NAFTA: Setting the Record Straight

Nora C. Lustig

1. INTRODUCTION

HE North American Free Trade Agreement (NAFTA) was sold on the

basis that it would bring a substantial expansion of US exports to Mexico
and boost Mexico’s economic growth. Since its passage, however, not everything
has gone as planned. In 1995 — scarcely a year after NAFTA came into effect —
Mexico was in the midst of its worst economic crisis in decades. Meanwhile,
rather than the anticipated expansion, US exports to Mexico went down.

Has, then, NAFTA failed? The short answer is ‘no’. While many more years
will be required before it is possible to make a meaningful assessment of the
agreement, NAFTA’s expected benefits are beginning to materialise. Trade
among the three NAFTA countries has been expanding to record levels and the
number of US-Mexican business partnerships is on the rise. Moreover, despite the
45 per cent real devaluation of the peso, the seven per cent drop in Mexican
output and Mexico's 22 per cent fall in real wages during 1998 exports to
Mexico were much less affected than Japanese or European exports largely
thanks to NAFTA. Indeed, while exports to Mexico from the rest of the world,
notably Japan and the European Union, fell by about 25 per cent, US exports
contracted by less than two per cént.

Despite these positive trends, many Americans in and out of the Congress are
proclaiming that NAFTA was a mistake. To a large extent, the statements against
NAFTA are based on erroneous beliefs or egregious distortions. NAFTA is
blamed for US job losses or declining living standards of workers, particularly the
unskilled. In reality, the impact of NAFTA ogrossjob displacement in the
United States has been negligible. Furthermore, there is some evidence that
NAFTA’s netemployment effect (the difference between jobs displaced and jobs
created) has been positive.
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AnotherargumentusedagainstNAFTA is the fact that following the Mexican
pesocrisis the United Statesis running a trade deficit with Mexico. However,
unlessit is the result of restrictionsin marketaccessa deficit with any one
country by no meansis a causeof distressin the country that is running the
deficit. Thesucces®f NAFTA hasto be measuredby the total amountof tradeit
createsegardlesof which countryis in deficit.

Finally, while someof NAFTA's critics arguethatthe agreementvasa cause
of the Mexicanpesocrisis, in reality the crisiswascausedy factorsunrelatedo
NAFTA. In fact, NAFTA is an important contributing factor to Mexico’s
economicrecovery becauseof its impact on export performanceand foreign
directinvestmentflows.

Thesemisperceptiongrobably reflect a deep-seatedrustration with rising
income disparitiesand declining real earningsof less-skilledworkersin the
United Statedfor which tradewith developingcountriesis frequentlyblamed.So
far, the sentimentprevailingin Congressn relationto NAFTA andits extension
has been strong enough to inhibit the administration from requesting
Congressionlaapproval for fast-track authority to negotiatethe accessionof
other countriesto NAFTA or any other free trade agreementlf currenttrends
continue,it is unlikely that the United Stateswill be ableto remaina credible
player— let alonga leader— in the questfor hemispheridree trade.

To constructiong-lastingsupportin the United Statesor NAFTA — andfree
trademoregenerally— actionis neededn threefronts. First, the administration
mustundertakea systematigublic educationeffort bothwith Congressandthe
generalpublic about NAFTA and its actual effects. Second,further stepsare
required to make good on the promisesimbeddedin so-called labour and
environmenthside-agreemest NAFTA critics areright in onerespectthereis
no reasonto forego NAFTA'’s contributionto the protectionof workers’ rights,
particularlyin Mexico, or improved environmenthconditions,especiallyalong
the US-Mexicanborder.Finally, identifying waysto addresghe rising economic
polarisationanddecliningliving standard$or theless-skilledn the United States
deservesgreater attention on the part of policy makers. Otherwise, many
lawmakersare likely to continuefocusingon the wrong instrument— that is,
tradeprotection— to combatit.

