those in the CEIP study.”” Whereas CEIP reports that productivity in non-
maquiladora manufacturing increased 59 percent between 1993 and 2003,
we calculate a 25 percent increase between 1994 and 2003.78

The divergence between productivity and real wages during the peso cri-
sis is not surprising. In 1995-96, real wages fell sharply due to rapid infla-
tion; meanwhile employment and hours decreased more than output, caus-
ing a rise in productivity. To some extent, the fall in real wages represented
a correction of the 1990-93 period, when real wage growth outstripped
productivity.”? For the whole period between 1994 and 2003, real wages
fell 5.2 percent, while productivity rose 24.7 percent. However, since the
peso crisis, wages have been catching up with productivity gains. Wages
rose 21.7 percent between 1997 and 2003 while productivity gained only 6.4
percent. We disagree with the CEIP study that these data demonstrate the
“decoupling of wages from productivity” (Audley et al. 2003, 25). How-
ever, sluggish productivity gains in recent years are a cause for concern.

To this point, our discussion has focused on nonmaquiladora manufac-
turing 8 Maquiladoras—in-bond factories that produce exclusively for
export—are a growing proportion of Mexican manufacturing. They rep-
resented 30 percent of total manufacturing employment in 1994, rising to
45 percent in 2003. The maquiladora workforce is generally less produc-
tive and less well paid than nonmaquiladora manufacturing discussed

77. Our calculations use the raw series Valor de Produccion divided by Horas/Hombre Tra-
bajadas (both series are from the Encuesta Industrial Mensual), deflated by the producer price
index. INEGI, the official Mexican statistics service, commonly reports the series presented by
CEIP (INEGI 2002, figure 22). INEGI calculates dollar-denominated productivity using the
gross output method (i.c., output including the cost of intermediate inputs). Our statistics are
calculated with a peso-denominated measure of output and therefore are more appropriate
when comparing productivity with real wages. A second productivity series produced by
INEGI (INEGI 2002, figure 14), sourced to the Sistema de Cuentas Nacionales (National Ac-
counts) is peso-denominated (and also based on gross output) and roughly corresponds to our
constructed series through 2000 (the latest available year). Banco de Mexico (2003) publishes
a productivity series based on employment rather than hours worked. This series also corre-
sponds roughly to the one we have constructed. See INEGI (2002) for more on the methodol-
ogy of Mexican productivity statistics.

78. Due to classification changes in 1994, we do not report a growth rate between pre- and
post-1994 data. All of the indices presented in table 1.9 are based such that 1994=100. The
same change in classification systems caused the apparent decline in the number of maize
farmers between 1993 and 2003, reported in the CEIP studv. Using only the new census
methodology, the World Bank (2004) shows an increase in the number of maize farmers be-
tween 1994 and 2004.

79. As mentioned earlier, Mexico introduced a new classification system in 1994. Therefore,
caution should be used when drawing conclusions about changes between 1993 and 1994.
We examine the movement of productivity and real wages from 1990 to 1993, a period that
uses the old classification system.

80. However, it should be noted that companies registered under PITEX accounted for about
one-quarter of the Mexican manufacturing labor force. These include all auto manufacturers
and most parts suppliers. PITEX firms enjoy almost the same benefits as maquiladora firms.
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above. Table 1.9b presents the trends in maquiladora manufacturing since
1990 (the earliest year data are available). Real wages decline over the pe-
riod, again due to the peso crisis. However, since 1997, maquiladora real
wage earnings have grown 28 percent, while productivity was up 42 per-
cent.8! In contrast to wage statistics expressed in hourly terms, real
monthly income per worker rose by the lesser figure of 20 percent, re-
flecting fewer hours worked by each employee. Box 1.1 explains the boom
and bust, and recent recovery, in the maquiladora sector.

The most likely explanation as to why real wage gains have lagged be-
hind productivity growth is the large pool of unskilled Mexican labor.
Rural agricultural laborers work under much harsher conditions and earn
far less pay than urban workers, especially those in the manufacturing sec-
tor. Rural workers respond to higher urban wages by migrating from the
farm to the city. Internal migration increases the supply of unskilled man-
ufacturing labor and suppresses wage increases, though it often spells a
dramatic improvement in the lives of erstwhile rural inhabitants. Since
1994, the share of agricultural employment in Mexico fell from 26 percent
of total employment to 18 percent in 2001 (World Bank, World Development
Indicators 2004). Over the same period, employment in maquiladoras,
which employ mainly unskilled workers, doubled to over 1 million (INEGI
2004). Rural to urban migration is a necessary part of development; in
2003, the agricultural sector produced only 5 percent of Mexican GDP
(World Bank, World Development [ndicators 2004). Given that agriculture still
employs almost a fifth of Mexican workers, the migration phenomenon,
and its effect on manufacturing wages, will continue for the foreseeable fu-
ture. As it proceeds, average per capita income will rise, even if manufactur-
ing wages lag behind productivity growth.

Over the long term, average real wages for the entire population—rural
as well as urban workers—are strongly linked to national labor produc-
tivity.82 Productivity growth has been disappointing in Mexico. The pre-
diction by NAFTA supporters that free trade would foster strong produc-
tivity growth has so far materialized only in export-oriented industries,
such as autos (OECD 2004b). Mexico needs more, not less, productivity
growth in services and agriculture, as well as manufacturing. Real wage
growth will follow.

Per Capita Income Convergence

Whether or not Mexican GDP per capita income is “converging” to US
levels due to NAFTA (or for other reasons) is the subject of hot debate and

81, Table 1.9b measures productivity on a value added basis, rather than a gross outpul
basis.

82. Hanson (2003) argues that Mexican states with greater exposure to multinational firms
FDJ, foreign trade, and migration enjoyed higher wage growth in the 1990s. Hanson finds ¢
strong positive correlation between Mexican wage growth and the share of FDlin state GDP
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Box 1.1 The maquiladora boom and bust

Magquiladoras—Mexican firms with special legal status originally restricted to produce
exclusively for export—are a closely watched feature of the Mexican economy.! A com-
mon modus operandi characterizes magquiladoras: import components, add value
(mainly through labor), and export products (almost entirely to the United States). Mex-
ican firms could follow the same business model without becoming a maquiladora, but
membership had its privileges.2 In the pre-NAFTA era, privileges took the form of duty
rebates for imported inputs and a preferential corporate tax regime.

NAFTA has eroded the advantages of being a maquiladora. First, NAFTA extended
free trade for components originating in North America to all firms, maquiladora or not.
Second, in 2000, NAFTA ended duty rebates on imports of non-NAFTA components.
Third, in the wake of NAFTA, Mexico cut back on the corporate tax benefits awarded to
magquitadoras. Nevertheless, the maquiladora sector boomed during the 1990s and was
often cited as evidence of NAFTA's success (table 1.10).

In 2001, the Mexican economy turned sour, and NAFTA opponents seized on ma-
quiladora contraction as evidence that NAFTA did not work after all. Mexican protection-
ists cited shrinking maquiladora employment as evidence of debilitating competition from
low-wage workers in China. The underiying causes of the maquiladora bust are primar-
ily cyclical, and the decline in employment, while severe, must be considered in relation
to the expansion of the late 1990s, which was equally steep (table 1.10).3 As the US
economy recovered, the maquiladora industry showed signs of recovery.® We believe the
following forces contributed to the decline of maquiladoras, in order of importance:

8 US economic recession. Some 98 percent of maquiladora output is exported to
the United States, and much of this consists of intermediate goods. The largest

1. In 1993, Mexican legislation was modified to permit maquiladoras to sell 50 percent
of their output to the domestic market. Under NAFTA, the export orientation requirement
has been gradually phased down to 20 percent. However, in practice, maquiladoras still
export most of their output.

2. In the 1960s, US, European, and Japanese firms invested in the Mexican automo-
tive industry to supply the domestic market (which was then highly protected). When the
maquitadora program was created in 1965, a parallel program, PITEX, was created to
give these existing foreign investors equivalent tax benefits. At the beginning of 2005,
there were 3,016 maquiladora firms and 3,665 PITEX firms in operation. For a de-
scription of the benefits available to maquiladora and PITEX firms, see “Exports from
Mexico: Comparing Tax Benefits of Maquiladora vs. PITEX Regimes,” North American
Free Trade and Investment Report 15, no. 3, February 15, 2005, 1.

3. Most commentators count the decline from the peak maquiladora employment in
October 2000 (1.35 million workers). From this base, employment is down 21 percent
as of January 2004 (1.06 million). However, the January 2004 employment level is
roughly equal to that of January 1999.

