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Abstract

The supporters of the North American Free Trade Agreement (NAFTA) believed that
the agreement would solve many of the economic problems plaguing the developing
economy of Mexico. For Mexico, the goal of NAFTA was a strengthened and prosperous
economy leading to increased employment and higher wages. The U.S. believed a
strengthened Mexican economy through the passage of NAFTA would result in fewer
Mexicans illegally immigrating to the U.S. in search of jobs. NAFTA’s effect on the
economy of Mexico as a whole resulted in only marginal gains and it failed to reduce the rate
of illegal immigration to the United States from Mexico. To realize the economic advantages
NAFTA has to offer, Mexico will need to revise its fiscal policies and implement
institutional reforms designed to combat corruption and improve the rule of law.
Recommendations to the Mexican government will list institutional reforms required to
strengthen the economy and create a more conducive environment for the provisions of
NAFTA’s to operate in. Recommendations provided to the United States government will

help strengthen the Mexican economy and decrease the flow of illegal immigrants to the U.S.

il



No nation was ever ruined by trade, even seemingly the most disadvantageous.

-Benjamin Franklin, Principles of Trade, 1774

Introduction

The supporters of the North American Free Trade Agreement (NAFTA) believed that
the agreement would solve many of the economic problems plaguing the developing
economy of Mexico. It would formalize the free trade that was growing between the United
States and Mexico and would harness the deregulation and privatization efforts taking place
in the latter. Mexico is the only country of the three member nations of NAFTA with a
developing economy. Therefore, Mexico had the most to gain from NAFTA. It was
believed much of NAFTA’s overall success would be measured by the economic growth in
Mexico.

For Mexico, the goal of NAFTA was a strengthened and prosperous economy leading
to increased employment and higher wages. Furthermore, the U.S. believed a strengthened
Mexican economy through the passage of NAFTA would result in fewer Mexicans illegally
immigrating to the U.S. in search of jobs. Unfortunately, NAFTA has not met these
expectations. NAFTA’s effect on the economy of Mexico as a whole resulted in only
marginal gains and it failed to reduce the rate of illegal immigration to the United States from
Mexico. In order to realize the economic advantages NAFTA has to offer, Mexico will need
to revise its fiscal policies and implement institutional reforms designed to combat corruption
and improve the rule of law.

In this paper the author will discuss NAFTA’s effects on the Mexican economy and
migration patterns of Mexican workers seeking employment in the U.S. Next, a

comprehensive analysis of the Mexican economy will display both the positive and negative



effects of NAFTA which led to the marginal economic gains. Recommendations to the
Mexican government will list institutional reforms required to strengthen the economy and
create a more conducive environment for the provisions of NAFTA to operate in. Finally,
recommendations provided to the United States government will help strengthen the Mexican
economy and decrease the flow of illegal immigrants to the U.S. Though NAFTA is a
trilateral agreement that includes Canada, the focus of this paper will be the economic and

migratory relationship between Mexico and the United States and how NAFTA affects it.

Economic and Migratory Conditions Prior to NAFTA

Mexico’s adjacency to the U.S. has resulted in strong economic and political bonds
between the two countries throughout history. Beginning in the 1960s, businesses in the U.S.
began shifting manufacturing to Mexico in an effort to skirt higher taxes, wages, and benefit
pressures placed on them by labor unions." Advancing to the 1980s, a virtual free trade
border zone allowed the U.S. to take advantage of cheap Mexican manufacturing. Factories
called maquiladoras, whose primary objective was to produce goods bound for the U.S.,
operated primarily in this free trade zone. After joining the General Agreement on Tariffs
and Trade (GATT) in 1986, Mexico began unilateral economic reforms initiating
privatization in several industries and implementing widespread deregulation.” The Mexican
economy was in the latter stages of this economic reform program when NAFTA was
enacted in 1994.°

The U.S. began tightening its immigration policies in 1965 by making amendments to
the Immigration and National Act. The Act restricted paths to legal immigration, imposing

numerical limits and quotas on Mexicans seeking to immigrate to the U.S. Despite



modifications intended to restrict illegal immigration as well, expanding employment
opportunities in America’s farming, manufacturing, and service sectors resulted in increased
illegal immigration across the border.* The U.S., pursuing additional immigration
improvements, passed the Immigration Reform and Control Act (IRCA) of 1986 in hopes of
reducing the number of illegal immigrants crossing into the U.S. The law sought to
accomplish this by the following processes; legalization for many of the undocumented
migrants already living in the country, prevention and enforcement of employers hiring
undocumented workers, and increased activities by the Border Patrol to prevent border
crossings.” However, the IRCA increased both legal and illegal immigration to the U.S. from
Mexico.® Therefore, evidence indicates that prior to the implementation of NAFTA, the U.S.

attempted and failed to stem the flow of migration from Mexico.

