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Rethinking Trade Policy for

Development:
Lessons From Mexico Under NAFTA

Summary

e The North American Free Trade Agreement (NAFTA) is a good place to begin a
comprehensive review of U.S. trade agreements, as called for by President Obama. Any U.S.
review of NAFTA should, however, go beyond its impact on the United States to assess its
effects on Mexico.

e The evidence points overwhelmingly to the conclusion that Mexico’s reforms, backed by
NAFTA, have largely been a disappointment for the country. Despite dramatic increases in
trade and foreign investment, economic growth has been slow and job creation has been weak.
Now, with its economy so closely tied to that of its northern neighbor, Mexico is suffering the
most severe economic crisis in the region.

e Reforms to the template for U.S. trade agreements must go deeper than the incorporation of
improved labor, environmental, and intellectual property provisions, as seen in more recent U.S.
trade agreements. Such measures are laudable, but they would have had little impact on the
negative trends we have seen in Mexico under NAFTA.

e U.S. trade agreements with developing countries should avoid NAFTA’s restrictions on
government policies proven to promote dynamic development. They should leave countries
such as Mexico the flexibility to deploy effective policies for industrialization, rural
development, poverty alleviation, and environmental protection.

e Mexico’s experience under NAFTA shows that U.S. trade agreements must include robust
funding for development to create a more level playing field among trading partners.



U.S. President Barack Obama’s promise to carry out a comprehensive review
of existing and pending trade agreements between the United States and
developing countries is welcome, as is his vow to establish a “new template”
for such agreements. The time is right to revisit the record on the economic
benefits and costs of such agreements and the policies they mandate. A good
place to start such a review is the North American Free Trade Agreement
(NAFTA). NAFTA remains the current template for U.S. trade agreements in
the hemisphere—with Chile, the Dominican Republic, Central America, and
Peru, and for the pending agreements with Colombia and Panama.

NAFTA may well represent the most any developing country can hope for
from such trade agreements. When the treaty took effect in 1994, Mexico was
already a high-middle-income country, with a diversified economy and an
economic reform process already well underway. Mexico had a long history
of bilateral trade with the United States across a shared 2,000-mile border.
Most important, NAFTA gave Mexico meaningful preferential access to the
U.S. economy during what turned out to be the longest economic expansion in
U.S. history. It is therefore critical to begin the review by evaluating the
extent to which the path-breaking trade agreement delivered on its promises,
particularly under such favorable conditions.

Any U.S. review of NAFTA should go beyond its impact on the United States
to assess its effects on Mexico. While there is contentious debate about
whether NAFTA has been good for the United States and Canada, it is often
assumed that Mexico was the undeniable winner from NAFTA. After all, by
gaining preferential access to its neighbors’ huge markets, Mexico expanded
exports dramatically and drew increasing levels of U.S. investment,
particularly in manufacturing. These two results constitute the core of most
positive assessments of NAFTA.' The problem, however, is that Mexico’s
growth record since NAFTA has been disappointing and the treaty’s effects
on income distribution have been at best neutral.” After fifteen years, it seems
clear that NAFTA’s promise of broad-based dynamic growth did not come
true in Mexico.

The NAFTA treaty and its implementation cannot be held entirely responsible
for Mexico’s economic performance. The 1995 crisis clearly lowered
Mexico’s medium-term growth performance. Competition from China put a
brake on Mexico’s export growth and other related policy measures also had a
more decisive impact on Mexico’s economy than NAFTA (for good and ill).
For example, Mexico’s gradual devaluation of the peso during most of 1994
and sharp depreciation during the 1994-1995 crisis contributed more to export
growth than the liberalization measures included in the NAFTA text.” Still,
NAFTA was a key component of Mexico’s trade-led economic strategy.
Access to U.S. markets opened by NAFTA helped to increase exports and
investment after the 1995 crisis. Most important, NAFTA locked into place a
set of economic policies that collectively produced such disappointing results.
These are the policies that are now in need of review.



