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Introduction

In 1990, Mexican President Carlos Salinas de Gortari
and US President George H.W. Bush announced their
intention to sign a free trade agreement (FTA)
between their two countries. After the government of
Canada joined this effort a year later, the three coun-
tries began negotiations to establish what was then
called the largest free trade area in the world. The
mere announcement of this effort, which led to the
formation of the North American Free Trade
Agreement (NAFTA) in 1994, immediately sparked a
series of debates along multiple dimensions. In
Mexico and the United States, the domestic discus-
sion focused on the economic impact of engaging in
an FTA with a highly asymmetrical partner that could
either destroy domestic industries due to its techno-
logical superiority (as was expected in Mexico) or gen-
erate massive job losses in response to lower wages
across the border (as was expected in the United
States). Of course, proponents of NAFTA dismissed
these fears and instead emphasized the benefits of free
trade in terms of efficiency, productivity and greater
variety of products for consumers.!

At a more general level, the announcement of the cre-
ation of NAFTA also generated a heated debate
about regionalism versus multilateralism in trade
negotiations, since it was seen as a step forward in the
creation of a large trading bloc that could affect nego-
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tiations leading towards full multilateral trade liberal-
ization. From a slightly different perspective, NAFTA
was seen as a geopolitical move that was a natural US
response to European integration efforts, and
although it was probably not going to have a pro-
found impact on the US economy, it could have one
on the Mexican. NAFTA was also seen by many as a
radical departure from the protectionist policies tradi-
tionally followed by Mexican policy makers that
could eventually lead to closing the historical devel-
opment gap between Mexico and its northern neigh-
bors. For that reason, NAFTA generated huge expec-
tations among analysts interested in understanding
the economic impact of an FTA between highly
asymmetrical partners.

In this paper, we analyze the expectations and the
realities about the economic impact of NAFTA on
Mexico in terms of economic convergence, trade,
investment, employment, wages, and income distrib-
ution. We show that NAFTA has basically failed to
fulfill the promise of closing the Mexico-US devel-
opment gap, and we argue that this was due in part
to the lack of deeper forms of regional integration or
cooperation between Mexico and the United States.
We also explore other factors that could explain this
negative outcome, and we briefly discuss the oppor-
tunities for both Mexico and the United States to
mutually benefit from a further economic integra-
tion process.

NAFTA expectations and realities

The Mexican government had pinned its hopes on
NAFTA not merely to boost exports to the US and
Canadian markets, but also to attract large amounts
of foreign direct investment (FDI), create a significant
number of new industrial jobs, and give the Mexican
economy the growth stimulus it had been lacking
since the tepid recovery from the debt crisis of the
1980s (Lustig 1998). President Salinas famously pre-
dicted that NAFTA would permit Mexico to ‘export
goods, not people’ and to join the ranks of ‘first-
world’ nations. NAFTAs critics in the United States
predicted that it would cause a massive relocation of

CESifo Forum 4/2010




CESifo Forum 4/2010

US industries and jobs to Mexico, while fostering
greater inequality in both societies by creating a ‘race
to the bottom’ in social and labor standards. NAFTA
supporters in turn promised that the agreement would
stimulate US employment via trade surpluses with a
growing Mexican market. Paradoxically, NAFTA’s
original supporters and opponents seemed to agree
that, whatever else it would do, this agreement would
give a major impetus to Mexico’s industrial develop-
ment and job creation.

Of course, NAFTA did not go into effect in a vacu-
um, and it is perilously difficult to disentangle
exactly what were the effects of this trade agreement
relative to other factors in the post-1994 evolution
of the two economies. NAFTA built upon the base
of the much larger tariff reductions and more far-
reaching market-opening measures that Mexico had
already adopted unilaterally after it joined the
General Agreement on Tariffs and Trade (GATT) in
1986, so not all of the effects of trade liberalization
can be attributed to NAFTA.2 In addition, macro-
economic factors such as financial crises, exchange
rates, oil prices, and business cycles were important
determinants of what actually occurred.3 Sub-
sequent trade agreements, both multilateral (the for-
mation of the World Trade Organization) and pref-
erential (the many other FTAs entered into sepa-
rately by Mexico and the United States), reduced
the significance of the tariff preferences contained
in NAFTA. China’s emergence as a global econom-
ic power and the rapid increase in its share of North
American markets have also had an enormous
impact on the region.

The fact that NAFTA was never supplemented by
deeper forms of regional integration, social policies,
or economic cooperation probably limited the bene-
fits and exacerbated the costs (Pastor 2001; Studer
and Wise 2007). Domestic policies in both nations
mattered, as did underlying geographic and demo-
graphic realities. US efforts to stem unauthorized
immigration, coupled with post-September 11 securi-
ty measures, have made the border tougher, not easi-
er, to cross, even for legal goods and services. As a
result of all these factors, it is safer to analyze what
happened after NAFTA than what happened because

2 Furthermore, NAFTA contained many provisions that went
beyond trade liberalization, such as guarantees of property rights for
foreign investors, and was also intended to lock-in Mexico’s previous
market reforms. In this sense, NAFTA may have had consequences
beyond the direct effects of the reductions in trade barriers it con-
tained.

3 For an analysis of the impact of these macroeconomic factors on
Mexico, see Blecker (2009).

of NAFTA, but we will try to draw some inferences
about causality where the evidence permits.

In fact, the trajectories of the US and Mexican
economies after NAFTA bear little resemblance to
any of the more exaggerated forecasts on either side.
NAFTA did not solve Mexico’s employment prob-
lems, raise its average real wages, or reduce migration
flows, and it seems to have done little to raise the
country’s long-run average growth rate, although it
contributed to a strong recovery from the 1994-1995
peso crisis and a short-lived boom in 1996-2000.
Mexico did reap gains in exports, FDI, and other indi-
cators, especially in the late 1990s, but NAFTA did
not turn out to be the panacea promised by the
Salinas administration.