NAFTA'’s Effect on the Economy of Mexico

Trade agreements such as NAFTA work at the margins of economies making it
difficult to measure their effects against more powerful factors such as long-term structural
change and short-term volatility.” The 1994 exchange rate collapse is one of several factors
that made it challenging to ascertain the initial effects that NAFTA was having on the
Mexican economy. Additional factors such as the restructuring of Mexico’s sovereign debt,
government privatization, and financial liberalization in the early 1990s added to the

difficulty of quantifying the effects.®

The results of NAFTA have varied by sector, but it is evident NAFTA has not been

the economic savior of Mexico promised by its supporters or the catastrophe projected by its



critics.” NAFTA has neither led to dramatic wage and job growth nor has it decimated
employment in Mexico. In selected sectors of the Mexican economy NAFTA had

discernable effects, both positive and negative, as discussed later in this paper.
Trade Relationship between Mexico and the U.S.

The rapid expansion of Mexican trade began in 1993 when the government’s
economic reform program began taking effect. The initial upsurge began prior to the
enactment of NAFTA. This sharp rise is depicted in Figure 1. Though not solely responsible
for the dramatic rise, NAFTA’s provisions did ensure the continuation and in some cases
acceleration of this upward trend.'"® NAFTA was also the catalyst that eliminated many
tariffs and other trade restrictions that had stifled trade between the U.S. and Mexico. The
average Mexican tariff fell from 12% in 1993 to 1.5% in 2001 due to NAFTA.'" Though
tariff reduction aided in continuing trade increases, the Congressional Budget Office and The
World Bank both found that NAFTA had only a moderate effect on U.S.-Mexico trade
growth. The CBO concludes that 85% of U.S. export growth to Mexico and 91% of U.S.

import growth from Mexico would have occurred without NAFTA. "

Figure 1: Merchandise Trade (% of GDP)"

Source: The World Bank



NAFTA’s Economic Developments

A comprehensive review of the results of NAFTA displays its overall positive results.
NAFTA caused exports primarily to move toward manufacturing, but caused increased
diversification as well. Mexico’s import and export base, when compared against other
emerging market economies, ranks as one of the most diversified because of this shift.'
Estimates indicate that Mexico’s global exports would have been 50% less and foreign direct
investment (FDI) 40% less without the implementation of NAFTA. Additionally, estimates
claim that NAFTA has made Mexico richer than it would have been by approximately 4% of
its gross domestic product (GDP) per capita.'> The World Bank also concludes that the
productivity gap between the U.S. and Mexico has drastically decreased since NAFTA took
effect. The Carnegie Endowment for International Peace asserts that NAFTA “likely played

a significant role” in this reduction.'®

Despite the overall positive effects of NAFTA, there were also negative effects.
NAFTA’s policies failed to address the differing levels of economic development between
the U.S. and Mexico. NAFTA was the first international trade agreement that linked the
economies of a developed and a developing nation. In addition, it is an example of a free
trade agreement that failed to link political integration with the economic integration that
occurred.'” Though slight economic convergence with the U.S. has occurred, several factors
such as institutional gaps, deficiencies in education, and innovation policies have limited the
per capita GDP growth in Mexico. Additional means by which Mexico can increase the
capacity of gains brought about by NAFTA is to ensure its policies continue to address

macroeconomic volatility.'® Had the Mexican government made attempts to reform its



institutions and fiscal policies to match the provisions of NAFTA the economic convergence

with the United States would have been much greater.
Economic Interdependence between Mexico and the United States

NAFTA’s policies have caused more synchronization between the business cycles of
the U.S. and Mexico."” This synchronization causes economic activity in the U.S. to have a
very strong effect on Mexico. An example of this is the economic crisis that began in the
U.S. in 2008 and how it is dragging the economy of Mexico down with it. Eighty percent of
exports from Mexico are destined for the U.S., so when American consumers stop
purchasing, Mexico feels the effect. The converse has proved true as well; economic booms
in the U.S. usually equate to strong economic growth in Mexico.”’ To prevent such volatility
in the market and dependency on the U.S., Mexico has engaged in twelve other Free Trade

Agreements involving 42 countries since 2006.'
NAFTA’s Effect on Wages

Similar to other areas of the Mexican economy, NAFTA’s affect on wages has varied,
but overall has resulted in slight gains. The World Bank concluded that NAFTA had a
positive effect on wages and employment in some Mexican states, but the wage differential
within the country increased due to NAFTA.* Furthermore, the income gap that Mexico
experiences with the U.S. has declined since the implementation of NAFTA and the rate of

. . . . 2
income convergence is much faster than the average Latin American economy.”