While attractive at first glance, most of the analysis comparing Mexico’s
performance under NAFTA to a no-NAFTA scenario is flawed. Common to
this view is the assumption that the no-NAFTA scenario would entail Mexico
following the very same policies it has since the 1980s, only without NAFTA.
Such an analysis misleadingly attempts to separate policies—NAFTA and
other main economic policies—that should be considered simultaneously.
This study’s assessment of Mexico’s performance since NAFTA thus does not
attempt to discern the narrow effects of the treaty from the broader impacts of
the economic strategy of which they were a part. Nor do we ascribe to
NAFTA alone either the credit or the blame for those impacts.

To open the country’s economy, the Mexican government made strategic
choices in the late 1980s," opting to integrate more fully with the United
States and closely following the tenets of the Washington Consensus with
NAFTA as the key international initiative. Many factors played into this
choice: a lack of interest from Europe, geopolitical alliances with U.S.
strategic interests, special interests in both countries that stood to gain from
integration, and an ideological commitment to the free-market model then in
vogue. Mexico was indeed at an economic crossroads when NAFTA
negotiations began, but the model pursued by Mexico was not the only road
that could have been chosen. The fact that many countries—China, India,
Brazil, and Chile—in the last two decades have had greater success following
less orthodox policies than Mexico’s attests to the range of development
strategies that were open to Mexico. It makes little sense, then, to dismiss the
poor economic results from the NAFTA period with the argument that things
would have been worse without NAFTA.

Drawing from a number of studies and from various statistical sources, this
study will assess what did and did not work for Mexico and will contribute to
the active debate over how to approach the review of the treaty, should the
Obama administration follow through on its promise to re-open the agreement.
We also hope to focus these debates over the architecture of trade on the
central issue of development. Many provisions in NAFTA are worth
reviewing, and a review would in all likelihood improve its functioning.
However, even a carefully executed mending of NAFTA will miss the point
that the United States and Mexico, as well as other governments in Latin
America, need to review their entire approach to trade and its role in
achieving broad-based development.



NAFTA’s Successes

The Mexican government’s NAFTA-based economic strategy was successful
in some important ways. One of the goals was to increase trade, foreign
investment, and productivity while providing a more stable macroeconomic
climate for business. The data suggest that those objectives were largely
achieved.

TRADE GROWTH: Mexico’s exports increased 311 percent in real terms
between 1993 and 2007, and non-oil exports increased 283 percent.” Exports
to the United States were up a similar percentage.® The export growth was
overwhelmingly in manufacturing, with manufacturing exports rising from 43
percent of total exports in 1990 to 77 percent in 2007.” Agricultural exports
doubled in real terms from 1993-2007."

FOREIGN DIRECT INVESTMENT (FDI): FDI more than tripled between 1992
and 2006.” Fueled by investment liberalization under NAFTA, the majority
(58 percent) came from the United States.'”

MACROECONOMIC STABILITY: Mexico tightened its fiscal and monetary
policies. On their own terms, these measures were a success. Inflation was
brought below 5 percent, from over 80 percent in the 1980s.'" Since NAFTA,
federal budget deficits have been low, about 1 percent of GDP (at least until
the current economic crisis when deficits initially increased to stimulate the
economy).'? This has been achieved while Mexico dramatically reduced its
international debt to a more sustainable level.

RISING PRODUCTIVITY: Productivity increased about 80 percent in Mexico’s
domestic manufacturing sector, as Mexican firms were forced to compete
with foreign firms."® The rise of productivity is at the core of the efficiency
gains that are among the most important goals of trade liberalization.



The Shortcomings of the Model

The assumption inherent in Mexico’s economic strategy was that the
achievements of the above objectives would automatically lead to dynamic
economic growth, which would translate into improved standards of living.
Standard economic theory predicts that opening the economy will lead to
increased trade and foreign investment. Demand for exports will fuel growth.
Reduced protection will allow Mexico to find its true comparative advantage.
Foreign investment will stimulate economic growth while increasing
productivity, which will spill over to domestic firms. Employment and wages
will increase in the expanding sectors of the economy, and the country will
enter a period of dynamic growth.

But economic growth was sluggish and total levels of investment remained
low despite the increase in trade and the infusion of foreign capital in Mexico.
The country remained vulnerable to macroeconomic shocks given its fiscal
dependence on oil revenues and its recurrent reliance on an overvalued
currency. Job creation was limited even in growing sectors of the economy,
and import competition eliminated many livelihoods, particularly in
agriculture. Wages remained low and fell further behind those in the United
States, contrary to the prediction of wage convergence. While poverty
decreased due to multiple factors, inequality remained high. And without
adequate environmental standards and enforcement, the ecological costs of
economic growth remained high. Below is the evidence on each of these
trends.