The United States did not suffer a catastrophic loss
of manufacturing employment immediately after
NAFTA went into effect, although it began to hem-
orrhage manufacturing jobs more severely after the
Asian financial crisis of 1997-1998 and the surge in
Chinese imports beginning around 2001. US work-
ers made significant real wage gains in the late 1990s
in spite of increasing US trade with Mexico, while
Mexican workers suffered a sharp decline in real
wages following the 1994-1995 peso crisis that was
only barely reversed by the early 2000s. During the
first seven years of NAFTA (1994-2000), North
America showed signs of becoming a more integrat-
ed and competitive regional market area, but much
of the progress on the regional front was reversed in
the next eight years (2001-2008), as we shall see
below.

NAFTA and economic convergence

When NAFTA was signed, one of the main objectives
of the agreement (at least from the Mexican perspec-
tive) was to achieve a reduction in the historical gap of
economic development between Mexico and the
United States. Despite of all the anti-American
rhetoric traditionally displayed by Mexican politi-
cians?, the truth is that many Mexicans have long
aimed to benefit from being close to one of the biggest
and richest markets in the world. Of course, this
explains not only the large flows of migrants from
Mexico to the United States, but also the close trade
ties that have been established historically between the
two countries. In that sense, when NAFTA was signed

4 Remember, for example, the famous expression attributed to
Mexican dictator Porfirio Diaz: “Poor Mexico, so far from God, and
so close to the United States!”




there were huge expectations that
trade and FDI could help to

Figure 1

MEXICO’'S ECONOMIC PERFORMANCE RELATIVE TO THE US
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Sources: Penn World Tables (PWT) 6.3; World Bank, World Development Indicators.

nario, Mexican workers would

have lower incentives to migrate

and, since migration has always generated a heated
debate in some segments of the US population, this
could also help to ease tensions in the Mexican-US
relationship. All in all, NAFTA would be a win-win
situation.

The relevant question, then, is what has happened to
the historical Mexico-US economic development gap
since (or as a result of) NAFTA? Has there been eco-
nomic convergence between Mexico and the United
States since (or as a result of) NAFTA?S

Figure 1 provides the answer to these questions.
The graph shows alternative long-term measures of
income per capita or income per worker in Mexico
as percentages of the corresponding measures in
the United States. The data are shown in relative
terms to better capture the idea of economic con-
vergence: if income per capita in Mexico increases
relative to that in the United States, the relative
variables will rise and we would then conclude that
there was a process of economic convergence
between the two countries. Otherwise, we would say
that there was no convergence. Indeed, if the rela-
tive variables decline, we would then say that there
was a process of economic divergence between the
countries.

5 Note that the term economic convergence as used in this paper is
different from how the term has been used in some other studies, par-
ticularly Lederman, Mahoney and Servén (2005), and Haber, Klein,
Maurer and Middlebrook (2008). These studies utilize a counterfac-
tual analysis of the type: is Mexico better-off with NAFTA than
without it? Or, could the Mexico-US gap have been greater in the
absence of NAFTA? The former study includes a time-series analy-
sis that investigates whether Mexico is converging toward a constant
per capita income differential with the US (i.e. 50 percent of the US
level). Economic convergence for us means a reduction in the
absolute Mexico-US gap in terms of the variables that affect eco-
nomic well-being, such as income per capita, average wages, and
labor productivity, and the eventual approach of Mexico to US lev-
els of these variables.

Figure 1 shows data from two different sources: the
World Bank (WB) and the Penn World Tables v. 6.3
(PWT), and it shows two indicators from each source.
From the WB we use the series on GDP per capita in
purchasing power parity terms (PPP), which adjusts
for price differentials across countries (this is the
series WB GDP per capita, PPP) as well as the series
without adjustment (WB GDP per capita).® Both
variables are measured as ratios of data in current
prices. From the PWT we also use two series: the first
is the Mexico-US ratio of real income per capita
(PWT real GDP per capita) and the second is the ratio
of real GDP per worker (PWT real GDP per worker).
Both variables are measured as ratios of data in con-
stant prices.

All four series show essentially the same result: the level
of economic development in Mexico relative to the
United States has been remarkably stable since 1995,
which means that there has been no economic conver-
gence between these two countries as a result of (or
associated with) NAFTA. Notice that, even after the
recovery from the 1994-1995 crisis, the level of eco-
nomic development in Mexico relative to the United
States (in either per capita or per worker terms)
remained slightly below what it was before the passage
of NAFTA. The data in Figure 1 show that Mexico’s
income per capita is about one fourth (WB, PPP terms)
or one third (PWT) of the US income per capita,
depending on which source we use. The figure also
shows that output per worker in Mexico relative to the
United States has steadily declined since 1981 and that
it is now just slightly above 30 percent. For comparison

6We include the latter variable only as a reference. It is more accurate
to use PPP data when making international comparisons of living
standards.
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purposes, note that this ratio was
close to 40 percent in 1993, before
NAFTA went into effect.

