advantages of the agreement. However, positive returns could also result if a trade agreement included less liberalization than hitherto expected and preserved anticompetitive rents.  If an RFTA protects the anticompetitive rents of big stock market companies (or creates even more protectionism) in the shadow of an ostensible (politically labelled) “liberalisation” agreement, then abnormal returns merely signal the maintenance (or creation) of supra-competitive proﬁts. The announcement-speciﬁc reaction may be due to (i) prior expectations that these anticompetitive rents would be eroded by the free trade agreement or (ii) the unexpected inclusion of new protectionism measures. This effect would be especially strong if the gains from freer trade predominantly beneﬁt smaller and/or non-stock market companies and thus are neglected or under-proportionally reﬂected in stock market reactions (Beigi & Budzinski 2013). It is tempting to hire the stock market as a “neutral” referee for assessing economic policy decisions. One reason is certainly the desire for an external, unbiased and neutral evaluator who is not subject to party interests or career concerns. Another reason is related to feasibility bias: the data availability for event studies is often much better than for other evaluation methods, thus facilitating the production of this type of academic study (Budzinski, 2013).

DATA AND METHODOLOGY
This study used a standard event methodology in examining the impact of the US Morocco free trade area on the MASI Index in the Casablanca Stock Exchange.

Figure 2: Event window used in the Study (90 days)
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This figure shows the Event Window and covers a total of 90 days. The Pre-event window starts 45 days before E and ends on the Event day E. The Post-Event window (45 days) starts on the Event day E and ends 45 days after E.

There were two events in our study:

Event 1: June 15th 2004: Signature of the USA-Morocco FTA

Event 2: January 1st 2006: Implementation of the USA-Morocco FTA

The MASI index tracks the performance of all companies listed in the Casablanca Stock Exchange. The MASI data was obtained from DataStream terminal (University of San Diego) and from the website www.investing.com.  The Figure 2 (below) shows the MASI data in the Event 1 window:
Figure 2: MASI data – Event 1 window
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From Figure 2, we notice that the MASI index was on a downhill pattern around June 15th 2004. Specifically, the MASI index lost about 0.2% between June 5th 2004 and June 22nd 2004.
The Figure 3 (below) shows the MASI data in the Event 2 window:

Figure 3: MASI data – Event 2 window
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From Figure 3, we notice that the MASI index steadily went up in the first months of the year 2006. From December 25th 2005 until May 2nd 2006, the MASI index went up by approximately 2%.
The Table3 (below) shows the summary statistics of the data. There are 195 observations and the different statistics were calculated using the Excel program. The skewness measures the asymmetry of the series` distribution around its mean.  A negative skewness shows that the series is skewed to the left. The kurtosis measures the peakedness of the distribution of the series.
Table 3: Summary Statistics

	
	MASI index
	
	

	
	
	
	

	Observations
	195
	
	

	Mean
	0.007
	
	

	Median
	0.0004
	
	

	Standard Deviation
	0.0350
	
	

	Skewness

Kurtosis

	-0.7001
1.652
	
	

	
	
	
	


This table 4 shows Summary Statistics used in the study. There are 195 observations used.  The skewness measures the asymmetry of the series` distribution around its mean. A negative skewness shows that the series is skewed to the left. The kurtosis measures the peakedness of the distribution of the series.

The daily return will be calculated as:
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                                                      (1)
Where Rt is the return of the MASI index on day t; Pt is the price of the MASI index on day t; Pt-1 is the price of the index on day t-1.

An ordinary least square (OLS) model will be used. The OLS model was as follows:
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                                                                     (2)
Where Rt is the return of the index on day t and εt is an error term. The Dummy variable Dt shows how the MASI index changes as a result of the event. This Dummy variable was named “US-Morocco FTA effect”.  The “US-Morocco FTA effect” is equal to 0 when there is no FTA event. The “US-Morocco FTA effect” is equal to 1 when there is an FTA event. In Equation (2), Rt is the return on stock on day t. The dummy variable D allows to shift in the period following the announcement as the market's policy expectations change. Excess returns over the event period will be estimated.  While the noncontemporaneous covariance between the error terms are assumed to be zero, the contemporaneous covariance between the Error term within the equation system can be nonzero. T-tests will be calculated in assessing the statistical significance of the impact of the US-Morocco FTA on the Casablanca Stock Exchange returns.

RESULTS
The daily data was used in performing a regression analysis. The two events were on June 15th 2004 and January 1st 2006. The regression analysis estimated the variables of the equation: 
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. The dummy variable takes the value of 0 on non-event days and the value of 1 on the event. The results are presented in two tables. Table4 shows the results of the first event. 
Table5 shows the results of the second event. The second column represents the different coefficients (Dummy Coefficient and α Coefficient). The third column represents the coefficient values.  The last column shows the T-Test.
Table 4: Regression Results on USA-Morocco FTA Signature (June 15th 2004)

	Event                           Coefficient
	Coefficient Value
	T-Test

	
	
	

	June 15th 2004             Dummy
Α
	0.0462
0.0200

	1.2900*
0.6812

	
	
	

	
	
	

	
	
	


This table shows the regression estimates of the equation: [image: image12.png]Rt =a+bDt+=t



. The dummy variable takes the value of 0 in non-event days and the value of 1 on the event. The second column represents the different coefficients (Dummy and α). The third column represents the coefficient values.  The last column represents the T-Test.* indicates the significance at 5% level.
Table 5: Regression Results on USA-Morocco FTA Implementation (January 1st 2006)

	Event                           Coefficient
	Coefficient Value
	T-Test

	
	
	

	January 1st 2006             Dummy
Α
	0.0241
0.1900

	0.0161
1.1364*

	
	
	

	
	
	

	
	
	


This table shows the regression estimates of the equation: [image: image14.png]Rt =a+bDt+=t



. The dummy variable takes the value of 0 in non-event days and the value of 1 on the event. The second column represents the different coefficients (Dummy and α). The third column represents the coefficient values.  The last column represents the T-Test.* indicates the significance at 5% level.
From the results, it was noted that the US-Morocco FTA had a positive impact on the stock returns in the Casablanca Stock Exchange. Consistent with the existing literature, Moroccan stocks reacted positively to both signature and implementation of the FTA. The results suggest that investors anticipated an increase in trade with the US, which in turn would enhance economic growth and welfare.
CONCLUSION
The purpose of the study was to examine the impact of the US Morocco free trade agreement on the stock returns in Casablanca Stock Exchange. The United States-Morocco Free Trade Agreement entered into force on January 1, 2006, eliminating duties on more than 95 percent of all goods and services. This study is a contribution to the available literature of Empirical Asset Pricing and International Finance. The study used an OLS regression and the daily data was pulled from DataStream. The results showed that the US-Morocco FTA signature and implementation had a positive impact on the stock returns in Morocco. The Casablanca Stock Exchange lists 75 companies, classified within 19 industries. Future studies may focus on the impact of the US-Morocco FTA at the industry level. Albeit this study noted the increase of US-Morocco trade in the year 2006, it did not look into Trade Diversion after the FTA implementation. Trade diversion occurs when tariff agreements cause imports to shift from low cost countries to higher cost countries. Trade diversion may occur when a country joins a free trade area with a common external tariff.  Future studies may look into possible Trade Diversion after the US Morocco FTA implementation.
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