SLow GROWTH

Mexico’s economy grew at an annual per capita rate of only 1.6 percent
between 1992 and 2007. This is low by Mexico’s own standards—from 1960
to 1979, real per capita growth averaged 3.5 percent'*—and low by
developing country standards as well. Mexico has had one of the lowest
growth rates in Latin America. Countries with less orthodox trade and
development policies—India, Brazil, and China—have achieved growth rates
in the same period that were much higher than Mexico’s. Contrary to
Mexico’s emphasis on deficit-reduction, these more dynamic countries
adopted pro-growth policies with high levels of public investment to
maximize the growth-stimulus of expanding trade.



Fig. 1. Trade and Income Divergence in Mexico
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Note: The exports to GDP ratio jumped in three occasions, around 1976, 1982, and 1995. All
three of them were periods of crisis and sharp devaluations. The jumps are explained by the
simultaneous occurrence of an increase in exports, a reduction of GDP, and a sharp change in
the dollar value of the peso.

As the share of exports in the economy grew, the rate of growth faltered (see
Figure 1). This is due in part to the rapid growth of imports. To the extent that
Mexico’s exports involved little value-added production on imported
components, as was the case in much of the manufacturing sector, the rising
value of Mexico’s exports offered a misleading gauge of domestic economic
activity.

It is particularly striking that Mexico grew so slowly through the period when
the significance of Mexico’s preferential access to the U.S. market was at a
peak and when the U.S. economy was growing so dynamically. No other
developing country had comparable advantages over its potential trade rivals.
In fact, given the levels of integration and openness in the global economy, it
may well be that no country will ever enjoy the trade advantages Mexico saw
in the years after NAFTA took effect.

Since NAFTA took effect, changes have seriously eroded the value of the
preferences granted to Mexico. The United States now has trade agreements
with other developing countries, and China and other exporters are more fully
integrated into the global trading system under the WTO. To be sure, since
2000-2001 Mexico has been losing business, particularly to China, and China
has moved ahead of Mexico as the second largest exporter to the United
States. According to some estimates, over half of Mexican exports to the
United States are “under threat” from Chinese exports. And 82 percent of



Mexico’s exports of “high technology” goods, representing 40 percent of total
exports, are threatened by Chinese competition.

Evidence suggests that at least in manufacturing, trade between Mexico and
the United States decreased in importance since 2001. The most recent
recession in the United States has erased any significant advantage opened by
NAFTA. This is particularly true in sectors such as automobiles, a strategic
NAFTA sector, where the current restructuring in the United States suggests
the need to reconsider the manufacturing model nurtured by NAFTA and
related policies.

Low LEVELS OF INVESTMENT

Just as export growth has not translated into income growth, NAFTA’s strong
record in attracting foreign investment has not translated into an increase in
overall investment rates in Mexico—an important reason behind Mexico’s
slow economic growth. FDI may have tripled, but domestic investment
receded, so overall investment levels (foreign plus domestic) languished at
around 19 percent of GDP (see Figure 2). This is low by Mexico’s standards;
investment before 1982 was around 24 percent of GDP.'® It is also
significantly lower than the 25 percent level economists now consider
necessary to achieve dynamic growth.'” By comparison, total investment in
China has been around 40 percent over the last two decades.'

Fig. 2. FDI vs. Investment Rate, 19922005
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The free-market case for FDI rests on the assumption that there is an
automatic virtuous cycle. FDI brings needed capital and technology, which
raises productivity, increases efficiency, and carries “spillover” effects in the
domestic economy. Foreign firms source from domestic companies, whose
dynamism stimulates additional economic growth. Better production



standards and processes raise the competitiveness of domestic firms. New
domestic investment is stimulated by foreign investment and the economy
moves toward higher growth rates.