2. NAFTA AND MEXICO’S ECONOMIC PERFORMANCE

WasNAFTA acauseof Mexico’s 1995financial crisis?Someobserversave
arguedthat it was.However,Mexico’s large andrising tradedeficit wasnot the
resultof the reductionin tradebarriersimplied by NAFTA but wascausedyy an
appreciatedpeso (that is, the dollar was allowed to becometoo cheap).
Furthermorewhile the tradedeficit contributedto the peso’sdevaluation there
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were other eventsthat were equally, or more,importantin explainingMexico’s
financial debacleof 1995.

The Mexican financial crisis was the result of a combinationof, on the one
hand,rising US interestrates,political shocks,and markethysteria,and,on the
other, erroneousolicy responsesn the part of the Mexican authorities.Three
events in particular — the Zapatista guerrilla uprising in Chiapas, the
assassinatio of the PRI presidentialcandidate,and the assassinatiorof the
PRI SecretaryGeneral— generateda climate of uncertaintyamonginvestors
during 1994. In the aftermathof the PRI presidentialcandidateLuis Donaldo
Colosio’s assassinatioim March 1994, Mexico lost closeto $10 billion — or
about40 per cent— of its internationalreserves.

While NAFTA cannotbe blamedfor the pesocrisis, it is surely contributing
to Mexico’s recovery.And, economicgrowth in Mexico brings good things to
the United Statesin the form of increasedexportsand reducedmigration. The
Mexican economicrecoverygot underwayin the third quarterof 1995,andthe
6.2 per centfall in GDP exhibited that year was followed by a 5.1 per cent
growth in output during 1996. Exports have been the engine of Mexico’s
recovery.Overall, they grew by 33 per centin 1995, with non-oil exportsrising
by 47.5 per cent® One indicator of NAFTA'’s role in this processis that the
averagerate of growth of Mexican exportsto the United Stateswas more than
ten percentagepoints higher after 1994 than in the period 1991-1993.The
sectorswhich showedthe highestratesof growth werethosewherethe regional
integrationwas fairly advancedevenbefore NAFTA: autosand auto parts,as
well as textiles and apparels,food and beveragesand agriculture and cattle
products.

NAFTA'’s impact is also observablein the behaviour of foreign direct
investmentanothelimportantcontributingfactorto Mexico’s economiaecovery
andfuture growth prospectsOn average betweenl1994 and 1996 foreign direct
investments almostdouble(closeto $8 billion a year)the amountit wasin the
three years preceding NAFTA’s implementation Moreover, in 1995, when
portfolio flows becameéhighly negative foreigndirectinvestmentvas75 percent
abovethe level in the three yearsprecedingNAFTA. A comparisonwith the
previouscrisis may be telling. During 1983, foreign direct investmentfell to a
fifth of whatit hadbeenin the previousyears.Clearly, the busines®pportunities
broughtby NAFTA have had a positive impact on foreign direct investment
decisionsthe pesocrisis notwithstanding.

Unfortunately,the economicrecoveryhasnot yet reachedthe pocketsof the
average Mexican: between 1995 and 1996, real manufacturingwages fell
cumulativel by over25 percent.But, if currenteconomidrendscontinue— and
current forecastssuggestthey will — real wagesshould start growing, albeit
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slowly, again.Still, it could take severalyearsfor Mexicanwagesto reachtheir
pre-crisislevels but without NAFTA, it would havetakenmuchlonger.

3. NAFTA AND US TRADE

The relative size of the US economyvis-avis Mexico (about 25 to 1) will
alwayslimit the effectsof NAFTA to very small ordersof magnitude.Imports
from Mexico asa shareof total annualUS imports,for example haveaveraged
aboutsix per cent. Investmentin Mexico is a tiny percentageof overall US
investmentForexamplejn 1994,directUS investmenin Mexico was$3 billion
or aboutone-third of one per centof US grossprivate domesticinvestmentof
morethan$1 trillion.