4. During January—-August 2004, 800 new maquiladora companies were established in
Mexico, which is 30 percent more than the same period in 2003—due to the improved
health of the US economy and a modest real depreciation of the peso. See Morales

(2004).
(box continues next page)

Box 1.1 (continued)

maquiladoras are foreign-owned and are organized so that they can be easily
idled.5 Gruben (2004) describes the role of maquiladoras as that of “shock ab-
sorbers” for the US manufacturing economy.®

m NAFTA Section 303, which ended the duty rebates on maquitadora imports of non-
NAFTA components came into effect in 2001. Section 303 was especially severe on
Asian-owned electronics maquiladoras, some of which reported an overnight pro-
duction cost hike of 20 percent (GAO 2003). Some of these firms decided to shut
down rather than absorb the tariff charges on imported components.”

B Mexican tax law was changed in 2000 to classify maquiladoras as “permanent
establishments” and therefore subject to Mexican income tax. This both raised
maquiladora tax liability and invoked a complex web of regulations for determining
tax liability. In 2002, maquiladoras were subjected to the Impuesto Sustantivo de
Crédito al Salario, a payroll tax. The response was so negative that it was phased
out in 2004. Maquiladora advocates claim the repeal will recover 50.000 jobs
(UNCTAD 2004, box 1).

B Competition from the developing world severely affected textile and apparel
maquiladoras and continues to do so. Competition comes not only from China
(which benefited from the end of Multi-Fiber Arrangement quotas in January 2005)
but also from the Caribbean and Central America. The Caribbean Basin Trade Part-
nership Act (CBTPA) grants Caribbean countries tariff-free status in the United
States subject to rules of origin akin to preferences granted to Mexico under NAFTA 9
When the Central American Free Trade Agreement (CAFTA) enters into force, those
countries will also be granted "NAFTA parity.”

B The strong peso had a marked impact as well. Just as the weak peso helped stim-
ulate the maquiladora boom in the late 1990s, the overvalued peso in 2001-02
worked in the opposite direction (especially when coupled with an undervalued Chi-
nese renminbi; see figure 1B.1).10

5. By number, about half of the maquiladoras are Mexican-owned, but these tend to be
smaller firms that provide contract assembly services to foreign companies.

6. Maquiladoras made a comeback in 2004, due to the improved health of the US
economy. The US upturn, and a modest real depreciation of the peso, are the signifi-
cant factors that presage a rosier economic picture for maquiladoras.

7. To butfer these firms and avert more shutdowns, under its Programs for Sectoral
Promotion, the government of Mexico issued a decree in November 2000 to allow duty
suspensions for components that were not available in North America.

8. The tax structure is still evolving, and the Mexican Supreme Court has overruled
some, not all, of the tax changes. Gerber (1999) explains the menu of tax options avail-
able to maquiladoras before the Supreme Court decision.

9. However, the CBPTA rules of origin are more onerous than NAFTA rules. This has
limited the growth of apparel exports from the Caribbean to the US market.

10. The peso has actually depreciated somewhat in real terms against the dollar since
April 2002, after appreciating steadily throughout the late 1990s.
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Table 1.10 Maquiladora industry, 1990-2003

Real value
added?
Firms Employment (billions of

Year (units) (thousands) 2003 pesos)
1990 1,703 446.4 4.8
1991 1,914 467.4 51
1992 2,075 505.7 54
1993 2,114 542.1 5.8
1994 2,085 583.0 6.5
1995 2,130 648.3 7.4
1996 2,411 753.7 8.3
1997 2,717 903.5 10.3
1998 2,983 1,014.0 125
1999 3,297 1,143.2 14.5
2000 3,580 1,291.2 16.3
2001 3,630 1,198.9 17.1
2002 3,003 1,071.2 16.8
2003 2,860 1,062.1 171

a. Deflated with the Mexican national producer price index.
Source: INEGI (2004).

is part of the NAFTA controversy over the connection between openness,
economic growth, and poverty reduction (box 1.2). To convey a broad im-
pression, table 1.12 shows OECD data on the evolution of GDP and GDP
per capita for NAFTA members, using market exchange rates.

The World Bank (2003) used a regression of the US-Mexico GDP per
capita ratio to make the case that NAFTA, modeled as a dummy variable
covering the period 1994-2002, increased the rate of convergence between
the United States and Mexico relative to the period 1960-2002. Their esti-
mates controlled for the episode of pre-NAFTA liberalization (1986-93)
and the peso crisis (October 1994 to March 1993). The model suggests that
the effect of NAFTA was to increase the rate of convergence between US
and Mexican per capita income. Weisbrot, Rosnick, and Baker (2004)
strongly question these results. Claiming to use more authoritative data,
they estimate the same model and find that NAFTA may have actually
raised the ratio between US and Mexican GDP per capita, causing diver-
gence rather than convergence$* This debate is far from settled. As the
World Bank authors freely admit, the “combination of big events and a

83. The World Bank (2003) used adjusted GDP per capita data from the World Bank’s World
Development lndicators. Weisbrot, Rosnick, and Baker (2004) reproduced the study using data
from the Penn World Tables and OECD national accounts to find a contradictory result.
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Box 1.2 Poverty and income inequality in Mexico

Some scholars argue that the distributional impact of NAFTA within Mexico provides a
cautionary tale. Although middle- and upper-class Mexican professionals have pros-
pered since NAFTA, as have the northern states such as Nuevo Leon and Sonora, it is
less clear that life has improved for unskilled and rural Mexicans, or the southern states
such as Chiapas and Oaxaca.

In statistical terms, the poverty rate in Mexico, defined by the World Bank as the
share of population living below $2 a day, declined from 42.5 percent in 1995 to 26.3
percent in 2000. Trade inspired by NAFTA arguably contributed to this improvement.
Total Mexican exports might have been about 25 percent lower without NAFTA, and FDI
might have been 40 percent less without NAFTA (World Bank 2003). Even though
poverty has lessened, it is still high in Mexico. By comparison, the poverty rate in Chile
was only 9.6 percent in 2000 (table 1.11).

One reason for the continuing high level of Mexican poverty is inequality. Measured
by the Gini coefficient, Mexico has about the same inequality as other large countries
in Latin America.’ The Mexican Gini coefficient declined slightly from 53.9 in 1994 to
51.4 in 2002.2 By comparison, the Gini coefficient in the United States is around 45.

The key to poverty reduction is faster economic growth. in the long run, economic
growth requires better human capital.2 According to the OECD 2000 Program for Inter-
national Student Assessment, Mexico ranks last in the OECD on the combined score
for reading and literacy among 15-year-old students.® Reducing the education gap is
essential if Mexico hopes to compete in the global economy.

Mexican growth is also constrained by inadequate physical infrastructure (highways,
urban roads, water, and sewerage), corruption, and low savings. According to Trans-
parency International, Mexico ranks 64 out of 146 countries with a score of 3.6 against
a clean score of 10.5 The OECD notes a recent business survey that suggests new
firms had to pay extraofficial sums around $4,000 to start a business in Mexico (OECD
2004d). The gross national saving rate in Mexico is around 18 percent of GDP, well
below Asian leveis.

1. In rural Mexico, however, where about 65 percent of the extreme poor live, inequal-
ity has worsened. The richest 10 percent of rural households increased their share of
total rural income from 27 percent in 1994 to nearly 32 percent in 1998. See ECLAC
(2001) and World Bank (2004).

2. The Gini coefficient measures income inequality within a population. ranging from
zero for complete equality to 100 for perfect ineguality. See World Bank (2003).

3. Hanson (2003), for example, found that during 1990-2000, the better-educated Mex-
ican workers enjoyed higher wage growth.

4. Based on completion rales of upper secondary level education over the last gen-
eration, Mexico fell from rank 29 to 30. Meanwhile, South Korea moved from rank 24

to 1. See OECD (2004b).