The belief that FDI automatically stimulates domestic investment has been
widely questioned.'® In the case of Mexico, FDI failed to raise total
investment levels for several reasons. First, in a context of poor infrastructure
and lack of credit, many domestic firms went out of business due to pressure
from imports, a process that was well underway as a result of earlier reforms.
Second, a significant portion of FDI, particularly in services, went into buying
domestic firms rather than establishing new facilities, which does not increase
the stock of capital. Third, FDI in manufacturing has been concentrated in
production-sharing operations that take imported components, add some value,
and re-export the product. This generates limited spillover effects. For
example, in the maquiladora sector as a whole, only 3 percent of inputs are
sourced from Mexican firms; fully 97 percent are imported, a share that has
not improved with NAFTA. Fourth, Mexican firms have found it particularly
difficult to link with foreign companies and thereby stimulate local
economies.” Finally, public investment collapsed as part of the
macroeconomic adjustment enacted to reduce the fiscal deficit, policies very
much in line with the free-market aversion to public intervention. This decline
in public investment was not compensated by a rise in private investment. Far
from “crowding out” private investment, public investment was needed to
“crowd in” private capital.”!

China’s experience offers a stark contrast. Throughout its recent period of
dynamic, export-oriented economic growth, the Chinese government has
continued to play an active role in directing the country’s development
process. This has included a competitive exchange rate and a very active
industrial policy designed to ensure that new export opportunities and new
FDI contribute to the growth of domestic firms. Notably, many of the
measures widely used by China—such as performance requirements that
foreign firms source a significant share of their inputs from domestic
suppliers—are illegal under NAFTA.

It remains open to debate whether such policies would be the answer for
Mexico in today’s global economy. It is clear that Mexico’s strict adherence
to the NAFTA model failed to translate increased FDI into increased overall
investment—a precondition for dynamic growth. It is also clear that NAFTA
prohibited some of the practices that have been shown to be effective in
converting foreign investment into domestic economic activity.

MACROECONOMIC VULNERABILITY

While the Mexican government can claim some notable achievements in the
area of macroeconomic stability—particularly taming inflation and decreasing
the external debt—there are areas of concern. Mexico’s tight fiscal policies
have reduced inflation but they have also slowed domestic economic growth.
Tight monetary policy has also led to a persistently overvalued currency,



making it more difficult for producers to compete with other developing
country exporters, such as China. In the long term, an overvalued peso leaves
the country vulnerable to runs on its currency and sudden devaluations, as
occurred in 1994—1995, and as occurred again in the recent financial crisis,
when the peso lost almost half its value. The belief that NAFTA’s ever-
increasing U.S. inflows into Mexico would shield the country against
currency attacks has been proved wrong.” Financial reform failed to deepen
the Mexican financial services sector, which remains weak, with bank lending
to private firms low and expensive relative to international standards.

Overvaluation also contributes to concerns about the current account. High oil
prices in recent years have helped mask a host of underlying problems.
Mexico’s trade deficit, counting rising oil revenues, hovered around 1 percent
of GDP from 1999-2007. This could have been considered a sustainable trade
deficit except that it hid a non-oil deficit that has worsened since the 1994—
1995 peso crisis and by 2008 reached 6.2 percent of GDP, a level higher than
that preceding the 1994 peso crisis (see Figure 3).%

Fig. 3. Mexico's Trade Balance, 1991-2008
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Mexico deserves credit for maintaining a federal budget deficit around 1
percent of GDP before the current crisis. However, the revenue side of the
equation is less solid, as the country remains heavily dependent on oil exports
for government revenues. The state-owned oil company, Pemex, provides
more than 30 percent of federal revenues.** Mexico collects a very low share
of revenues from taxes, well under 15 percent of GDP, > compared to 36
percent for OECD countries.



Government dependence on oil revenues drains investment and exploration
funds from Pemex, undermining its capacity to continue producing and
refining oil, and providing funds in the future to finance public expenditures.
Estimates suggest that at current levels of exploration, Mexico has only nine
more years of proven reserves.”” Low levels of investment and productivity,
in turn, feed calls to privatize the company.

Mexico is also now excessively dependent on the United States as an export
market, with more than 85 percent of Mexican exports going to the United
States, up from 70 percent in 1990.”® This leaves the country more vulnerable
than ever to downturns in the U.S. economy. For this reason, the current
recession is hitting Mexico harder than any other country in Latin America.
Through October 2009, the Mexican economy has shrunk by about 7 percent.