In sum, the data show that there
has been no economic conver-
gence whatsoever between Mexi-
co and the United States since
NAFTA’s enactment. As a result,
the historical Mexico-US eco-
nomic gap in percentage terms
has not been reduced after
15 years of free trade, and the

Table 1

US non-petroleum imports from Mexico, China and other countries

Percentage share in total US non-petroleum imports

1987 1993 2000 2008
Mexico 4.5 6.7 114 11.1
China 1.7 59 9.0 203
Other countries 938 87.4 79.6 68.6
Total 100.0 100.0 100.0 100.0

Growth (average annual percentage rates)

1987 1993 2000—

1993 2000 2008
Mexico 139 195 49
China 30.8 179 16 4
Other countries 54 94 33
Total 6.6 10.9 52

incentives to migrate are proba-
bly even greater than before since
the income gap in absolute terms
is now larger that it was 15 years
ago. Furthermore, since the

recent international financial crisis has affected
Mexico more than any other country in the Western
Hemisphere’, we can anticipate that the Mexico-US
gap increased even further in 2008-2009.

Trade and investment flows

This lack of convergence did not occur because of a
failure of trade to grow faster after NAFTA went into
effect. On the contrary, Table 1 shows that US non-
petroleum imports from Mexico accelerated to an
average annual growth rate of 19.5 percent in the first
seven years of NAFTA (1993-2000), after growing at
an already rapid clip of 13.9 percent in 1987-1993 fol-
lowing Mexico’s unilateral liberalization. As a result
of this faster growth, Mexico’s share of US non-
petroleum imports climbed from 6.7 percent in 1993
to 11.4 percent in 2000. The accelerated growth in
1993-2000 should not be attributed entirely to
NAFTA, however, but also resulted from two other
factors: the ‘new economy’ boom in the United States
in the late 1990s, which led to an enormous explosion
of US demand for imports generally; and the depreci-
ation of the Mexican peso following the 1994-1995
peso crisis, which left the peso at a more competitive
exchange rate for the next several years.

However, US import growth from Mexico slowed
considerably after 2000. US non-petroleum imports
from Mexico grew only at a 4.9 percent annual rate in
2000-2008, while US imports from China continued

7 Mexico’s per capita GDP in 2009 is estimated to fall by about
8 percent, whereas US per capita GDP is expected to fall by at most
3 percent.

20

Sources: US Bureau of Economic Analysis, International Transactions
Accounts; Petroleos Mexicanos (PEMEX), Anuario Estadistico (various
years), authors’ calculations.

to soar at a torrid 16.4 percent annual pace during
that period. To be sure — and this is where both
NAFTA and geography may have helped — Mexico
succeeded in maintaining its US market share better
than other global regions in the 2000-2008 period.
The 11.3 percentage point increase in the Chinese
share of US non-petroleum imports during this peri-
od came mostly at the expense of other countries,
Mexico’s share

while dipped only

Nevertheless, it is likely that US imports from Mexico

slightly.

would have grown much faster and increased their
share further after 2000 in the absence of the rapid
influx of imports from China.$

The disappointing growth of Mexican exports to the
United States in 2000-2008 occurred after China
joined the World Trade Organization (WTO) and
obtained ‘permanent normal trade relations’ (former-
ly known as ‘most favored nation’) status from the
United States in 2001. However, other factors were
also at work. As part of its inflation-targeting mone-
tary policy, the Mexican government allowed the
value of the peso to rise significantly in the early
2000s. The end of the Multifibre Arrangement
(MFA) in 2005 led other developing countries (large-
ly, but not exclusively, China) to increase their shares
of global textile and apparel production, thereby
destroying a large part of the vertically integrated
North American textile-apparel complex that flour-
ished briefly under NAFTAs rules of origin in the late

8 For evidence of significant displacement of Mexican exports by
Chinese exports, see Gallagher, Moreno-Brid and Porzecanski (2008),
Hanson and Robertson (2009) and Feenstra and Kee (2006).

9 See Galindo and Ros (2008) for evidence that the Banco de
Meéxico’s monetary policy was biased toward permitting the peso to
appreciate in the early 2000s.




1990s. High-tech producers also
discovered that they could find
lower wages and more supportive

Table 2

Country composition of Mexico’s external trade

(% share of total trade)”

government policies in various 19879 1993 5000 50089
East Asian countries (Gallagher Exports: destination country
and Zarsky 2007). United States 69.2 827 88.7 80.2
Canada 1.1 3.0 2.0 24
China na 0.1 0.1 0.7
Mexico’s trade data show a simi- Rest of world 297 14.2 9.1 16.7
lar pattern of regional integration Imports: country of origin
increasing during the 1993-2000 United States 74.0 69.3 73.1 49.0
. e Canada 1.7 1.8 23 31
period and then diminishing China 02 06 17 112
thereafter (see Table 2). On the Other Asia 45 10.7 10.0 16.7
export side, the largest increase in Rest of world 19.6 17.6 13.0 20.0
the US share of Mexican exports 9 Including maquiladora industries. — ¥ The US percentages for 1987
occurred in 1987-1993; this sug- were taken from Hufbauer and Schott (1992), Table 3.1, based on IMF,
’ Direction of Trade Statistics; 1987 data for other countries were esti-
gests the natural pull of geogra- mated using data from INEGI, Anuario Estadistico de los Estados
phy in stimulating intra-regional Unidos Mexicanos 95 (Aguascalientes: INEGI 1996) in combination
trade even when Mexico opened with Hufbauer and Schott’s percentages for the United States. — @ Pre-
liminary figures.

up its own economy unilaterally.!?
In spite of efforts by Mexico to
diversify its export outlets, espe-
cially through the signing of
numerous other bilateral FTAs,
80.2 percent of Mexican exports

Sources: Instituto Nacional de Estadistica, Geografia e Informatica
(INEGT) except for 1987; authors’ calculations.

were still sold in the US market as
of 2008.