5. The Transparency International Corruption Perception Index ranks countries based
on perceptions of the degree of corruption as seen by business people and country an-
alysts and ranges between 10 (highly “clean”) and 0 (highly corrupt). In 1995, Mexico
received a score of 3.18.
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Table 1.11 Income inequality and poverty in Mexico

i Percent of population  Human Poverty

; below $2/day? Index rank® Gini coefficient ©

" Country 1995 2000 2003 1990 1997 2002
Argentina n.a. 14.3 n.a. 50.1 53.0 59.0
Brazil n.a. 22.4 18 62.7 63.8 63.9
Chile 20.3 9.6 3 554 55.3 55.9
Mexico 425 26.3 12 53.6 53.9 51.4
Canada n.a. n.a. 12 40.0 43.0 42.0
United States n.a. n.a. 17 42.8 45.9 45.0

n.a. = not available

a. Setting the poverty line at $2/day reflects the World Bank methodology, which uses pur-
chasing power parity at 1993 prices. For 2000, international poverty lines were equivalent
to $65.48 per month (1993 purchasing power parity).

b. The Human Poverty Index is based on the United Nations HPI-1 and HPI-2 human
poverty indices. The HPI-1 index for developing countries measures deprivation in longev-
ity, education, and standard of living. The HPI-2 index (for selected high-income OECD
countries) includes the three dimensions in HPI-1 plus social exclusion.

c. The Gini coefficient measures income inequality within a population. The coefficient
ranges from zero for complete equality (ali residents receive exactly the same income}) to
100 for perfect inequality (a single resident receives the total national income; other resi-
dents receive no income).

Sources: World Bank World Development Indicators, 2004; United Nations Human Develop-
ment Report, 2004; ECLAC (2004); World Bank (2003); Statistics Canada, Analysis of In-
come in Canada, 2002; US Census Bureau, Money and Income in the United States, 1998
and 2002.

short experience with NAFTA increases the difficulty of empirically iden-
tifying the impact of the agreement on income and productivity gaps.”
i In a more general and longer-term study, Arora and Vamvakidis (2004)
make the case that increased trade with rich countries improves the growth
rate of developing countries. They report several panel regressions across
101 countries over the period 1960-99. After controlling for demographics,
investment, human capital, macroeconomic stability, trade openness, and
; other common drivers of growth, their study found that a 1 percent higher
growth rate in the rich trading partners of a developing country (weight-
ing the partners by exports) corresponds to a 0.8 percent increase in the
growth rate of the developing country itself. Similarly, Bhalla (2002) argues
that globalization disproportionately benefits the poorest households (the
| lowest 20 percent) in developing countries. Bhalla estimates that every 10
percent increase in total income in those countries is associated with a 5
percent decline in the poverty level. We report these global results while
waiting for more complete evidence on NAFTA. As of now, however, it
: does not appear that Mexico’s GDP has converged toward the US level.
Other panel studies have found empirical links between increased
trade openness and growth. Dollar and Kraay (2004) present regressions
explaining national growth rates using (among other variables) decadal
changes in a country’s openness to trade (measured as X+M/GDP) as an
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independent variable. On the basis of data from 101 countries, their find-
ings indicate that a 100 percent increase in trade openness would result in
a 25 to 48 percent increase in per capita income growth over a decade
(Dollar and Kraay 2004, table 4).8¢ Cline (2004, 228-38) surveys an earlier
version of the Dollar-Kraay analysis and other studies and finds that all
report significant and positive correlations between increased trade in-
tensity and per capita income. Additional calculations indicate that free
trade substantially reduces global poverty.?® Within the Mexican context,
these results suggest the wisdom of opening domestic markets to inter-
national trade, through NAFTA and other initiatives.

Dispute Settlement

Indirectly, NAFTA was designed to increase the number of trade disputes
between the partner countries! The reason is straightforward: the larger
the volume of trade, the greater the possibility of trade friction. Antici-
pating this equation, an important part of the negotiating strategy for
Canada and Mexico was to restrain US antidumping (AD) and counter-
vailing duty (CVD) actions and establish trilateral dispute settlement
mechanisms to cover issues that might arise under the pact.

In the end, NAFTA incorporated six dispute settlement processes to man-
age and expedite the resolution of disputes among the three countries.®
While AD and CVD cases are by far the most numerous, the most contro-
versial dispute provisions cover investor-state disputes under Chapter 11.
When investor rights were first conferred, the Chapter 11 provisions were
relatively uncontroversial; in fact, they were hailed as a better forum than
national courts for resolving investment disputes. In practice, however, the
rules (e.g., the ban on indirect expropriation under Article 1110 and the
minimum standards under Article 1105) have fostered litigation by busi-
ness firms against a broader range of government activity than originally
envisaged. We summarize in chapter 4 the caseloads under each class of
NAFTA disputes and analyze in some detail the most contentious cases.

84, Birdsall and Hamoudi (2002), however, disagree with the methodology adopted by Dol-
lar and Kraay. Specifically, they claim that using the trade /GDP ratio to measure trade open-
ness is a poor proxy for government policy because it overstates the importance of trade pol-
icy in economic growth and excludes the “commodity dependence” variable. By including
the effects of commodity-dependent exports, Birdsall and Hamoudi (2002) estimate a lower
induced growth in per capita income.

83. After recalculating country poverty elasticities, Cline estimated that complete free trade
could lift 440 million people out of poverty. His original estimate was 5340 million. See tech-
nical correction to Cline (2004), www.iie.com/publications/chapters preview /379/ errataiie
36539 pdf (accessed on December 30, 2004).

86. The six processes are Chapter 11 {investment), Chapter 14 (financial services), Chapter
19 (antidumping and countervailing duties), Chapter 20 (functioning of the agreement), the
NAALC (labor), and the NAAEC (environment).
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In general, the dispute settlement process has worked relatively well in
cases where the NAFTA obligations were clearly defined (ipcludmg most
Chapter 19 cases involving AD and CVD) but poorly in big cases whgre
domestic politics have blocked treaty compliance (notably, US—Me?uco
trucking, Canada-US softwood lumber, and US-Mexico sugar and high-
fructose corn syrup [HFCS)). In areas where the specific procedures were
intentionally cumbersome, and relied heavily on consultation rather than
litigation (the side pacts and general disputes under Chapter 20), most ac-
tions have been hortatory. Even the WTO dispute settlement mechanism,
however, has difficulty resolving politically sensitive cases (e.g., beef hor-
mones and genetically modified organisms). The procedures for disputes
on financial services (Chapter 14) remain untested.

Labor and the Environment

The North American Agreements on Labor Cooperation and on Environ-
mental Cooperation (NAALC and NAAEC, respectively) were negotiated
and appended to the NAFTA in 1993 at the behest of President Clinton to
encourage US ratification of the pact. These side agreements had three
specific objectives: monitor implementation of national laws and regula-
tions pertaining to labor and the environment, provide resources for joint
initiatives to promote better labor and environmental practices, and es-
tablish a forum for consultations and dispute resolution in cases where
domestic enforcement proves inadequate.

Despite a slow and cumbersome start, the pacts have begun to show re-
sults. Both side pacts primarily focused on oversight of national laws and
practices, sponsoring comparative studies, training seminars, and re-
gional initiatives to promote cooperative labor and environmental poli-
cies. These efforts seem small in relation to the magnitude of the prob-
lems, but they have directed fresh attention and resources to old issues.

Dispute settlement provisions in the two side pacts were a major US ob-
jective, but the record to date has been mixed. Both Mexico and Canada
resisted the incorporation of penalties in the side pacts and only accepted
a compromise process that was long on consultation and short on adjudi-
cation. Contrary to expectations, there has been no flood of environmen-
tal dispute cases under the NAAEC, indeed not a single state-to-state case
has been adjudicated. Even when environmental cases run the adjudica-
tion gauntlet, only a factual record (with no recommendation) is released,
and no follow-up takes place.

Beyond dispute settlement, the side pacts have promoted increased co-
operation on transboundary problems. They have directed additional at-
tention, and a small amount of new resources, to labor and environmen-
tal problems. While fears of “downward harmonization” have not been
substantiated, progress to date pales in comparison with the scarcity of
water and the burden of pollution. In fact, the absence of specific envi-
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ronmental indicators makes it difficult to set spending priorities, although
the current level of public funding is surely inadequate. The trade pact
cannot reverse decades of environmental abuse nor can it turn the spigot
on billions of dollars of remedial funding. But the Commission for Envi-
ronmental Cooperation (CEC) could do more to focus attention on areas
where environmental conditions are substandard. With better informa-
tion on environmental conditions, and a better assessment of needed en-
vironmental investments, the CEC could make a major contribution to in-
formed policy making in all three countries.

Trilateral, Regional, and Multilateral Cooperation

The final touchstone, based on NAFTA Article 102, is quite broad. We con-
sider NAFTA’s contribution toward furthering regional and multilateral
trade agreements and also whether cooperation within NAFTA has led
to deeper cooperation in other areas of North American concern, most
notably energy and migration policy.