FurthermoreassessindlAFTA'’s impactcouldturninto a futile exerciseThe
sharp devaluationof the Mexican peso and the crisis that followed clearly
overshadowthe effectsof NAFTA’s implementation.The devaluationand the
recessiorcausecdh sharpdeclinein Mexico, US exportsto Mexico, andMexico’s
tradedeficit with the United Statesof $2.4 billion in 1993 becamea surplusof
$15.4billion in 1995.1n addition,NAFTA is justonepartof a continuingprocess
of economicintegrationbetweenMexico andthe United Statesa processwhich
acceleratedvith Mexico’s tradeliberalisationintroducedin the mid-1980s.The
benefits— andthe costs— of economicintegrationwill be spreadover many
years.Evenin thelongerrun, the sizeof the US economyrelativeto Mexico will
alwayslimit the effectsof tradeand investmentflows with that country.

Neverthelessthereareindicationsthat NAFTA is makingits imprint on both
the magnitudeand compositionof bilateral trade flows. For example,during
1994, NAFTA's first year, trade betweenthe NAFTA partnersgrew by 17 per
centover 1993, reachinga recordof $350billion, of which $100billion areUS—
Mexico trade? Takinga longerperspectiveall of US—-Mexicotradesurgedfrom
$30 billion in 1986 (a year after Mexico beganits trade liberalisation)to an
estimated$140billion in 1996.

In 1995, NAFTA worked to preserveand promotetrade, despiteMexico’s
economiccrisis. In contrastto the crisis in 1982, when Mexico re-introduced
import permitsfor the majority of products,this time it keptits open-econmy
policieslargely in place.Tariffs were increasedo their GATT-boundlevelsin
only a handful of sectors.But, becauseof NAFTA, the US — aswell asother
countrieswhich had signedfree tradeaccordswith Mexico — were sparedthis
tariff increaseMoreover,in 1995, while exportsfrom the United Statesfell by
abouttwo percent,exportsfrom non-NAFTA countries— notably,Japarandthe
EuropeanUnion — fell by 25 per cent. Part of the difference in export
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performane betweenthe United Statesand other exportersto Mexico might be
attributedto the depreciationof the dollar vis-avis other major currenciesin
1995. However, most must be ascribedto the expandedmarketaccessor US
exportersand the growing importanceof intra-industry bilateral trade, both
strengtheng by NAFTA. NAFTA appeardo have shieldedUS trade from the
brunt of the Mexicancrisis andthe increasein sometariff lines that followed.

4. USEMPLOYMENT AND WAGES

Before NAFTA’s approval,all opponentsclaimedthat the agreementwvould
lead to significant job lossesin the United States.Cheap, labour-intensive
Mexicanimports,would outcompetdJS goodsand plantswould be attractedto
Mexico by lower wages.

Threeyearsof evidencerevealshatthosefearswereunfoundedOneindicator
of the grossdisemploymengffectscausedby NAFTA is the Trade Adjustment
Assistance (NAFTA-TAA) certifications for all industries given by the
Department of Labor. The cumulative figure between January 1994 and
December1996 equalsclose to 90,000 certifications. Sixty per cent of these
areMexico-relatedasopposedo Canadaor unspecifiedcountry).Forty percent
of this amountis dueto plantrelocationandthe restto employmentisplacedoy
imports. This number,however,is the total numberof recipientsof NAFTA-
relatedassistanceyhichis not equivalento the total numberof peoplewho may
be unemployedasaresultof NAFTA. USTRfiguresindicatethatabout6,0000f
the eligible recipientsactually usedthe benefits, suggestingthat the rest has
probablybeenre-employedAlso, anaccurateassessmertf the netemploymen
effectof NAFTA would needto look atjob creationaswell. A recentstudywhich
attemptsto do this analytically found that the overall impact of NAFTA tariff
liberalisation on US employmenthasbeenslightly positive®