Finally, many Mexicans depend on remittances from family members in the
United States. These have proven to be an important and consistently growing
source of foreign exchange, jumping six-fold from pre-NAFTA levels to $24
billion in 2007, an amount greater than FDI.*’ Remittances have already
declined during the current recession, as U.S. employment in construction and
other industries dependent on migrant labor weakens. This has important
implications for families who have come to rely on remittances, as some of
their members have chosen to migrate, and for the economy, as it reduces
foreign exchange flows into the country.

WEAK JOB GROWTH

With slow growth and overall investment weak, it should come as no surprise
that employment growth has been poor. Still, it is striking that NAFTA could
bring Mexico such large increases in trade and foreign investment but
generate so few jobs. Overall, limited employment gains in manufacturing and
services have been offset by large employment losses in agriculture. With
roughly one million Mexicans entering the labor force each year, the NAFTA
model has failed to deliver what Mexico needs the most.

In manufacturing, the data suggest a net gain of 500,000—-600,000
manufacturing jobs since NAFTA went into effect (see Figure 4). Mexico
showed employment gains in the maquiladora sector, adding about 660,000
jobs since NAFTA took effect, to total 1.2 million in 2006.*° Employment in
Mexico’s non-maquiladora manufacturing sector was lower in 2008 than it
was in 1994 (except in micro-enterprises, which are mostly outside the formal
sector of the economy). In August 2008, there were 1.24 million non-
maquiladora manufacturing jobs, 159,000 fewer than when NAFTA took
effect.’’ The number of formal jobs in manufacturing plants (maquiladora and
non-maquiladora) grew rapidly during the years between NAFTA’s
enactment in 1994 and 2000, but most of the growth came from an
intensification of maquiladora activity brought by the sharp depreciation of
the peso in 1995. Non-maquiladora formal manufacturing employment was
already in decline early in 1994, and new jobs were only added once the
shock of the 1995 crisis started to ease and firms reacted to the highly
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competitive exchange rate that the crisis created.’ Since 20002001, both the
maquiladora and non-maquiladora sectors began to lose jobs, even before the
impacts of the current recession are taken into account.*

Fig. 4. Manufacturing Employment, 1994—2006
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Note: Non-maquiladora manufacturing employment starts in 1994 because data before that
year is collected based on a different basis. Maquiladora data stops in 2006 because the data
stops then.

Why have so few jobs been created in a sector that has shown significant
growth? In addition to the job losses from import competition, Mexico’s
economic model is in part a victim of one of its recognized successes:
increasing productivity. The 80 percent increase in productivity in the non-
maquiladora sector has dramatically reduced the employment impacts of
economic growth in existing firms. The increase in productivity is welcome,
but the enclave nature of many enterprises means that there have not been
additional opportunities to invest in manufacturing. Few modern plants have
been built and too few new jobs have been created in the sector.

Employment in the service sector has grown. Jobs in services have increased
from 50 percent to 60 percent of total employment.** This sector includes a
large proportion of informal workers, so many of the new jobs are not in the
most desirable occupations, but formal employment has also increased.
Modern business and financial services enterprises have been established,
increasing the efficiency of the economy. Foreign direct investment has built
new tourist services in world-class Mexican resorts. Significant investments,
domestic and international, have supplanted traditional retail trade with U.S.—
style department stores and supermarkets in large and medium-sized cities. As
part of the retrenchment of the public sector, employment in the distribution
and retail sale of gas and fuels expanded rapidly during these years. Mexico’s
disregard for public education has resulted in an increasing share of jobs in
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private education. According to economic census data, between 1993 and
2003, non-financial services to businesses and consumers added almost 4
million formal jobs.*

In agriculture, on the other hand, employment losses have offset most of the
gains in the maquiladora sector and in formal sector services employment. As
Figure 5 shows, total employment is down from 8.1 million in the early 1990s
to 5.8 million in the second quarter of 2008, a loss of more than 2.3 million
jobs.*® With Mexico’s unilateral liberalization of most agricultural sectors
ahead of their NAFTA transition schedules, imports of subsidized grains and
oilseeds have outpaced rising exports to the United States of fruits, vegetables,
and meats. While the United States increased its farm subsidies in the post-
NAFTA years, the Mexican government reduced its support, placing
additional pressure on already-stressed farming conditions. Mexico’s trade
balance in agricultural goods with the United States has remained negative
since NAFTA.?” Employment increases in export crops have been limited
because industrialized agriculture dominates these sectors, offering limited
permanent employment. There has been a significant increase in seasonal
work, drawing large numbers of internal temporary migrants.