In contrast, the US share of
Mexican imports remained rela-

tively stable at around 70 percent
from 1987 through 2000, and
then fell abruptly to 49 percent in
2008. There were several causes
of this sharp reduction in intra-

regional trade post-2000. First,
since both the US dollar and
Mexican peso were at relatively
high values during the first sever-

Table 3
Average inflows of foreign direct investment into Mexico
1987- 1994— 2001-
1993 2000 2007
Total inflows of FDI into Mexico
in billions of US dollars 32 12.4 224
as a share of Mexico’s GDP (%) 1.1 3.0 29
Inflows of FDI from
the United States into Mexico
in billions of US dollars 1.6 4.6 8.7
as a share of total US outflows
of FDI (%) 3.6 3.7 447
as a share of total FDI inflows
into Mexico (%) 61.0 61.7 54.7
Y Excluding 2005 when the total was very low due to a large
adjustment for exchange rate changes; if we also exclude 2001 (when
Citibank bought Banamex) this figure would be 3.3%. If we include
both 2001 and 2005, the average for all years 2001-2007 amounts
to 7.5%.

al years of the 2000s, producers
throughout North America had
strong incentives to source prod-

calculations.

ucts (both final and intermediate

goods) outside the continent. Second, the penetration
of Chinese and other Asian imports into the US mar-
ket not only displaced Mexican exports to the United
States, but also displaced US exports of intermediate
goods that would otherwise have been shipped into
Mexico for assembly. Third, Mexican trade policy
actively encouraged imports of intermediate goods

10 Tt may seem paradoxical that Mexico’s liberalization of imports
made its exports to the United States grow so rapidly, but this seem-
ing paradox is readily explained by the fact that the export products
were very intensive in imported intermediate goods, and also because
restrictions on FDI were liberalized around the same time.

21

Sources: IMF, International Financial Statistics; US BEA; INEGI; author’s

from outside the region through the Pitex program of
tariff exemptions.

Mexico did succeed in attracting a notably increased
average level of FDI inflows after NAFTA went into
effect in 1994 (Table 3). FDI inflows did not increase
continuously, however, but rather stabilized at an
average level of about 3 percent of GDP in the post-
NAFTA period. Interestingly, the proportion of US
FDI outflows that go to Mexico has not varied much
since the pre-NAFTA period (1987-1993), especially
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if we discount one unusually  Figure 2
high year (2001, when Citibank
acquired Banamex). The propor-
tion of Mexican FDI inflows Million

TOTAL EMPLOYMENT IN US MANUFACTURUNG SECTOR

January 1990-May 2009
seasonally adjusted

coming from the United States
fell in 2001-2007 compared with

China
joins
WTO

the earlier periods shown, even 16
including 2001. Thus, Mexico
had more success in attracting

NAFTA

additional FDI from countries
outside North America than it

Finacial
crisis

did in attracting a larger share of 12

US FDI outflows — and this may

also have contributed to the fall- 10 ——
. . 1990 1992
off in the US share of Mexico’s

T

1994
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Source: US Bureau of Labour Statistics.

imports after 2000.

Effects on manufacturing employment

US manufacturing employment did fall off a cliff —
but not until after 2001, seven years after NAFTA
went into effect (see Figure 2). Roughly three million
manufacturing jobs disappeared following the 2001
recession and China’s accession to the WTO in that
year, and another two million vanished in the finan-
cial crisis and steep recession of 2008-2009. None of
these events had anything to do with NAFTA or
Mexico, however, and, as we shall see below,
Mexican manufacturing employment also fell in
both periods.

Nevertheless, it does not follow that NAFTA or US-
Mexican trade had no negative impact on US manu-
facturing employment, which might have been
expected to have grown more during the economic
boom of 1994-2000 than it actually did. US manu-
facturing employment rose very little during that
period, in spite of GDP growth that averaged
3.9 percent per year at that time. However, the high-
est credible estimate of the cumulative US manufac-
turing job losses that can be attributed to US-
Mexican trade during (roughly) the first decade of
NAFTA is about 500,000, and other estimates are
lower (some even claim net gains).!! Even taking the
high-end estimate of about a half million jobs lost
over a decade, it is a relatively small amount in a
country where payroll employment totaled 114 mil-
lion in 1994 and reached 138 million in 2007, and
smaller than the monthly job losses during the worst
of the recession of 2008-2009. Moreover, the
500,000 figure is an estimate of job losses due to the
increased US trade deficit with Mexico, not effects of
NAFTA specifically.

If the US job losses that can credibly be attributed to
trade with Mexico (if not to NAFTA per se) are rela-
tively small, by the same token the employment
increases that Mexico achieved in its tradable goods
industries were much more modest than the more
optimistic ex ante predictions. Total payroll employ-
ment in Mexican manufacturing increased from
2.5 million in 1989 to 2.9 million in 1994, and rose fur-
ther to 3.8 million in 1999, but then declined to
3.4 million in 2004.13 Overall, the net increase in man-
ufacturing payroll employment in Mexico in the first
decade after NAFTA (1994-2004) was roughly
500,000 — perhaps coincidentally, just about the high
end of the estimates of US job losses over the same
period. This a far cry from an amount of job creation
that could have put a serious dent in Mexico’s employ-
ment needs (given that the labor force grows by near-
ly 1 million workers annually) or stem the flow of emi-
gration (which is estimated to have been in the range
of about 350,000 to 580,000 per year in the 1990s and
early 2000s).14

22

Il The high-end estimate comes from Scott, Salas and Campbell
(2006), who calculate a net loss of 559,564 US jobs between 1993 and
2004 as a result of the increased US trade deficit with Mexico. In
contrast, Hufbauer and Schott (2005) report that 366,000 US work-
ers received certification of NAFTA-related job losses under the
NAFTA Trade Adjustment Assistance (TAA) program between
1994 and 2002; this number also includes jobs lost to Canada.
Hufbauer and Schott (2005) argue that these job losses were more
than offset by gains in jobs supported by exports’, but the latter are
not estimated by the same methodology used to calculate the job
losses. Neither study isolates effects of NAFTA as opposed to other
factors.