For better or worse, many of these issues are linked politically. For the
United States, faster economic growth in Mexico is critical to improving
security on the southern border, while deeper post-September 11 cooper-
ation with Canada is essential to ensure the efficient flow of goods and
people across the long northern border. Mexico’s economic prospects de-
pend on radical reform of Mexican tax and energy policies to allow ex-
tensive investment in a sector that has been closed to foreign investment
for seven decades. While this should be a standalone priority for Mexico,
political realities may require more attention to the plight of Mexican mi-
grants in the United States as an unstated quid pro quo. At the same time,
much more could be done to address border environmental and health is-
sues—led by urban water shortages and pollution—but only with sub-
stantial financial support from the US and Mexican federal governments.

Furthering Trade Negotiations

While NAFTA contains an accession provision, it has not been used so far.
At the Summit of the Americas in Miami in December 1994, Chile was
hailed as a future NAFTA partner. While the “four amigos” of Miami are
joined together in a series of bilateral FTAs, they have made no effort to
consolidate their ties into a common pact. Based on this experience and
others, it seems likely that the Free Trade Area of the Americas (FTAA), if
concluded, will coexist with NAFTA and other bilateral and regional pacts.

Although NAFTA itself has not expanded, its provisions have served as
precedents for bilateral FTAs between the United States and other coun-
tries. Successive agreements—with Jordan, Chile, Singapore, Australia,
Morocco, Central America-Dominican Republic, Bahrain, and others under
negotiation—have drawn heavily on their predecessors, with NAFTA serv-
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ing as the primary template. The basic NAFTA model has been refined in
the years since the agreement. Most notably, environment and labor stan-
dards have been moved from side agreements into the treaty text. In re-
sponse to sovereignty concerns, investor-state dispute settlemgnt provi-
sions have been weakened and ill-advised capital-marlfet provisions have
been added, but nothing akin to chapter 19 arbitration exists in post-
NAFTA agreements. . o

Indirectly, NAFTA played a role in facilitating the hberahzat.lon of wgrld
trade at the multilateral level. The agreement helped proylde the fmzfl
push to the completion of the Uruguay Round, which was signed in Apnl
1994. Mexico has become a world leader in bilateral FTAs, compiling
agreements with 32 countries, including pacts with the 15-member Euro-
pean Union in 2002 and Japan in 2004.

US-Mexican Migration

The question of migration was too hot to handle in NAFTA negotiationg
Proponents of NAFTA claimed that the agreement woulc.:l support Mexi-
can development and thereby stem the flow of unauthorized migrants to
the United States in the long term; after 10 years, however, the economic
incentive to come to the United States—legally or illegally—rema}ns as
strong as ever. In fact, the population of unauthorizgd ngman immi-
grants—who constitute the majority of unauthorized immigrants in the
United States—is growing faster than the total unauthorized immigrant
population. Although statistics on undocumented ix‘r}mlgrants are only
rough estimates, table 1.13 displays US government figures on the num-
ber of unauthorized immigrants living in the United States. Accordp\g to
these estimates, the population doubled between 1990 and 2000, with an
annualized increase of 400,000 per year. ' .
Philip Martin, in chapter 8 on migration, offers a possxble explanaltllon
for the surge in Mexican immigration: a “NAFTA migration hump.” In
Martin’s scenario, NAFTA increased migration in the short term—due to
dislocations in the Mexican economy, primarily in agriculture. Eventually.
long-term declines will follow the “hump” as a result of faster develop-
ment and an aging Mexican population. . .
For compelling reasons, both humanitarian and economic, 'th.e l\’/,Iex1-
can government has attempted to open a dialogue on ”regglanzmg the
status of its emigrant workers. In early September 2001, President Fo>.< elo-
quently raised the question with President Bush an@ Congress during 2
visit to Washington and received a sympathetic hearing. But ‘the Septem:
ber 11 terrorist attacks made border security an antiterror issue rathe
than an immigration issue. In 2004, President Bush .sought. to revive hi's
earlier proposal for a guest worker program for Mexican migrants; posst

87. Household remittances—many of them from illegal migrants in the United States—hav
become an important source of foreign exchange to the Mexican economy; see table 1.1.
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Table 1.13 Estimated unauthorized resident population in the
United States, 1990 and 2000 (thousands)

Percent of total

Growth unauthorized
Country/state 1990 2000 (percent) population in 2000
By origin
Mexico 2,040 4,808 135.7 68.7
El Salvador 298 189 -36.6 2.7
Guatemala 118 144 220 2.1
Colombia 51 141 176.5 2.0
Honduras?® 42 138 228.6 2.0
China 70 115 64.3 1.6
By residence
California 1,476 2,209 49.7 31.6
Texas 438 1,041 137.7 14.9
New York 357 489 37.0 7.0
Ilinois 194 437 125.3 6.2
Florida 239 337 41.0 48
Arizona 88 283 2216 4.0
Total 3,500 7,000 100.0 100.0

a. Includes 105,000 Hondurans granted temporary protected status in December 1998.
Source: USCIS (2003).

bly the Bush administration will press Congress for legislation in 2006 or
2007. So far, however, US-Mexican collaboration on migration policy—
predicted to be a logical outgrowth of NAFTA cooperation—continues to
languish on the policy drawing board.

Energy Security

The text of NAFTA leaves the continent a long way from an integrated
North American energy market. This is particularly unfortunate when oil
prices are above $60 per barrel, and turmoil appears to be a long-term de-
scriptor of the Middle East. As between the United States and Canada,
NAFTA built on the CUSFTA by liberalizing energy investment in addi-
tion to trade. However, Mexico opted out of energy investment liberal-
ization and also took exceptions on trade liberalization to protect its state
monopoly in petroleum and electricity. US officials agreed, noting that the
FTA negotiation should not be used to revise the Mexican Constitution.
Predictably, therefore, NAFTA has had little effect in reforming the
Mexican energy sector. Over the next decade, Mexico must invest heavily
in energy production and distribution or endure slower growth on ac-

88. In 1999, the Zedillo government announced that over $59 billion in investment in power
generation and infrastructure alone would be required to meet Mexican demand growth
through 2009 (“Meeting Mexico’s Electricity Needs,” North Amcrican Free Trade amd hivest-
ment Report 14, na. 2, January 31, 2004, 3). Nothing like this amount is built into Mexican in-
vestment plans. [n fact, nearly all of Pemex’s revenue surplus is drained off to support the
federal budget.
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count of widespread energy shortages.®® So far, Mexico clings stubbornly
to provisions in its 1917 Constitution that declare all subsoil minerals the
property of the Mexican people (i.e., the state) and prohibit private in-
vestment in the energy sector. President Fox tried but failed to enact even
modest proposals directed at electricity generation and distribution. Un-
derproduction, rising costs, and energy shortages thus loom on the hori-
zon for Mexico. For energy resource-rich Mexico, inadequate supplies of
energy will continue to act as a drag on economic growth.

North America’s energy needs over the next 25 years can only be de-
scribed as massive. Whether they will be met at current prices is an open
question. Continental consumption is expected to rise by an average 1.5
percent a year through 2025 (EIA 2004a). Energy consumption in the
United States dwarfs that in Canada or Mexico; however, the growth rate
in Mexican energy demand may well be the fastest over the next 20 years.
If current trends continue, the continent will drastically increase its energy
imports.

In the United States, energy policy episodically overlaps with “energy
independence,” usually defined as a reduced reliance on foreign oil, es-
pecially from the Middle East. Energy security should instead be consid-
ered in a regional context. Canada correctly feels it has a part to play in
the US energy strategy; Mexico can contribute as well. Several proposals
should be considered to better equip North America to meet the growing
demand ¥

Canada and the United States both have an interest in coming to agree-
ment over appropriate routes for natural gas pipeline construction. The
tar sands of Alberta and natural gas deposits in the Mackenzie Delta are
promising sources of future Canadian production. At a minimum, Cana-
dian oil and natural gas deposits should play a role as part of a North
American “insurance policy” (in addition to the Strategic Petroleum Re-
serve) against acute shortages. Moreover, the United States and Canada
should be working together to improve the reliability of energy transmis-
sion systems—especially electricity. This need was highlighted by the Au-
gust 2003 blackout that spread across the northeast United States and
eastern Canada, turning the lights out in both New York and Toronto.

Energy integration in hydrocarbons and conventional electricity has
progressed between Canada and the United States since the CUSFTA en-
tered into force in 1989. Looking to the future, Provincial Premier Dalton
McGuinty envisions that Ontario will build multiple nuclear plants to sat-
isfy its future energy needs. These plants could conceivably serve the

89. Morcover, if the United States chooses to enact a petroleum import duty, as a means
both of promoting conservation and raising revenue, petroleum originating in Mexico and
Canada should be excluded from the duty. However, the preference should be conditioned
on Canadian and Mexican willingness to charge the same duty on their own petroleum
imports.
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northeastern United States as well, sidestepping America’s not-in-my-
backyard (NIMBY) complex over nuclear power.