Following the 1994 peso devaluation crisis, real wages declined by 15 percent. GDP
fell as well by 6.9 percent and unemployment climbed by approximately two million.** The

peso devaluation crises caused the Mexican currency to plunge approximately 50 percent,



resulting in a deep recession for the country. The Carnegie Endowment and World Bank
both conclude that NAFTA was not the cause for the loss in real wages during this period
and accredit it to the peso devaluation.”> Some economists note that due to NAFTA, Mexico
was able to rebound much quicker from the crisis.”® Additionally, compared to other
emerging markets in the 1990s, the Mexican economy has performed very well since

NAFTA took effect.’’

Mexican states tied to FDI, exports, and maquiladoras had higher and faster growing
wages over other states when NAFTA began due to their closer ties with the American
economy.28 The Mexican states that were initially better prepared to reap the benefits of
NAFTA were those in the north, the poorer southern states generally saw less gains from
NAFTA’s provisions.”’ The Mexican government’s reform programs were responsible for

the economic disparities between the states; NAFTA is only responsible for increasing them.
Mexican Institutions and Fiscal Policies

Stated previously, free trade agreements work at the margins of economies. They are
not designed to change economic institutions and fiscal policies, but they can provide
influence. NAFTA put pressure on Mexico to improve its institutions in the areas of investor
protection, intellectual property rights, labor, and environmental trade; the focus clearly
being on Mexico’s ability to enforce its own laws. Unfortunately, the government of Mexico
did not respond to this pressure and failed to build adequate regulatory and institutional
policies.*® This failure in institutional change is one of the greatest reasons NAFTA has not

brought widespread success to the Mexican economy.



Mexico was suffering from large macroeconomic imbalances at the commencement
of NAFTA. This challenging environment made it difficult for the Mexican economy to
benefit from NAFTA’s trade integration policies. On the other hand, Mexico positioned
itself well to maximize the trade liberalization terms of the agreement. Soon after NAFTA’s
start, the economy of Mexico experienced a decline in volatility. This decline in volatility is
mainly credited to healthier fiscal and monetary policies initiated between 1996 and 2001
and not because of NAFTA.?' This example illustrates how economic factors with stronger
influences than NAFTA can strengthen the Mexican economy. Additionally, it demonstrates
the need for Mexico to continue making institutional changes to better integrate with the

policies of NAFTA.
The Agricultural Industry and NAFTA

Many of Mexico’s agricultural reforms coincided with the implementation of NAFTA
making it is difficult to determine the precise effect the trade agreement had on the
industry.”® Some predictions stated that NAFTA would have a devastating effect on the
agricultural industry in Mexico; in some aspects the opposite occurred. Both domestic
production and trade in agricultural goods has risen since the enactment of NAFTA.
NAFTA allowed Mexico to gain access to agricultural markets in Canada and the U.S. that
were not previously available.”* Even with a slight rise in agricultural output, a study by the
Carnegie Endowment shows a shift in Mexican employment from agriculture to
manufacturing, but cannot specifically state how much this shift can be credited to NAFTA.*
The Institute for International Economics (IIE) suggests that the proportion of the agricultural

labor force in relation to the overall labor force was very high when NAFTA began. The



study also states that many of the workers were likely to lose their jobs anyway as the

country became more industrialized and efficient in agricultural production.*
NAFTA’s Effect on Mexican Immigration to the United States

NAFTA sought to remove barriers to capital flow across the border while
immigration policies sought to stem the flow of migrants crossing the border in search of
work.”” Many members of the U.S Congress convinced themselves that passage of NAFTA
would help solve the problem that the U.S. was having with illegal immigration. The same
was true south of the border, as Mexican President Carlos Salinas asserted that freer trade
would mean “more jobs...[and] higher wages in Mexico, and this in turn will mean fewer
migrants to the U.S. and Canada. We want to export goods, not people.”*® Statistical data
using border apprehensions to judge the rate of immigration across the border indicates that
when the Mexican economy is strong, the rate of immigration into the U.S. declines. The
study also finds the vice-versa is true as well; when the Mexican economy is weak,
immigration to the U.S. increases.®® The reality has been that NAFTA’s economic effects on
immigration have been minimal and the continued rate of immigration to the U.S. is due to

much stronger and enduring forces within the economy.*’
Immigration Rates and Policies

The peso devaluation of 1994 is believed to be one of the many factors that caused
increased Mexican immigration to the U.S. Not only were wages significantly higher in the
U.S., money sent back to Mexico by the workers went a lot farther than it did prior to the
crisis. Many were quick to blame NAFTA for the rise in immigration during this period, but

effects from the collapse of the peso far outweighed any effect of NAFTA. Arguably, some



of NAFTA’s policies did cause some Mexicans who would not have migrated to immigrate

to the U.S., but the peso crisis was a much larger source of the increase.*!