12 Total payroll employment data are from US Council of Economic
Advisers (2009), Table B-46. The estimated job losses do loom larg-
er relative to manufacturing employment, which was about 17 mil-
lion in 1994 (see Figure 2).

13 These data are from the Mexican Economic Census, which is con-
ducted every five years; data for 2009 had not been released at the
time of this writing. These data were obtained from INEGI. Other
INEGI data, which are available on a monthly basis, show that most
of the job creation in manufacturing in the 1990s occurred in the
export-oriented maquiladora plants.

14 The migration estimates are from Hanson (2006).




Figure 3
MEXICO’S TRADE BALANCE:

TOTAL AND WITH THE US, ASIA AND ALL NON-US COUNTRIES

Billion US dollars 1993-2008

Valdivia 2005). As a result, the
increases in the gross value of
exports are an exaggerated indi-
cator of value added and employ-

ment generation in the export
75 industries.
50
25 Income distribution, relative
0 —— Total wages and inequality
) A— S
2 i
-25 .
\ Asin Figure 4 shows one of the most
%0 Al non-US\ widely cited indicators of wage
75 countries ‘ inequality, the skilled-unskilled
- 100 — wage gap, measured by the ratio
1993 1995 1997 1999 2001 2003 2005 2007 of salaries of employees (non-
Source: INEGI.

In retrospect, it should have been more obvious that
trade liberalization would not have had an enormous
impact on total industrial employment in Mexico.
Trade liberalization increases imports as well as
exports, and increased imports displace domestic jobs
just as much as increased exports create them. Thus,
an important perspective on the disappointing job
gains in Mexico’s manufacturing industries can be
obtained by examining the country’s trade balances
with the United States and the rest of the world.
While for the United States its growing deficit with
Mexico was part of a much larger increase in its over-
all deficit, for Mexico its increasing surplus with the
United States was completely offset by rising deficits
with other countries, primarily in Asia (see Figure 3).
Furthermore, many Mexican export industries are
essentially assembly operations that rely heavily on
imported parts and components, and which lack
‘backward linkages’ to domestic industries (Ruiz-
Napoles 2004; Moreno-Brid, Santamaria and Rivas

Figure 4

RATIO OF SALARIES OF EMPLOYEES TO WAGES OF PRODUCTION
WORKERS IN THE NON-MAQUILADORA MANUFATURING INDUSTRIES OF

MEXICO

35 Ratio of salaries to wages

production workers, in the US

terminology) to wages of produc-
tion workers, from the monthly survey of non-
magquiladora industries in Mexico. The sharp rise in
this measure of wage inequality in the first decade of
trade liberalization (1987-1997) surprised most econ-
omists, since they had assumed that trade liberaliza-
tion would boost the wages of less-skilled workers in
Mexico due to a supposed abundance of less-skilled
labor. One explanation for the rise in this ratio at that
time is that the initial tariffs which were lowered in the
trade liberalization of the late 1980s were higher in the
industries that were most intensive in less-skilled labor
(Revenga and Montenegro 1998). Another explana-
tion is that skill-biased technological change during
this period boosted demand for more educated work-
ers — although this shift may have been at least par-
tially an effect of trade liberalization rather than an
independent cause.!’

Of course, a rise in wage inequality that began sever-
al years before NAFTA cannot be attributed to this
trade agreement. After NAFTA
went into effect, this measure of
wage inequality stopped increas-
ing and turned gradually down-
ward from 1997-2007, although

as of 2007 it remained 34 percent
above its 1987 level. While there

are probably several causes of
this reversal, the leading explana-

2.0 /

3.0 /\
25

tion is an increase in the relative

15 See Esquivel and Rodriguez-Lopez
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(2003) and Verhoogen (2008). Feenstra
(2006) argues that trade liberalization
‘selects’ for more efficient industrial firms

1987 1989 1991 1993 1995 1997 1999 2001

Sources: INEGI; authors’ calculations. (The old survey, based on 129 classes of economic activity, and the
new one, based on 205 classes, were spliced together in 1994, which was the one year of overlap.)

T T T T T

2003 2005 2007

and plants, resulting in increases in aver-
age productivity and decreases in the use
of less-skilled labor as less efficient firms
and plants are eliminated and more effi-
cient ones expand.
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supply of more-skilled labor due  Figure 5
to the rising levels of education

of the Mexican labor force.!¢

REAL COMPENSATION PER WORKER IN MEXICO’S NON-MAQUILADORA

MANUFATURING INDUSTRIES
NAFTA
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The changes in wage inequality in
Mexico also have important re- 120 M"A
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decreases in the skill gap in the
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concentrated in the northern bor-

der states, which have the highest

degree of ‘globalization’ according to various indica-
tors of exports and FDI. Furthermore, the decrease in
the skill gap in the last decade occurred almost exclu-
sively among women workers in those states. In the rest
of the country, where the effects of imports are likely to
dominate the effects of exports and where there has
been relatively less FDI, less-skilled workers (of either
gender) do not appear to have benefited as much from
trade liberalization either pre- or post-NAFTA.