Mexico’s failure to invite energy investment from private firms is a
missed opportunity for all three countries, although the costs fall most
heavily on Mexico. Basically, Mexico has three choices: find tax revenue
elsewhere and allow Pemex to reinvest its financial surplus in exploration
and development; invite private energy producers into Mexico to drill for
oil and gas; or slide into the ranks of energy-importing countries. While
the decisions to find alternative revenue sources or open its energy fields
to private (and foreign) investment rest with Mexico alone, other steps
can be taken to advance energy cooperation on the continent. For exam-
ple, the growing demand for natural gas presents an opportunity for Mex-
ico and the United States to cooperate on liquefied natural gas (LNG) re-
gasification terminals in Mexico. These terminals could supply both
partners with imports from the Pacific region (e.g., Indonesia, Australia,
and Peru), sidestepping another NIMBY complex in US coastal cities.

Rules of Origin Reform

In certain “sensitive” sectors (e.g., textiles, apparel, and some electronics)
NAFTA rules of origin were intentionally distorting. Some progress has
been made since NAFTA was ratified. In response to industry suggestions,
NAFTA members have negotiated changes that allow somewhat more for-
eign content and reduce the administrative costs of qualifying for NAFTA
treatment. The first changes were negotiated for alcoholic beverages, pe-
troleum, pearl jewelry, headphones with microphones, chassis fitted with
engines, photocopiers, and some food additives. These went into effect in
January 2003 in Canada and the United States and in July 2004 in Mexico.

As noted earlier, in July 2004, NAFTA countries reached a “tentative”
agreement for revised origin rules for a second group of products, which
account for over $20 billion in trilateral trade: spices and seasonings, pre-
cious metals, speed drive controllers, printed circuit assemblies, house-
hold appliances (except televisions), loudspeakers, thermostats, and toys.*'
These reforms came into force in January 2005 in Canada and the United
States but still await ratification by the Mexican Senate.”!

In a separate announcement, negotiators agreed to end the 55 percent
value added requirement and allow the use of imported uppers in foot-
wear; these rules will go into effect in January 2006.%2 So far, changes in

90. See “Ministers Agree to Change NAFTA Rules of Origin on Nine Product Groups,” In-
side US Trade, July 23, 2004, 1.

91. See “The Continued Liberalization of NAFTA Rules of Origin,” Nortl Amcerican Free
Trade and Investment Report 15, no. 2, January 31, 2005, 1.

92. Strict rules of origin have been blamed for the overall decline in US footwear imports
from Mexico since 1997 and a 22 percent drop in US imports from Mexico in the first five
months of 2004 (“NAFTA Chiefs Ease Footwear Rules,” Footwear News, July 26, 2004, 14).
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the rules of origin have been ad hoc, and more such changes are expected.
However, ministers have “temporarily set aside” consideration of harmo-
nizing MFN duty rates.”

NAFTA Institutions

NAFTA was designed with minimal institutional structures; none of the
partners wanted to grant authority to a new regional bureaucracy. The re-
straint was too severe. NAFTA's skeletal institutional structure has im-
peded the achievement of certain core objectives.

In terms of political power, the institutional structure in NAFTA and the
European Union are polar opposites. The NAFTA Commission—com-
posed of the trade ministers of each country—is neither seen nor heard,
aside from a semiannual meeting and joint statement. Beneath the com-
mission more than 30 working groups toil on topics as diverse as goods,
investment and services, rules of origin, agricultural subsidies, govern-
ment procurement, sanitary and phytosanitary measures, and worn cloth-
ing. Working groups are intended to be apolitical bodies that explore and
make recommendations. While the Working Group on Rules of Origin
played an instrumental role in drawing up proposed reforms, and other
groups have in some cases served as a forum to resolve disputes through
negotiation, they remain weak and solely advisory. The NAFTA Secre-
tariat is responsible for administering the dispute settlement processes
(with the exception of those established under the side agreements); it
also provides day-to-day assistance to the working groups and the com-
mission. It has insufficient resources to do either job well.**

The Bottom Line

The first lesson is the most fundamental. NAFTA was designed to pro-
mote economic growth by spurring competition in domestic markets and
promoting investment from both domestic and foreign sources. It has
worked. North American firms are now more efficient and productive.
They have restructured to take advantage of economies of scale in pro-
duction and intraindustry specialization. US-Mexico trade has grown
twice as fast as US trade outside of NAFTA, and foreign investment in
Mexico has soared—from both North American and outside sources.
The US and Canadian economies have performed well during the
NAFTA era, growing by average annual rates of 3.3 and 3.6 percent, re-

93. See “Ministers Agree to Change NAFTA Rules of Origin on Nine Product Groups.” I-
side US Trade, July 23, 2004, 1.

94. Pastor (2001) regards NAFTA’s institutional structure as grossly inadequate and pro-
poses the establishment of several new trinational bodies, including a North American
Court on Trade and Investment and a North American Parliamentary Group.
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spectively, over that period (OECD 2004a). Mexican growth has been a
disappointment. Although Mexico grew at an annual rate of 2.7 percent
between 1994 and 2003 (despite its sharp recession in 1995 following the
peso crisis), this is well below Mexico’s potential growth.® For better or
worse, growth numbers cannot in the main be attributed to NAFTA—
indeed NAFTA was a tiny factor in the US boom of the 1990s. While the
agreement has played a positive role, particularly in Mexico, sectors that
were shielded from NAFTA—particularly energy in Mexico—have also
been shielded from its positive effects.

While NAFTA succeeded in its core goal—eradicating trade and in-
vestment barriers—trade pacts only create opportunities; they do not
guarantee sales or new investment. In some cases, expectations (or fears)
were overblown. NAFTA never had the potential for luring droves of US
firms or sucking millions of US jobs into Mexico. Nor could NAFTA cre-
ate “jobs, jobs, jobs” or significantly raise wages in the United States.
Those gains essentially depend on good macroeconomic policies, a flexi-
ble labor force, better worker skills, and effective use of information tech-
nologies. With regard to the Mexican agricultural sector in particular, but
on a wider basis as well, adjustment costs were underappreciated. Pro-
grams that were designed to alleviate adjustment burdens were inade-
quately funded.

In contrast to the European Union, the institutional mechanisms of
NAFTA were designed to minimize interference with “business as usual”
in the member states. A low level of commitment accurately reflected the
political temperament of the time: There was no interest in a North Ameri-
can echo of European supranationalism. But NAFTA institutions were left
with such minimal mandates and meager funding that they barely meet
their original expectations. The prime example is NADBank, which ap-
proved only five loans in its first five years of existence. The pace has picked
up sharply but still remains far below levels that would perceptibly im-
prove border environmental conditions. Other institutions that focused on
labor and the environment—the Commission for Labor Cooperation (CLC)
and the Commission for Environmental Cooperation (CEC)—are similarly
underfunded and have little power to influence national practices.

The dizzying mix of ad hoc NAFTA arbitration panels and standing
committees (featuring six dispute settlement processes) if nothing else
blurs the public image of NAFTA adjudication. In some cases, such as
Chapter 20 hearings, the practice of nonbinding advisory opinions was
intended to leave ultimate interpretation of NAFTA obligations in the
hands of national authorities. In other cases, supposedly binding arbitra-
tion has not resolved long-running disputes because they were just too

95. The OECD estimates that Mexico’s potential growth rate could be lifted to 6 percent
through improvements in infrastructure and education (“Tequila Stammer—The Peso Crisis
Ten Years On,” The Economist, January 1, 2005).
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big—particularly the marathon battles involving Mexican trucking and
Canadian softwood lumber. This led Canadian Prime Minister Paul Mar-
tin to complain that “we’ve got to find a way that disputes can not on'ly
be settled, but be settled permar\ently.”96 On the other hand, NAFTA crit-
ics charge that Chapter 11 was a giveaway to foreign investors, citing $13
billion of claims filed, even though Chapter 11 awards to date amount to
only $35 million.

A free trade area raises the premium on cooperation between partners.
But the assumption that NAFTA would lead to closer cooperation on the
environment, water resources, migration, and other issues has not been
borne out—with the significant exception of the 1994-95 peso crisis.
Meanwhile, border security concerns—not an issue during NAFTA nego-
tiations—are now central to the national security of the United States. Se-
curity concerns have been dealt with on an ad ‘hoc and bilateral basis
rather than in a trilateral fashion.