Fig. 5. Agricultural Employment, 1993—2008
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These small and seasonal employment increases have been too limited to
absorb losses from traditional agricultural sectors. Many of these losses came
among small-scale farmers producing staple foods, most notably corn, where
import competition undercut producers and real prices fell nearly 50 percent
after Mexico accelerated liberalization ahead of NAFTA’s schedule for
sensitive products.
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Fig. 6. U.S. Corn Exports & Mexican Producer Prices, 19892008
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During the NAFTA period, Mexico’s workforce has been growing by about
one million workers per year. NAFTA’s so-called “social deficit” is,
significantly, a jobs deficit, as the formal sectors of the economy have
provided far too few new jobs to absorb those displaced in agriculture and
those newly entering the workforce.

One measure of the jobs deficit is the rise in informal employment, which
accounted for a remarkable 57 percent of the economically active population
in 2004, up from 52 percent in 1992.>® Another sign is the rise in migration to
the United States, which has deep historical roots but has grown during the
NAFTA period. In spite of the rising militarization of the U.S. border,
migration increased from about 350,000 per year before NAFTA to nearly
500,000 per year by the early 2000s.*® According to some estimates, the
Mexican-born population in the United States increased from 4.5 million in
1990 to 9.7 million in 2000, and 12.7 million in 2008, of which around 55
percent is undocumented.*® The increased risks to migrants have reduced
well-established seasonal flows of labor, as migrants choose not to risk the
annual return to Mexico. As a result, migration to the United States is more
permanent now than it was before NAFTA.

Thus, one of the paradoxes of NAFTA, which leaders promised would help
Mexico “export goods, not people,” is that Mexico now “exports” more
people than ever and more of them reside permanently in the United States
without documents.

CONTINUING Low WAGES

The record on wages is disappointing, if unsurprising. Real wages in
manufacturing fell after the 1995 peso crisis and recovered to their pre-
NAFTA levels after 2001. But they are up only slightly (8 percent) in the
maquiladora sector,*' while wages in non-maquiladora manufacturing remain
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at pre-NAFTA levels.*” This is in sharp contrast to the impressive growth of
productivity in the sector. Those gains have not been shared with workers.

It is noteworthy that Mexico has not seen the wage improvement for unskilled
labor that is so much needed. Instead of convergence with wages in the United
States, manufacturing wages have been diverging. As Figure 6 shows, the
average U.S. manufacturing wage in 2007 was 5.8 times the Mexican wage,
up from 5.6 in 1993.** What makes this result unsurprising is the persistent
surplus of labor throughout Mexico. Real wages for agricultural workers,
which have historically been lower than manufacturing wages, also fell after
the 194%5 crisis and remained below their pre-NAFTA levels at least through
2003.

Fig. 7. U.S.—Mexico Wage Gap 19932007
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The real value of the minimum wage has fallen 25 percent since NAFTA took
effect.*” This is significant not because so many workers earn the minimum.
In fact, while Mexico’s minimum wage is loosely enforced in the workplace,
it is a reference for setting wage adjustments in a wide range of activities and
for the definition of worker’s benefits.*® Policy makers have used it as a
powerful tool to stabilize the macro economy, as they did during the peso
crisis, when they allowed the purchasing power of wages to fall to help
achieve the desired inflation rate. Thus, the fall in the value of the minimum
wage is significant because of its economy-wide effects on contract
negotiations, government salaries, and so on.

Not only have wages stagnated, the quality of employment has declined as
well. Half of the new jobs created in the formal sector between 1993 and 2004
did not offer the basic package of benefits—Social Security, annual bonus,
and two weeks of vacation—mandated by Mexican laws."’
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Mexico’s economic strategy was premised in part on attracting manufacturing
jobs on the basis of low wages. Government policies have been designed to
keep wages low. Given the context of slow growth and government wage
policies, it is not surprising that Mexico has seen few gains in wage levels.
Still, Mexico’s low wages are not low enough to compete with China, which
is one reason many of Mexico’s light assembly operations have moved to
China or are under threat. Mexico is unlikely to maintain a competitive
advantage in today’s global economy on the basis of low wages.