Thus, it is difficult to generalize about the effects of
trade liberalization or NAFTA on Mexico’s wage
structure, as there were many effects that went in dif-
ferent directions for different groups of workers and
regions of the country at different times (and not all
of the distributional changes were caused by trade
policy). If anything, the evidence seems more clear-
cut that the initial liberalization contributed to the
rise in wage inequality from 1987-1997, while
NAFTA's effects are more muted and mixed. This is
not surprising, since the earlier liberalization involved
a more drastic opening of Mexico’s economy com-
pared to NAFTA.18

However, there are other dimensions of income distri-
bution that can be affected by trade policy beyond the
relative wages of more- and less-skilled workers,
which have received perhaps disproportionate atten-

16 See Esquivel, Lustig and Scott (2010). In addition, Lopez-Cordova
(2004) shows that average Mexican tariffs remained higher on goods
that were more intensive in less-skilled labor after trade liberalization
and NAFTA. Also, Robertson (2007) cites the rising proportion of
magquiladora employment in total manufacturing employment as
indicating an increase in the relative demand for less-skilled labor.

17 This paragraph draws on the following sources: Hanson (2004),
Borraz and Lopez-Cordova (2007), and Chiquiar (2008).

18 According to USITC (1991), the average tariffs in effect at the
time NAFTA was adopted were about 3.4 percent for US imports
from Mexico and 10 percent for Mexican imports from the United
States.
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tion from economists on both sides of the border.
What Mexico hoped for when it opened its economy
and joined NAFTA was not merely a reduction in
inequality among different groups of workers, but
more importantly a significant increase in the average
wage level for all Mexican workers. This, in turn,
would have contributed to a rising standard of living
for most citizens and a diminution of outward migra-
tion. This simply has not come to pass, especially in
the tradable goods industries that are most impacted
by trade.

Figure 5 shows an index of Mexico’s average real
compensation per person in manufacturing since
1980.1° Evidently, this index has followed the cycles in
the Mexican economy, as real compensation collapsed
during the debt crisis of the early 1980s, partially
recovered in 1988-1994, collapsed again following the
peso crisis in 1995-1996, and recovered once more in
about 1998-2003. However, average real compensa-
tion stagnated in the last five years shown
(2003-2008), and at the end of this period was barely
back to its pre-crisis level of 1994. In the long run,
average real labor compensation in Mexican manufac-
turing has not increased since the debt crisis of the
early 1980s. Since average US wages rose during this
period, the wage gap with the United States increased
rather than decreased.

In hindsight, the expectations of significant overall
wage gains for Mexican workers as a result of trade
liberalization alone were surely unrealistic. The pre-
diction that Mexican workers in general — and less-
skilled workers in particular — would benefit from

19 Compensation (‘remuneraciones’ in Spanish) includes fringe bene-
fits in addition to wages or salaries.




trade liberalization hinged on the assumption that
Mexico had a relative abundance of (less-skilled)
labor compared with its trading partners. Although
this is true in regional terms, i.e. in comparison with
Canada and the United States, it is not true in global
terms, i.e. in a world economy that includes the much
more labor-abundant countries of South and East
Asia. Mexico is close to the world average in terms of
labor abundance, in-between highly labor-abundant
countries like China and India on the one side, and
relatively labor-scarce countries like the United States
and Canada on the other (Blecker 2010). Similarly,
although Mexico is the low-wage country in North
America, it is a medium-wage country globally
(Leamer 1998). Thus, Mexico does not have a global
advantage in labor costs and should not have been
expected to reap large gains in wages from opening up
to trade, except in those sectors where the country can
parlay its geographic proximity to the US market into
special competitive advantages.

Why Mexico is not converging?

In addition to what has already been mentioned, there
are a number of domestic factors that explain why
Mexico is not converging to US levels in terms of
income per capita, income per worker, or average
wages. Among other aspects, we can mention the fol-
lowing: (1) badly implemented economic reforms,
which instead of promoting economic growth have
actually been a drag on it; (2) lack of other important
economic reforms in areas such as rule of law, compe-
tition, financial sector, education, infrastructure, etc.;
(3) lack of a domestic engine that could complement
the external one (mainly represented by the US indus-
trial sector and consumer market); and (4) restrictive
macroeconomic policies. Let us review each of these
aspects in more detail.

Badly implemented economic reforms

In the second half of the 1980s and the early 1990s,
Mexico undertook a series of economic reforms
(trade opening, financial reform, and privatization of
banks, highways, etc.) that were supposed to radically
transform the semi-closed, inward-looking Mexican
economy into a more modern and export-oriented
one. Some of these reforms, however, were badly
implemented and led to disastrous outcomes that in
some cases were the opposite of what the policies were
supposed to achieve (Esquivel and Hernandez-Trillo
2009). The privatization of banks, for example, was
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done without having a proper institutional and regu-
latory framework, which then led to an unsustainable
credit boom that exacerbated the costs associated
with the currency crisis of December 1994 (the so-
called Tequila crisis). Something similar happened
with the privatized highways, which were subsequent-
ly bailed-out by the Mexican government at an
extremely high cost. Other privatizations, such as that
of the state telephone company Telmex, only replaced
a public monopoly with a private one, which has since
then extracted huge rents from a captive and mostly
uncontested domestic market (Del Villar 2009).

Lack of other important economic reforms

The negative outcomes of some of the previous eco-
nomic reforms, together with political gridlock in the
newly multi-party Congress (since 1997), have led to a
reform paralysis in the country. In fact, since the mid-
1990s there have been no new important economic
reforms in Mexico, despite the fact that everyone
acknowledges the importance of undertaking certain
changes in the economy. Of course, some of these
reforms are highly controversial and there would
hardly be a consensus on some of them, as in the case
of fiscal or labor reform, where the approaches and
proposed solutions of different political parties are
completely different. However, there are certain
reforms that could be easily approved and implement-
ed and that would not engender ideological con-
frontation among the different political parties,
although they would undoubtedly affect some special
interests groups. So far, these groups have been suc-
cessful in blocking or even avoiding discussion of
these reforms, which include the rule of law, competi-
tion policy, and financial regulation.