With the benefit of hindsight, many of NAFTA’s successes and failures
appear predictable. The primary focus of the agreement was to reduce
barriers to investment and trade, and it succeeded in that goal. NAFTA
was able to bring the continent closer to free trade; this alone will not
guarantee prosperity, but without free trade, prosperity would prove
more elusive. The agreement improved the quality of life in North Amer-
ica but clearly not enough. Other ingredients are essential—good gover-
nance, good infrastructure, and good education, which are conspicuously
short in many parts of North America, not only in Mexico.

The bottom line is that NAFTA is a great building block, but much re-
mains to be built. In the rest of this book, we analyze particular sectors
and issues and offer recommendations for constructive work.

References

Anderson, James E., and Eric van Wincoop. 2003. Gravity with Gravitas: A Solution to the
Border Puzzle. American Economic Review 93, no. 1 (March): 170-92.

Arora, Vivek, and Athanasios Vamvakidis. 2004, How Much Do Trading Partners Matter for Eco-
nomic Growth? IMF Working Paper (04/26. Washington: International Monetary Fund.

Audley, John, Demetrios G. Papademetriou, Sandra Polanski, and Scott Vaughan. 2003.
NAFTA’s Promise and Reality: Lessons from Mexico for the Hemisphere. Washington: Car-
negie Endowment for International Peace.

Bailey, John. 2004. Security Imperatives of North American Integration. In NAFTA's linpact
on North America, ed. Sidney Weintraub. Washington: Center for Strategic and Interna-
tional Studies.

Baily, Martin Neil. 2001. Macrocconomic Implications of the New Economy. Working Paper Ol—‘):
Washington: Institute for International Economics. www.iie.com/ publications /wp/
2001/01-9.pdf (accessed on December 30, 2004).

Baldwin, john, and Beiling Yan. 2004. The Law of One Price: A Canada/US Exploration. Re-
view of licome and Wealth 30, no. 1 (March): 1-10.

96. See “NAFTA Needs Fixing, PM Says,” The Globe and Mail, July 8, 2004, A4,

OVERVIEW 63



Banco de Mexico. 2005. Indicadores Economicos y Financieros. wivw.banxico.org.mx /site
BanxicoINGLES/elnfoFinanciera/FSinfoFinanciera.html (accessed on May 27, 2005).

BEA (Bureau of Economic Analysis). 2004a. Cross-Border Trade and Services through Affiliates,
1986-2002. www.bea.gov/bea/di/1001serv/intlserv.htm (accessed on January 5, 2005).

BEA (Bureau of Economic Analysis). 2004b. US Direct Investment Abroad: Balance of Payments
and Direct Investinent Position Data. www.bea.gov/bea/di/dilusdbal htm (accessed on
March 26, 2004).

Bhalla, Surjit. 2002. Imagine There's No Country: Poverty, Inequality, and Growth in the Era of
Globalization. Washington: Institute for International Economics.

Birdsall, Nancy, and Amar Hamoudi. 2002. Commodity Dependence, Trade and Growth: When
‘Openness’ Is Not Enough. Working Paper Number 7. Washington: Center for Global
Development.

BLS (Bureau of Labor Statistics). 2003. Hourly Compensation Costs for Production Workers
in Manufacturing, 30 Countries or Areas, 40 Manufacturing industries, Sclected Years
1975-2001. www.bls.gov/fls/flshcind.htm (accessed on fanuary 27, 2004).

BLS (Bureau of Labor Statistics). 2004a. Current Employment Statistics. www.bls.gov/ces/
(accessed on January 5, 2005).

BLS (Bureau of Labor Statistics). 2004b. Current Population Survey. www.bls.gov/cps/
(accessed on March 12, 2004).

BLS (Bureau of Labor Statistics). 2004c. Business Employment Dynamics. www.bls.gov/
bdm/ (accessed on March 12, 2004).

BNA (Bureau of National Affairs). 2004. Ontario Premier McGuinty Proposes Binational
Zone Preclearance at Border. BNA International Trade Reporter 21, no. 26 (June 24): 1075.

Bradford, Scott C., Paul L. E. Grieco, and Gary Clyde Hufhauer. 2005. The Pavoff to Amer-
ica from Global Integration. In The United States and the World Economy, C. Fred Bergsten
and the I[nstitute for International Economics. Washington: Institute for International
Economics.

Brown, Drusilla K. 1992. The Impact of a North American Free Trade Area: General Equilib-
rium Models. In Assessing the Impact of North American Free Trade, eds. Nora Lustig, Barry
P Bosworth, and Robert Z. Lawrence. Washington: Brookings Institution.

Brown, Drusilla K, Alan V. Deardorff, and Robert M. Stern. 1992. A North American Free
Trade Agreement: Analytical Issues and Computational Assessment. The World Economy
15: 11-29.

Burtisher, M. E., S. Robinson, and K. Theirfelder. 2001. The tmpact of NAFTA on the United
States. fournal of Econumic Perspectives 15, no. 1: 125-44.

Canas, Jesus, and Roberto Coronado. 2004. US-Mexico Trade: Are We Still Connected? El
Paso Business Frontier 2004, no. 3. Federal Reserve Bank of Dallas, El Paso Branch.

Cardarelli, Roberto, and M. Avhan Kose. 2004. Economic Integration, Business Cycle, and Pro-
ductivity in North America. IMF Working Paper WP/04/138. Washington: International
Monetary Fund.

Carrere, Céline, and Jaime de Melo. 2004. Are Different Ruldes of Origin Equally Costly? Esti-
mates from NAFTA. Discussion Paper Series 4437, London: Center for Economic Policy
Research (June).

CBO (Congressional Budget Office). 2003. The Effects of NAFTA on UL.S.-Mexican Trade and
GDP. Washington (May).

Cline, William R. 1995, hrternational Debt Reexamtined. Washington: Institute for International
Economics.

Cline, Wiiliam R. 2004. Trade Policy and Global Poverty. Washington: [nstitute for International
Economics.

Deichmann, Uwe, Marianne Fay, jun Koo, and Somik V. Lall. 2002. Econoniic Structure, Pro-
ductivity, and Iufrastructure Quality in Southern Mexico. World Bank Policy Research
Working Paper 2900 (October). Washington: World Bank.

Delong, J. Bradford. 2004. Looking Back at the NAFTA Ratification Debate. Semi-Daily Web
Journal. www j-bradford-delong.net/movable_type/2004_archives/000119.html (ac-
cessed on February 19, 2004).

64 NAFTA REVISITED: ACHIEVEMENTS AND CHALLENGES

DeRosa, Dean A., and John Gilbert. 2003. Technical Appendix: Quantitative Estimates of the
Economic Impacts of US Bilateral Free Trade Agreements. Pa.per prepared foxI' thelclji({n-
ference on Free Trade Agreements and US Trade Policy, Institute for International tco-

ics, Washington, May 7-8, 2003. )

DeRSga‘T‘gia“ A, afg‘d JOhnaéil;zrt. 2005. The Economic Impacts of Multilateral and ~Re'
gional Trade Agreements in Quantitative Economic Models: An Ex Post Evaluation.
ADR International Ltd. and Utah State University. Photocopy (Ju.ne)‘ .

Destler, I. M. 1995. American Trade Politics, 3d ed. Washington: Institute for International

Dobfocr(\),n\/(:/:tif‘ls).'. 2002. Shaping the Future of the North American Economic szxcu: A Framework
for Action. Border Papers Commentary 162. Toronto: C. D. Howe Insntute..

Dollar, David, and Aart Kraay. 2004. Trade, Growth, and Poverty. The Econamic Journal 114,

ebruary): 22-49.

ECL.:% ?zzo(:omic Czl)mmission for Latin America and the Caribbean). 2001. Secial Panorama
of Latin America 2000-01. Santiago: United Nations (Septerr.nber). . -

ECLAC (Economic Commission for Latin America and the Cayrlbbean-)i 2003. I.:oretgn [nvest-
ment in Latin America and the Caribbean, 2002 Report. Santiago: United Natlops.

ECLAC (Economic Commission for Latin America and the Cgribbean) 2004. Social Panorama
of Latin America 2004. Briefing Paper. Santiago: United‘Naho~ns. , ‘

EIA (Energy Information Administration). 2003a. International Energy Outlook 2002. Wash-
ington. '

EIA (lgﬁergy [nformation Administration). 2003b. Petroleum ‘Suppl_l/ Annual 2002. Washmz.:,t('m.

EIA (Energy Information Administration). 2004a. International Energy Outlook 2004. Wash-
ington.