NAFTA’s labor side agreement has been largely ineffectual in ensuring
respect for workers’ rights in Mexico. Mexico’s stagnant wages despite
growing productivity are partly the result of the continued weakness in labor’s
bargaining power and partly the result of government low-wage policies. It is
telling that persistent low wages have not even translated into more jobs.

PERSISTENT POVERTY AND INEQUALITY

Not surprisingly, slow growth, limited employment, and low wages have left
Mexico with persistent poverty and inequality, and the global recession now
threatens to undermine what progress was made in recent years. Poverty
numbers vary greatly depending on the poverty line used and methodology of
estimation.*® Here we use official data from the Consejo Nacional de
Evaluacion de la Politica de Desarrollo Social, based on national poverty lines.

These data show poverty declining from 53 percent in 1992 to 43 percent in
2006 and extreme poverty falling from 21 percent to 14 percent.* The
Mexican government has been credited with improving some of its targeted
anti-poverty programs, which may account for some poverty reduction.
Foreign remittances and the ‘demographic bonus’ have also been identified as
important contributors to the rise in income of poor families. Still, these are
high levels of poverty for a middle-income country. In 2006, an estimated 43
percent of Mexicans could not afford the “basic market basket” of food,
clothing, housing, health care, public transportation, and education. Extreme
poverty, defined as income too low to secure minimum food requirements,
affected 14 percent of people. Rural poverty was worse: 55 percent overall,
with 25 percent in extreme poverty.”’ The current recession is likely to erode
some of the gains that have been made.

Inequality, as measured by the Gini coefficient, showed minor improvement,
from 0.550 in 1992 to 0.511 in 2004.”" Mexico remains one of the
hemisphere’s highly unequal countries. By all accounts, NAFTA contributed
to growing geographical inequality between Mexico’s southern and northern
states. There was growth in states along the U.S. border and those with
transportation infrastructure and/or industrial trade with the United States, as
well as tourist areas. States in southern Mexico languished behind.

ENVIRONMENTAL COSTS

Economic growth during the NAFTA period has come with a high
environmental cost, but this is not because Mexico has served as a widespread
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“pollution haven” for pollution-intensive U.S. firms, as some
environmentalists feared. U.S. firms have not moved to Mexico in large
numbers for these reasons, though there are certainly cases where that
happened.” Mexico’s poor environmental record is mostly due to a
weakening of the commitment to environmental protection in the post-
NAFTA period. Indeed, real spending and inspection levels in manufacturing
have declined since NAFTA, and the environmental impacts have been well
documented.>

The net environmental costs of the restructuring of Mexican agriculture are
difficult to quantify but are clearly negative. Costs related to the expansion of
industrial agro-export farms include increased water use, particularly in export
sectors in water-stressed regions, and the loading of nitrogen and other agro-
chemicals. Economic pressure on poor farmers, particularly maize producers,
has contributed to lost or threatened maize biodiversity under competition and
price pressures from corn imports, as well as deforestation from the
unsustainable exploitation of marginal lands, as poor farmers pursue survival
strategies.”

The Mexican government estimates the costs of environmental degradation
periodically in the national income accounts. Since 1985, the environmental
costs, which include natural resource degradation and urban and industrial
pollution across sectors, have averaged about 10 percent of GDP per year.”
Clearly, the Mexican government has not done enough to address these
significant environmental impacts.

NAFTA'’s side agreement on the environment established an institutional
framework for dealing with these issues—the North American Commission
for Environmental Cooperation—as well as institutions to deal with border
environmental issues. However, they have been underfunded and have been
relegated to the role of interesting pilot projects rather than comprehensive,
trinational ways to address environmental issues. The threat of global climate
change just makes more urgent a trinational, comprehensive approach.
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Conclusions

There is increasing international recognition that trade policy in the Western
Hemisphere should be overhauled. The evidence points overwhelmingly to
the conclusion that the Mexican economic model, which hinged significantly
on strict adherence to free-market policies backed by a trade agreement with
the United States and Canada, has largely been a disappointment for Mexico.
What does this mean for the Mexican and U.S. governments? For the United
States, it is indeed time for a comprehensive review of the template for such
agreements. That assessment must include the impacts on all three NAFTA
countries. It is in both the short- and long-run interests of the United States to
develop trading relationships with its less developed partners that stimulate
economic development. In the short run, economic and political stability
increase, and in Mexico’s case these are closely related to two intractable
problems for the United States: migration and the drug trade. In the long run,
U.S. exporters will be better off if Mexico grows dynamically, just as they
have benefited, despite competition, from rising demand from a rapidly
growing China.