Moreover,job displacemeninay be causingrealhardshipfor someindividuals
and families, but it is important to put the above figures in context. Since
NAFTA, the United Stateshascreatedin the orderof 2.25million jobs a year.
Furthermore,according to the Bureau of Labor Statistics, total gross job
displacementgsubsequentlyre-employedin the majority of cases)during the
first nine monthsof 1996averaged®.4 million workersper month.On a monthly
basis,the NAFTA-TAA certified workerssincethe agreementameinto effect
equals2,569 a month (82,223 divided by 32 months). NAFTA certified job
displacementgvereonly aboutonein onethousandtiof the averagemonthlylay-
offs during the first nine monthsof 1996°

5 Hinojosaet al. (1996).
6 All thesefigurescomefrom Hinojosaet al. (1996).
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Given US wage flexibility, a more relevant measureof NAFTA-related
hardshipfor Americanworkersmay be its effect on wages,particularly for the
less-skilled While NAFTA's effecton wageshasnot beenestimatedtheimpact
of tradeon US wageshasbeenstudiedextensively.The majority of thesestudies
concludesthat internationaltrade explainsa small shareof the observedrising
wageinequalityanddownwardtrendin real wagesof less-skilledUS workers’®
In general,it is technologicalchange— with its biasin favour of high-skilled
labour— thatis the main factor behindthesetrends.Ilt may beimportantto note
that even if trade protection may bring small, short-termrelief for unskilled
workers, this will be at the expenseof lower growth and living standards—
including those of less-skilled workers — in the future. A more fruitful
alternativewould be to pursuepolicies designedto upgradethe educationand
skills of the working population.

5. LABOUR AND ENVIRONMENT

To respondto US congressionalinterest in incorporating labour and
environmenthissuesnto the negotiationsthe Clinton administrationnegotiated
the North AmericanAgreementon Labour Cooperatiorandthe North American
Agreementbn EnvironmentalCooperationknownasNAFTA ‘side’ agreements.
Mexico and the United States alone establishedthe Border Environment
CooperationCommission(BECC) and the North American DevelopmentBank
(NADBANK). The BECC:

is expectedto assistborder statesin both countriesto design and finance environmental

infrastructureprojectscertified by BECC andalsoto providesupportfor communityadjustment
andinvestmentprojects®

As part of the so-calledlabour side agreementa federal governmentlevel
office in eachcountry called the National Administrative Office (NAO) was
created. One of its functions is to receive public complaints about non-
enforcemenof labourlaw.

ThelabourandenvironmeniNAFTA side-agreemestvereintroducedto gain
votesin the US Congressat thetime of NAFTA’s approval.However,organised
labour, Democratsin Congressand someenvironmentalistsvere not satisfied
with the agreementdecausejn their words, they lack ‘teeth’: that is, no real
provisionsweremadeto usetradesanctionsagainstviolatorsof the sideaccords.

It is really fortunate that these agreementsare ‘toothless’ in this respect.
Otherwise probablyenvironmentabndlabourissuesvould havebeenfrequently

7 Burtless(1995).
8 Lawrence(1996).
9 GAO (1994,p. 11).
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used as excusesto introduce protectionist barriers and obstruct NAFTA'’s
implementéion. Not eventhe EuropeanUnion, so keenon harmonisingsocial
standards,usestrade sanctionsin the face of labour or environmentallaw
violations. In the EuropeanUnion, complaintsare brought before the judicial
systenby theinterestedoartiesin the countrywheretheviolation took place.The
rulings haveto be consistentwith EuropeanUnion norms,but all the remedial
actionis undertakerwithin the country so that the party who hasbeeninflicted
damagereceivesappropriatecompensation.