EIA l(rl;_%\ergy Information Administration). 2004b. Petrolewm Supply Amnual 2003, volume 1.
Washington. .

EIA (Energy Information Administration). 2004c. Natural Gas Annual 2002. Washm%ton ‘

Elliott, Kimberly Ann, and Richard B. Freeman. 2003. Can Labor Standards Improve Under
Globalization? Washington: Institute for International Economics. . i ' A

Engel, Charles, and John Rogers. 1996. How Wide Is the Border? American Economic Review
86, no. 5 (December): 112-25. ' .

Engel, Charles, and John Rogers. 2004. European Product Market Integration after the Euro.
Economic Policy 19, no. 39 (July): 347-84. '

Feenstra, Robert C., and Gordon H. Hanson. 1995. Foreign Direct lr-xz'vsrnwnt nvzfi Relative
Wages: Evidence from Mexico’s Maquiladoras. NBER Working Paper 3122. Cambridge, MA:
National Bureau of Economic Research (May).

Fox, Alan K. 2004. Evaluating the Success of a CGE Model of the US-.Canada and Nort.h
American Free Trade Agreements. Paper presented at the Empirical Trade A-na.lysns
Conference on Strengthening Analytical Capabilities to Support Trade Negotiations,
January 22-23. Washington: Woodrow Wilson International Ccntgr for Sch'olarg

Fukao, K., T Okubo, and R. M. Stern. 2002. An Econometric Analysis of Trade E?m’rswn wnder
NAFTA. Research Seminar in International Economics Discussion Paper 491, Ann Arbor,

: University of Michigan. .

GAON:{'JQJEL:;AIyAccoumir%g Office). 2003. Mexica’s Maguiladora Decline Affcc(s U.S.-Mexico
Border Comnuunities and Trade: Recovery Depends in Part on Mexico’s Actions. GAO Report
03-891. July. wwiv.gao.gov/new.items/d03891 .pdf (accessed on September 25 2,003)4

GBPC (Global Business Policy Council). 2004. FDI Confidence Index 7. Alexandria, VA: A. T.
Kearney, Inc. ) o

Gerber, James. 1999. Whither the Maquiladora? A Look at Gro?uth Prospects r(Tr the {rlduahy nfh‘rl
2001. San Diego Dialogue Working Paper #E-99-1. April. http:/ /sandiegodialogue.org/
pdfs/Magquila%20doc.pdf (accessed on October 16, 2&)(13). S

Glewwe, Paul. 2000. Are Foreign-Owned Businesses in Vietnam Rgally Sweatshops.AUmu_r-
sity of Minnesota Extension Service 701 (Summer). www.extensu?num:.edu/ne»\f,xlettcrs/
ag;economist/cumpunents/ng237-701a4html {accessed on April 21, 2004).

OVERVIEW 65



Goldfarb, Danielle, and William B. P. Robson. 2003. Risky Business: US Border Security and the
Threat to Canadian Exports. Border Papers Commentary 177. Toronto: C. D. Howe Institute.

Gould, David. 1998. Has NAFTA Changed North American Trade? Economic Review (First
Quarter): 12-23. Dallas, TX: Federal Reserve Bank of Dallas.

Gradwohl, Carlos, and John Salerno. 2004. 2005 Mexican Tax Reform Approved. North Amer-
ican Free Trade and Investment Report 14, no. 21.

Graham, Edward M. 2000. Fighting the Wrong Enemy: Antiglobal Activists and Multinational
Corporations. Washington: Institute for International Economics.

Gruben, William C. 2004. Have Mexico’s Maquiladoras Bottomed Out? Southwest Economy
(January/February). www.dallasfed.org/research/swe/2004/swe0401c.pdf (accessed
on March 25, 2004).

Hanson, Gordon H. 2003. What Has Happened to Wages in Mexico Since NAFTA? NBER Work-
ing Paper 9563. Cambridge, MA: National Bureau of Economic Research.

Hart, Michael. 2004. A New Accommodation with the United States: The Trade and Fco-
nomic Dimension. In The Art of State, Volume 1I: Thinking North America, eds. Thomas J.
Courchene, Donald Savoie, and Daniel Schwanen. Montreal: Institute for Research and
Public Policy.

Helliwell, John F. 1998. How Mucit Do National Borders Matter? Washington: Brookings
Institution.

Hinojosa-Ojeda, Raul, David Runsten, Fernando De Paolis, and Nabil Kamel. 2000. The
US Employment hupacts of North American Integration After NAFTA: A Partial Equilibrium
Approach. Research Report NAID-RR-010-00. Los Angeles, CA: North American Inte-
gration and Development Center, University of California at Los Angeles. http://naid.
sppsr.ucla.edu/pubs&news/nafta2000.html (accessed on January 5, 2003).

Hufbauer, Gary Clyde, and Jeffrey . Schott. 1993. NAFTA: An Assessment (rev. ed.). Wash-
ington: Institute for International Economics.

Hufbauer, Gary Clyde, and Gustavo Vega-Canovas. 2003. Whither NAFTA? In The Reborder-
iny of North America: Integration and Exclusion in a New Security Context, eds. Peter An-
dreas and Thomas J. Biersteker. New York: Routledge.

INEGI (Instituto Nacional de Estadistica Geografia e Informatica). 2002, El ABC de los Indi-
cadores de la Productividad. Aguascalientes, Mexico.

INEGH (Instituto Nacional de Estadistica Geografia e Informdtica). 2004. Banco de Informa-
¢ion Economica. http:/ /dgenesyp.inegigob.mx/BDINE/BANCOS.HTM (accessed on
April 21, 2004).

Klein, Naomi. 2002. No Logo. New York: Picador.

Kletzer, Lori G., and Robert Litan. 2001. 4 Prescription to Relicve Worker Anxiety. International
Economics Policy Brief 01-2. Washington: Institute for International Economics.

Kose, M. Ayhan, Guy M. Meredith, and Christopher M. Towe. 2004. How Has NAFTA Affected
the Mexican Economy? Review and Evidence. IMF Working Paper WP/04/59. Washington:
International Monetary Fund.

Krueger, Anne O. 1999. Trade Creation and Trade Diversion Under NAFTA. NBER Working
Paper 7429. Cambridge, MA: National Burcau of Economic Research.

La Porta, Ratael, Florencio Lopez-de-Silanes, and Guillermo Zamarripa. 2002. Related Lending.
NBER Working Paper 8848. Cambridge, MA: National Bureau of Economic Research.

Lewis, Howard, and J. David Richardson. 2001. Why Global Commitinent Really Matters!
Washington: Institute for International Economics.

McCallum, John. 1995. National Borders Matter: Canada-U.S. Regional Trade Patterns.
American Economic Reviewe 83, no. 3 (June): 615-23.

Mclees, John A, 2004. US-Mexico Tax Treaty Override Risk in Pending Mexican Legislation.
North American Free Trade and Investment Report 14, no. 20 (May 31).

McLees, John, Mary C. Bennett, Haime Gonzalez-Bendiksen, and Jaime Rojas-Merino. 2004.
Mexico Redefines Business Profits to Limit Benefits Under Its Tax Treaties. Tax Notes In-
ternational (December 6): 849-51.

66 NAFTA REVISITED: ACHIEVEMENTS AND CHALLENGES

Moore, Cassandra Chrones. 2004. US Supreme Court Finally Removes Decade-}long Road-
block to US-Mexican Trucking. Free Trade Bulletin 13. Washington: Cato Institute (] liliy).

Morales, Ana. 2004. After Three-Year Slump, Maquiladora Industry Recovers; Lack of Re-
forms Could Hamper Growth. North American Free Trade and Investment Report 14, no. '214

NADBank/BECC (North American Development Bank/Border Environment Cooperation
Commission). 2004. Joint Status Report 2004 (March 31). www.nadbank.org/Reports/
Joint_Report/english/status_eng.pdf (accessed on July 22, 2004).

OANDA Corp. 2004. FXHistory: Historical Currency Exchange Rates. www.oanda.com/
convert/fxhistory (accessed on February 27, 2004). 4
OECD (Organization for Economic Cooperation and Development). 2004a. Ann}unl National
Accounts Statistics Volume I—Comparative Tables, volume 2004, release 03. Paris. Accessed

via http:/ /new.sourceocecd.org (September 1, 2004). ‘ A

OECD (Organization for Economic Cooperation and Development). 2004b. Education at a
Glance 2004. Paris (September). .