U.S. trade policy needs more than tinkering around the edges. While the
incorporation of improved labor, environmental, and intellectual property
provisions in more recent U.S. trade agreements, such as the agreement with
Peru, is laudable, such measures would not have had any appreciable impact
on the negative trends we have seen in Mexico under the development model
enshrined in NAFTA. The flaws go deeper than labor and environmental
standards.

For Mexico and other developing countries seeking to develop NAFTA-style
trade relationships with the United States, the evidence here suggests the need
for a serious review of national development strategies. Mexico had all the
advantages that came with its early preferential agreement, its long border
with the United States, and an expanding U.S. economy. No other country in
Latin America can expect such favorable conditions. Similarly, no other
country in Latin America can expect even the meager gains Mexico saw under
NAFTA unless the trade agreement is reframed in the context of pro-growth,
pro-development domestic policies.

Those policies would draw on the more successful strategies of other
developing countries in the last two decades. They would avoid some of
Mexico’s key mistakes: overemphasizing tight fiscal policy over exchange
rate competitiveness and economic growth; weak tax collection; falling public
investment, which could have helped crowd in private investment;
abandonment of public investment and research in oil and perhaps in other
industries; and failure to develop government-led programs to correct for
critical failures in credit markets. None of these domestic policies was
mandated by NAFTA, though they are largely consistent with the model in
which NAFTA was a central component. Trade policy was mistaken for
development policy.
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For developing countries assessing Mexico’s experience, there are five
important flaws to avoid in any trade agreements with the United States. First,
they should avoid NAFTA’s prohibitions on policies for industrial
competitiveness, such as selective promotion of industries, temporary
preferences to national entrepreneurs in particular areas, and similar measures.
China, India, Brazil, and others have shown that the government needs to be
strategic and help steer domestic industry and foreign investment in ways that
stimulate dynamic domestic economic activity. NAFTA’s limits on such
policies meant that the growth in exports and foreign investment could not be
channeled into strategic areas that could yield long-term benefits.

Second, Mexico’s accelerated liberalization of the staple-food producing
sector, mainly maize, led to high levels of underemployment because the
economy could not generate alternative job opportunities to absorb displaced
farmers. Liberalization of sensitive food-producing sectors should be done
carefully, if at all, well sequenced with other employment-creating reforms,
and with continued investments in rural development and agricultural
productivity. Mexico’s only remaining defense against highly subsidized U.S.
agriculture is the protection of key sectors through tariffs, quotas, voluntary
export restraints, or other means.

Third, agreements should ensure benchmark standards for labor and the
environment. NAFTA’s side agreements have proven woefully inadequate.
The incorporation of language on labor and the environment in recent U.S.
agreements will do little to increase labor rights and environmental standards
and enforcement, at least not in a way that addresses the problems
experienced by Mexico. North America needs to create dignified labor
conditions and a sustainable environment across borders. That will take more
substantive reform.

Fourth, the absence of any provision to include funding for development to
bring Mexico to a position where it could realistically compete with the
United States and Canada was a mistake of NAFTA negotiators. Such funding
was significant and effective in the experience of the European Union. The
original proposals for a North American Development Bank recognized the
need to address these asymmetries, but funding was scaled back to a very
limited mandate and budget in the North American Border Bank.

Finally, a trade agreement is no substitute for a coherent national economic
development strategy. Mexico has relied too heavily on NAFTA to bring
dynamic growth. The countries that have succeeded in recent years have not
only resisted the limitations imposed by NAFTA-style trade agreements, they
have generated and followed active and coherent economic development
policies to ensure there are domestic benefits from expanding trade.

There is indeed much to be learned from Mexico’s experience. Now is the
time for the U.S., Canadian, Mexican, and other developing country
governments to take a fresh look at NAFTA’s experience and shape trade and
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development policies to better meet the needs of their people in a manner that
respects the right to development, job creation, and the environment.
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