Still, more could and shouldbe doneboth on the labour and environmenth
fronts by the governmentsand NAFTA-created institutions. One repeated
concernexpressedby US labour leadersis that, given the characteristicsof
Mexico’s political systemandthe corporatistrole playedby the official unions,
Mexicanworkersstill find it hardto form andbelongto independentinions.This
concernis well-founded.Evenin today’smore democraticMexico, independent
unionsmayfaceseriousobstaclego berecognisedThis appeardo havebeenthe
casein severalof the complaintsbroughtbeforethe US National Administrative
Office. The recommendationof NAO, however, indicate an overcautious
approachin dealingwith this kind of labourrights violations® Evenif NAO’s
formal recommendabnson thesemattersarenot the equivalentof rulingsanddo
not lead to sanctions(i.e., fines imposedon the country where the violations
occurredyunderthe currenttermsof the sideagreementgreaterexposureof such
violations could eventually lead to a reductionin their number. This would
require a stronger stanceon the part of the national NAO wheneversuch
complaintsare broughtto its attentionevenif they pertainto anotherof the
NAFTA members.

On the environmenth front, the North American Development Bank
(NADBANK) could be madean effectivetool to fosterenvironmentaprotection
andclean-up,especiallyalongthe US—Mexicanborder.The Bank’s capital will
soonincreasefrom $1.5to $2.25billion dollars. However, since its establish-
ment,the Bankhasapprovednly threeloansfor merely$2.98million andissued
guarantee$or $1 million. Onefactor behindthis low level of activity is thatthe
establishegrocedure— projectshaveto be certified by the BECC beforethey
are analysedby NADBANK in terms of their financial viability — may be
flawed. Switching the order in which projectsare analysedand approvedmay
expediteloans.

Another fundamentalreasonfor this low level of lendingis that the Bank’s
charterobligesit to operatein strictly commercialterms.Many of the potential
borrowers (local governmentsNGOs, etc.), particularly in Mexico, lack the
administrativeexperienceand the ability to borrow funds or are simply not
eligible becauseheywould neverbe ableto repaytheloansrequiredto financea

19 Levinson(1996).
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specificproject. Environmentalprojectswill needsomeform of subsidisationlf

NADBANK cannot lend at below-market rates, other sources, such as
governmentahon-refundale grantsor private donationswill be neededo co-

financethe projectswith high socialreturns.Althoughthis is alreadyhappening,
the scalehasbeentoo small. As everyotherdevelopmenbank,NADBANK may
eventuallyneeda window of credit on concessionatermsfor the poorestand
mostvulnerablecommunities Furthermorethe bankshouldprobablyexpandits

portfolio of eligible projects and include housing, education, and poverty
reductionprojectsmore generally. This would not be in violation of its charter
andsuchprojectscould haveimportantenvironmentakffects.

6. FINAL OBSERVATIONS

During the pastthreeyears NAFTA hasproducedanincreasen US—Mexican
trade, businesspartnershipsspecialisationin production processesand direct
investmentflows into Mexico. At the sametime, it hasprotectedUS exporters
from the brunt of the Mexicancrisis, especiallyin comparisorto exportersfrom
Japarandthe EuropeariJnion. While it is truethatUS exportsto Mexico shrank
during 1995, this fall was not generatedby NAFTA but by the Mexican
devaluationand the subsequentinancial crisis. Furthermore contraryto some
beliefs, NAFTA was not a causeof the Mexican crisis and is now one of the
pillars of thatcountry’seconomicrecovery Finally, employmentossesausedo
Americanworkersby NAFTA havebeentiny despitethe largerise in the US—
Mexican wagegap causedby the pesocrisis. Thereis evensomeevidencethat
NAFTA hascreatedmorejobsthanit destroyed.

Still, thereremaina numberof areaswvhereprogresss necessaryThe United
Statesand Mexico must contributeto the fulfillment and consolidationof the
objectivesset out in NAFTA. Severalrecentincidentsunderscorehe needto
detertheinfluenceof powerfullobbieswhich mayconspireagainstNAFTA’s full
implementation An exampleof the latter in the United Statesis the decisionto
unilaterally overrule allowing the passageof Mexican trucks, which in effect
constituteda violation of NAFTA. Oneway to avoid suchsituationswould be to
replacenationaltrade remedylaws by an internationalcompetitioncode. This
may insulate the trade disputesfrom political pressuresof powerful vested
interests.Sincethe US political climateis not ripe for giving up nationaltrade
remedylaws for internationally set codes,the responsibilityto make good on
NAFTA’s commitmentsestsprimarily with the US executivebranch.