Lack of a domestic engine

One thing that has definitely changed since NAFTA is
the increasing correlation of Mexican and US busi-
ness cycles, presumably reflecting greater sensitivity of
the Mexican economy to short-run fluctuations in the
US economy. Several studies using a variety of statis-
tical methodologies have found large and significant
increases in the ‘synchronization’ of Mexican output
growth and industrial production with the corre-
sponding US variables since NAFTA.20 Figure 6 con-
firms graphically that Mexican GDP growth has been
highly correlated with US GDP growth since 1994,
except for 1995 when Mexico suffered a steep reces-

20 See, for example, Blecker (2009) and the references cited therein.
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Figure 6
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sion during the peso crisis, while no significant corre-
lation can be seen in the prior years. The large impact
of US growth on Mexico benefited the latter during
the United States’ boom of the late 1990s, but had a
less favorable impact during the slower-growth years
of the early 2000s and especially in the financial crisis
and global recession of 2008-2009.

The strong correlation between the Mexican and US
economies is partly behind the remarkably steady
Mexico-US ratios of income per capita and income per
worker shown in Figure 1. Indeed, the fact that both
economies have been growing at similar rates since
1996 (as shown in Figure 6) explains why those ratios
look practically unchanged since NAFTA’s enactment.
Of course, such a strong correlation can only be
explained by the lack of a domestic engine in Mexico.
This result is rather surprising considering that Mexico
is one of the largest economies in the world and pre-
sumably would have a relatively large domestic market.
However, Mexico’s transformation into an outward-
looking, export-oriented economy probably went too
far and may have reached the point where the domestic
market becomes almost irrelevant, thereby aggravating
the country’s external vulnerability especially to eco-
nomic conditions in the US market.

Macroeconomic policy restrictions

In addition to the reforms already described, there have
been two other important reforms in the conduct of
macroeconomic policy in Mexico in recent years: on the
one hand, the Central Bank is now independent and has
price stability as its single objective; on the other hand,
fiscal policy is conducted according to a highly pro-
cyclical rule, which mandates a zero deficit regardless of
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1970 1973 1976 1979 1982 1985 1988 1991 1994 1997 2000 2003 2006 2009
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the
design of macroeconomic policy

Furthermore, institutional

in Mexico may even exacerbate
negative shocks by inducing fiscal, monetary, and
exchange rate policies that end up increasing exchange
rate and output volatility. The profound economic
impact of the financial crisis of 2008-2009 on the
Mexican economy is a case in point.

New opportunities and US interests

After the eventual recovery from the financial crisis and
global recession of 2008-2009, Mexico and the United
States are likely to enjoy certain opportunities for
renewing their economic cooperation in their mutual
interest. One positive development on the Mexican side
is that the crisis left the peso at a more competitive
exchange rate than it had been at for more than a
decade. The peso depreciated from about 10 per dollar
in August 2008 to 15 in March 2009, before recuperat-
ing to 13 in October 2009. This represents a multilater-
al real depreciation close to 20 percent since the begin-
ning of the crisis. If the peso is allowed to remain at
such a competitive level going forward, Mexican indus-
tries could get a leg up in attracting FDI and exporting
to the US market and elsewhere.

Just before the financial crisis worsened in September
2008, the business press was noting a trend toward the
return of some manufacturing production from Asia
to both the United States and Mexico, as a result of
the high energy prices and transportation costs that
had emerged at that time coupled with the then-lower
value of the dollar and concerns over quality control
in China.2! The financial crisis and recession tem-

21 Regarding the impact of exchange rates and transportation costs,
see Mui (2008), and Rubin and Tal (2008). In regard to quality con-
cerns about Chinese imports, see Engardio and Smith (2009).




porarily interrupted this process, as energy prices
tanked, transportation costs fell, and the dollar tem-
porarily recovered (not only against the peso, but
against most currencies) in the fall and winter of
2008-2009. However, as the global economy began to
revive in the second half of 2009, energy and com-
modity prices started to recover and the dollar
resumed its previous downward course against the
major currencies such as the euro. If the dollar and
peso both stay low and transportation costs again rise
when global demand recovers, the potential for a
revival of both Mexican and US manufacturing is

€normous.

Press reports also indicate that existing foreign
investment in Mexico has been remarkably resilient
in spite of the increased violence resulting from the
government’s crackdown on narcotrafficking
(Engardio and Smith 2009); success in the latter
effort could help the country attract yet more FDI
inflows. Furthermore, although both the US and
Mexican automobile industries took a big hit in the
crisis, as the auto companies begin to focus on small-
er and more fuel-efficient cars for the US market,
there is significant potential for a recovery of region-
al trade in automobiles and auto parts. One sign of
this potential is the (pre-crisis) announcement by
Ford Motors that it would produce a new (low-cost,
fuel-efficient) Fiesta model at its plant in Toluca,
Mexico (Roig-Franzia 2008).

The Ford example reminds us of why US-Mexican
trade relations can be fraught with conflict, since the
jobs that will be supported at the Toluca plant are
jobs that will not be found in Detroit or elsewhere in
the United States. Indeed, the likelihood of US auto
companies increasing their outsourcing was a major
point of controversy in regard to the government
bailout of the US automakers in early 2009. Never-
theless, there are many reasons why expanded trade
with Mexico and efforts to promote Mexican conver-
gence are in the US interest.

First, trade with Mexico is more of a two-way street
for the United States than trade with most Asian
countries. Although the United States has a large
overall trade deficit, its deficit with Mexico is rela-
tively smaller in proportional terms. The average
ratio of US imports to US exports in 2008 was
1.6:1; this ratio was only 1.4:1 for US trade with
Mexico but 4.7:1 for US trade with China. Thus,
even though some Mexican production displaces
some US jobs, Mexico is a better customer for US
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exports than most other countries, and hence trade
with Mexico also supports relatively more US jobs.
Hence, a growing Mexican economy would be an
opportunity for, not a threat to, the United States.