OECD (Organization for Economic Cooperation and Development). 2004c. OECD Foreign
Direct Investment Statistics, 2003. www.oecd.org/dataoecd /14/3/8264806.xIs (accessed
on May 14, 2004). ) '

OECD (Organization for Economic Cooperation and Development). 2004d. Econontic Sur-
veys: Mexico. Paris. ' _

OECD (Organization for Economic Cooperation and Development). 2004e. OECD Reviews of
Regulatory Reform: Mexico. Paris. .

OECD (Organization for Economic Cooperation and Development). 2005. Amnual National
Accounts Statistics Volume [—Comparative Tables, volime 2003, release 01. Paris. Accessed
via http://new.sourceoecd.org (May 27, 2003).

Pastor, Robert A. 2001. Toward a North American Commmunity: Lessons from tHhe Old World to the
Nezw. Washington: Institute for International Economics.

Perot, Ross, with Pat Choate. 1993. Save Your Job, Save Our Country: Why NAFTA Must Be
Stopped—Noiw! New York: Hyperion.

Public Citizen. 2004. Global Trade Watch. www.citizen.org/trade (accessed on April 15, 2004).

Ramirez de la O, Rogelio. 2004. Tax Reform in Mexico. Hemisphere Focus XI1, no. 7. Washing-
ton: Center for Strategic and International Studies. o

Rogers, John H., Gary Hufbauer, and Erika Wada. 2001, Price Level Convergence mjd luﬂa!’luu
in Europe. Working Paper 01-1. Washington: Institute for International Economics.
www iie.com/ publications/wp/2001/01-1.pdf (accessed on December 30, 2004).

Rose, Andrew K. Forthcoming. Which International Institutions Promote International
Trade? Revicie of hitermational Economics. http:/ /faculty.haas.berkeley.edu/arose/ Rec
Res.htm.

Rose, Andrew K. 2004. Do We Really Know that the WTO Increases Trade? Anmerican Eco-
nomic Review 94, no. 1 (March): 98-114.

Rubin, Robert. 2003. 11 an Llncertain World: Tough Choices from Wall Street to Washington. New
York: Random House. ‘

Schott, Jeffrey. 1997. NAFTA: An Interim Report. In Trade: Toteards Open Regionalism, eds.
Shahid Javed Burki, Guillermo E. Perry, and Sara Calvo. Washington: World Bank.
Scott, Robert. 2003. The High Price of Free Trade, EPL Briefing Paper 147. Washington: Eco-

nomic Policy Institute. '

Secretaria de Economia. 2003a. Informe Estadistico sobre el Compaortamiento de la Inversion
Extranjera Directa en Mexico. wwiv.economia.gob.mx/?P=1175 (accessed on May 27,
2003).

Secretaria de Economia. 2005b. Sistema de Informacion Arancelaria via Internet. www.
economia-snci.gob.mx/sic_sistemas/siavi/entrada. php (accessed on Mq_\' 27, 20()5“)4 ‘

Sharpe, Andrew. 2003. Are Americans More Productive Than Canadians? Disc.ussmn PaPor 5§r1es
1. Bellingham, WA: Center for International Business, Western Washington University.

OVERVIEW 67



SHCP (Secretaria de Hacienda y Crédito Publico). 2004. Quarterly Report on Public Finances
and Public Debt: Fourth Quarter of 2003. www.shcp.gob.mx/english/docs/qr03/qra03.
pdf (accessed on June 30, 2005).

Statistics Canada. 2004. Employment by Industry and Sex. www.statcan.ca/english/Pgdb/
labor10a.htm (accessed on May 27, 2004).

STPS (Secretaria del Trabajo y Prevision Social). 2004. Encuesta Nacional de Empleo (ENE).
www.stps.gob.mx/01_oficina/05_cgpeet/302_0058.htm (accessed on May 27, 2004).

Tafoya, Audry, and Ralph Watkins. 2005. Production Sharing Update: Developments for
2003. Industry Trade and Technology Review. USITC Publication 3762: 9-30.

Trefler, Daniel. 2004. The Long and Short of the Canada-US Free Trade Agreement. American
Economic Review 94, no. 4 (September): 870-95.

UNCTAD (United Nations Conference on Trade and Development). 2004. World Investment
Directory 2004—Volume 1X: Latin American and Caribbean. Geneva: United Nations.

INS (US Immigration and Naturalization Service). 2003. Estimates of the Unauthorized
Immigrant Population Residing in the United States: 1990 to 2000. Washington.
http:/ / uscis.gov/graphics/shared/statistics/ publications/Ill_Report_1211.pdf (ac-
cessed on July 20, 2005).

USDA (US Department of Agriculture, Economic Research Service). 2005. Agricultural
Exchange Rate Data Set. http:/ /www.ers.usda.gov/data/exchangerates/ (accessed on
january 24, 2005).

USTR (Office of the United States Trade Representative). 2004. State-by-State Trade Infor-
mation: United States Exports. Washington. Photocopy.

Wall, Howard J. 2003. NAFTA and the Geography of North American Trade. Federal Reseroe
Bank of St. Louis Review 83, no. 2 (March/ April): 13-26.

Ward's Communications. 2003. Ward’s Motor Vehicle Data 2003. Southfield, ML

Weisbrot, Mark, David Rusnick, and Dean Baker. 2004, NAFTA at Ten: The Recount. Center for
Economic and Policy Research Briefing Paper. Washington: Center for Economic and
Policy Research.

Whitt, Juseph A, Jr. 1996. The Mexican Peso Crisis. Federal Reserve Bank of Atlanta Economic
Review (January/ February): 1-20.

Williamson, John. 1995, Statement before the Foreign Affairs Committee of the Canadian
Senate, Ottawa, February 15. Photocopy.

World Bank. 2003. Lessons from NAFTA for Latin America and the Caribbean Countries: A Sum-
mary of Research Findings. Washington.

World Bank. 2004. Poverty in Mexico. Washington (June).

Zoellick, Robert B. 1991. North American Free Trade Agreement: Extending Fast-Track Negotut-
ing Authority. Washington: United States State Department.

68 NAFTA REVISITED: ACHIEVEMENTS AND CHALLENGES

Appendix 1A
NAFTA and Trade Generation: Review of the Literature

Researchers have used two methods to attempt to answer the question,
“How much trade did NAFTA create?” The first applies an ex ante
construct: A computable general equilibrium (CGE) model compares the
difference in trade with NAFTA against a hypothetical world without
NAFTA. NAFTA itself is modeled as simply lower (or zero) tariff rates
and ad valorem equivalents of nontariff barriers. This is a bare-bones con-
ceptualization of the agreement. The second method applies an ex post re-
gression: A gravity model explains the size of trade between nations in
terms of several control variables.”” NAFTA's presence or absence for a
given year is one of the variables. Any trade expansion associated with
the NAFTA dummy variable is attributed to NAFTA.

CGE models could be (and were) deployed before NAFTA came into
force, and this was an advantage. The disadvantage is that CGE models
rely on a complex network of assumptions, and the results may change
substantially with a small change in the assumed framework.”® Also,
these models take into account only quantifiable barriers to trade, not in-
vestment liberalization, dispute settlement, or other parts of the agree-
ment that have an indirect effect on trade flows.

& Brown (1992) surveved CGE models of NAFTA and found that while
all of the models considered predicted an increase in trade within
North America on account of NAFTA, the increase varied from less
than 5 to over 40 percent of total trade depending on the assumptions.

® Burfisher, Robinson, and Theirfelder (2001) found the consensus of
CGE modelers seemed to be that “the [welfare] effects of NAFTA would
be positive but small for the US, and positive and large for Mexico.”

m Fox (2004) assessed the performance of the Michigan model for
NAFTA (Brown, Deardorff, and Stern 1992) and added capital, labor,
and balance of trade shocks to account for at least some of the exoge-
nous events that occurred in the NAFTA era.”® Using this model, Fox
calculated that NAFTA generated a welfare gain of 0.1 percent of GDP

97. These models are called gravity models because two control variables are always coun-
try size and distance. Like Sir Isaac Newton's theories on gravitational pull, trade is directly
related to country size (measured in GDP terms) and inversely related to distance,

98. Some particularly hotly debated assumptions are constant versus increasing returns to
scale, static versus dynamic vffects, and the appropriate values of Armington elasticities.
Brown (1992) provides a uscful overview of the choices that must be made when construct-
ing a CGE model.

99. All of these events are regarded as exogenous in the model, but NAFTA might have trig-
gered or augmented some of them. The Brown, Deardorff, and Stern model accounts for cap-
ital accumulation and economies of scale as a result of the reduction in trade barriers.
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