Additional efforts are necessaryo makethe institutionscontemplatedn the
labour and environmentNAFTA side-agreementsore effective. In particular,
the US National Administrative Office shouldbe more forceful recommending
action on the part of the Mexican governmentregardingcaseswvhere Mexican
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workers’ freedomof associatioris violated.In a country wherethe headof the
Mexican equivalentof the AFL-CIO publicly threatenghosewho will not vote
for the official party with retaliation,externalpressurecanplay a significantrole
in improving the protectionof workers’ rights guaranteedy Mexican law, but
not alwaysin practice.The federal,stateandlocal government®n both sidesof
the bordershouldalso stepup their contributionto makemore projectseligible
for loansfrom the North AmericanDevelopmenBank. This will requiremaking
availablenon-refundablegrantsto co-financeprojectswhich havea high social
return. Given the proximity, helping Mexican communitiesto improve their
living andenvironmenthconditionscanhavelarge pay-offsfor the United States.

In Decemberl994,at the Miami Summitof the Americas,the United States
vowedto pursuethe economidntegrationof the hemispherandform afreetrade
areaby the year 2005. Sincethen, however little progresshasbeenmade.lt is
true thatthe hemispherionvorking groupscreatedafter the Summitaredoing the
groundworkfor that objectiveto be achieved.But the administrationhasbeen
slow in requestingfast-tracknegotiatingauthority in Congresgo beginformal
negotiationgor Chile’s accessiorto NAFTA. Chile hasrepeatedlymanifestedts
interestto becomea memberof NAFTA andhascompletedreetradeagreements
with Mexico and Canada.However, its accessionto NAFTA has become
entangledn US domesticpolitics.

A laggardUnited Stateswill notbedevastatingor economidntegrationin the
hemisphereHowever,becausef its size,the US marketis the biggestprize and,
withoutthatprize, theincentivesto sustainopeneconomypoliciesin someof the
countrieswill diminish.Brazil maybeacasein point. Brazil is the largestmarket
in Latin Americaand, therefore,could be a significantlost opportunityfor the
United Statesshould the processof liberalising trade and non-tradebarriers
betweenthe two countriesnot take place.FurthermoreCentralAmericaandthe
Caribbeargovernmentglaim thatbeingexcludedirom NAFTA hashadnegative
effects on their economiesalready. Theseare countrieswhose prosperity and
stability arealsoof vital interestto the United Statesbecausehey are sourcesof
migratory flows and a conduitfor drug trafficking.

Now that the rest of the region is ready to move forward with economic
integration,it is ratherironic thatthe United Statesafterdecade®f promotingthe
principle of free trade appearshesitant.This image can only be removedif the
Clinton administrationmovesforward with a requestfor fast-tracknegotiating
authority and — togetherwith its two partners— negotiateswith Chile its
accessioninto NAFTA. Free trade could well be like the proverbial bicycle.
Either we continueto move forward or risk falling off.

Finally, the Mexicancrisis underscorefiow macroeconomi@ventscan stand
in the way of reapingthe benefitsof greatereconomicintegrationimplied by
agreementssuch as NAFTA. The pesocrisis points to the needto continue
monitoring macroeconomiceventsin Mexico, and systematicallyanalysethe
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impactof US economictrendsand policy decisionson the Mexican economy.
While seekingfull-scale macroeconomicoordinationbetweenthe two countries
would be completelyunrealisticat this point, a lot could be accomplishedby
continuingthe close consultationsbetweenthe authoritiesof the two countries
which developedn the contextof the US financial rescugpackageWhile the US
hasno right to interferewith or dictateMexican macroeconoiic policy (or vice
versa),maintainingsuchconsultationsould help preventanothercrisis or — at
the very least— give the US somewarningthat sucha crisis might occur.
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