Second, the primary economic driver of migration
from Mexico to the United States is the persistently
large wage gap between the two countries, i.e. the lack
of convergence in wages. Hence, policies that could
foster convergence between the two countries via
increased wages in Mexico are the one and only thing
that can, in the long run, stem the tide of Mexican
workers seeking to cross the US border. Instead of
building walls, regional efforts to promote Mexican
growth and convergence would be the best way to
reduce migration pressures.

Third, there are special opportunities for mutual
gains from US-Mexican cooperation in the areas of
health care and elder care services. Given the aging of
the US population and the high and rising costs of
health and elder care in the United States, it would
make sense to allow US Medicare benefits and pri-
vate insurance payments to flow to Mexican
providers of medical care and elder services (e.g.
assisted living or nursing homes), who can provide
those services at significantly lower cost. In fact,
some US senior citizens are already taking advantage
of the lower cost of retiring and seeking medical
treatments in Mexico, but their numbers could be
vastly expanded if Medicare and insurance benefits
were allowed to be spent there (subject, of course, to
adequate quality controls). This could provide enor-
mous numbers of jobs for Mexicans not only in
health and elder care directly, but also in various sup-
plier industries. Given that the manufacturing sector
does not seem capable of supplying adequate num-
bers of jobs in Mexico, for the reasons discussed ear-
lier, Mexico needs to focus on other sectors, such as
services and construction, to solve its employment
problems. Since rising health care costs are threaten-
ing both the private and public sectors of the US
economy, both countries could reap enormous gains
from such an arrangement.

This area of opportunity, however, will not be per-

manent since demographic complementarities
between Mexico and the United States will eventual-
ly disappear. To grasp an idea of how important the
Mexico-US demographic complementarities are,
Figures 7 and 8 show the age structure and the old-
age dependency ratio, respectively, for both countries.

The age structure is shown for 2005, whereas the pro-
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Figure 7

Conclusions
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America into a free trade area
with the adoption of NAFTA
concealed a deeper clash of
visions over what kind of eco-
nomic integration was intended.
On the one hand, some econo-
mists supported it reluctantly
because of its preferential nature.
These economists wanted a
NAFTA that would keep North
America wide open to trade with

other global regions and that, in
effect, would be little but a way
station on the road to multilater-
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jected old-age dependency ratio is shown for the
2005-2050 period. This ratio is defined as the number
of people aged 65 and over as a percentage of the
productive segment of the population, which is
defined as people aged 15 to 64. The figure clearly
shows two important elements: first, the old-age
dependency ratio in the United States is currently
twice as high as it is in Mexico and it will be greater
than the Mexican ratio at least for the next 40 years;
second, the gap in old-age dependency ratios will
steadily increase until the mid 2020s, when the gap
will slowly start to decline. This means that the next
ten or fifteen years will be the best time for exploiting
the demographic complementarities between Mexico
and the United States. For that reason, this area of
opportunity is one that needs to be explored immedi-
ately in order to reap the largest possible benefits for
both countries.
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In reality, NAFTA — in spite of its

many exceptions to pure free trade

— ended up functioning more like
a globally open regional market than a self-contained
trading bloc, and this had a profound impact on what
the agreement did and did not accomplish for the
Mexican and US economies in the long run. NAFTA
was neither the panacea promised by the Mexican gov-
ernment nor the disaster predicted by some US oppo-
nents. Although the agreement did have a significant
impact on trade and investment flows, it had at most a
modest impact on the variables that matter most, such
as employment, income distribution and growth. The
biggest problem is not what NAFTA did, but what it
didn’t do, namely, to foster a regional integration
process that could have lifted up the Mexican economy
and produced a convergence in Mexican per capita
income or average wages toward US levels.

The point is not that NAFTA should have been an
economic ‘fortress’ defended by high protectionist




barriers. Rather, the problem was that neither
Mexico nor the United States ever adopted the com-
plementary policies that could have promoted a
more successful regional integration effort. These
policies would have included promulgating adequate
education and industrial policies, making the neces-
sary infrastructure investments, and maintaining
the
NAFTA countries did not adopt policies to pro-

competitive exchange rates. Furthermore,
mote convergence of the less developed regions of
the sort used in the EU, such as its regional and
social cohesion funds (Pastor 2001). Although the
United States extended some additional Trade
Adjustment Assistance for US workers displaced by
trade with Canada or Mexico, overall the NAFTA
countries did not implement adequate social safety
nets for groups adversely impacted by the agree-
ment’s adjustment costs. Mexico eventually adopted
certain redistributive policies, i.e. the Procampo and
Progresal Oportunidades programs, but these were
poorly designed (in the case of Procampo) and came
too late or on too small a scale to assist during the
initial liberalization of trade or the first few years of
NAFTA.

Although NAFTA did promote increasing regional
integration in the late 1990s, in the early 2000s this
trend was partially reversed as the lower trade barriers
within North America were overwhelmed by other
developments, including the lowering of global trade
barriers under the WTO, the tightening of US border
restrictions, and the emergence of China as an eco-
nomic powerhouse. In effect, the vision of NAFTA as
a globally open trading region rather than a more
competitive trade bloc won out, but the goal of pro-
moting economic convergence of Mexico to US and
Canadian levels of per capita income lost out. The
challenge for the US and Mexican governments going
forward is to see if they can find a way to rejuvenate
the process of regional integration that can move
toward that goal while serving the mutual interests of
the US and Mexican economies.
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