The U.S. has attempted to prevent Mexican workers from immigrating across the
border through strict policies and border security measures. The Immigration Reform and
Control Act of 1986 was primarily a result of the continued Mexican immigration to the U.S.
The goal of the legislation was to limit the use of illegal immigrant labor by installing
sanctions on employers who used them. Additionally, the Act included measures to reduce
the flow of illegal immigrants crossing the border. NAFTA was envisioned as a further arm
of this immigration strategy. The theory was that by increasing job growth in Mexico the
amount of illegal immigrants seeking employment in the U.S. would decline.** However, the
population of Mexican immigrants living in the U.S. has actually increased since the Act was
passed. These stricter policies have caused illegal immigrants from Mexico who would
historically return home once seasonal work was complete to now remain in the U.S. for fear
of being apprehended crossing back and forth across the border. Critics were quick to blame
NAFTA for the rise in illegal residents, but it was the tougher immigration policies that were

to blame.®

Several factors are responsible for the increase in migration from rural farming areas
in the early 1990s. The deregulation of land by the Mexican government, abandonment of
farm subsidies, and the selling of land to foreigners are just a few of the reasons. The
elimination of agricultural subsidies and privatization of collective farms forced many rural
farmers to uproot and seek economic opportunities in other areas of the country, many
relocating to urban centers. NAFTA’s opening of food, seed, and feed markets to

competition from the U.S. and Canada also led to increased migration of peasants from rural

10



farms. Many found themselves unable to compete in an industrialized grain industry once
protection of agriculture by the Mexican government broke down.** Though NAFTA is in
part responsible for some of the migration of rural peasant farmers in the 1990s, the Mexican

government is just as culpable due to its policies instituted during this period.

Irrespective of the strength of the Mexican economy, many Mexicans are predisposed
to immigrate to the U.S. Such an abundance of immigration has already occurred that it is
unlikely to slow down even if the Mexican economy improves. This is primarily due to the
sustained higher wages and standard of living in the U.S. and the family connections already
established north of the border from previous migration.*” The U.S. labor market is able to
absorb an estimated 300,000 to 400,000 illegal workers every year.*® Whether unemployed
in search of work, or predisposed because of family reasons, the U.S. continues to draw

Mexicans north despite NAFTA’s goals.
Internal Migration

NAFTA has also caused an increase in internal Mexican migration. Mexican states
that were initially better prepared to gain from the benefits of NAFTA have grown faster than
the poorer, generally southern states.*” This growing economic disparity between states in
Mexico has caused the upsurge in internal migration. States with high levels of foreign direct
investment, trade, and magquiladoras all increase labor demand, raising wages and lowering

unemployment, increasing migration to those states.**

Internal northbound migration in Mexico began in the 1970s when the maquiladoras
were established in northern states. The maquiladoras essentially operated in a free trade

border zone that took advantage of cheap Mexican labor to produce finished goods for U.S.
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consumers. The magquiladora industry attracted hundreds of thousands of workers from all
over the country. NAFTA is responsible for expanding this industry. The maquiladora
industry’s rapid growth is depicted in Figure 2. Unfortunately, the local and state
governments did not build the infrastructure to support the massive amounts of workers
flocking to them, resulting in many border cities becoming shantytowns. When these
workers made it to the northern border cities, many continued and crossed the border into the

U.S. because of the higher wages and better quality of life.*

Figure 2: Maquiladora Employment in Mexico™
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Source: INEGI, Monthly Indicators of the Maguila Industry.

Counterargument to the Effects of NAFTA

Marginal gains credited to NAFTA do not accurately portray the destabilizing and
destructive effect that NAFTA had on the economy of Mexico. Growth in Mexico brought
about by NAFTA was insufficient to bring true prosperity to the country. Real wages

declined in the first 7 years of the agreement, income disparity increased as well as Mexican
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immigration to the U.S. and poverty remains widespread throughout the country.’!
Additionally, the minimal economic gains achieved by NAFTA have been completely wiped
out by the extensive environmental costs. NAFTA forced rural farmers to cultivate marginal
land due to lost income caused by falling commodity prices, leading to extensive

deforestation in southern Mexico.>

NAFTA had a positive impact on Mexico’s short-term industrial employment, but it
devastated the Mexican agricultural industry. The agricultural trade deficit Mexico
experiences with the U.S. has grown since 1994 and in 2002 it was higher than it had ever
been.”®> Twenty percent of all Mexicans depend on agriculture for their livelihood. Low-cost
U.S. corn exports to Mexico increased due to the provisions of NAFTA, severely impacting
the nearly 3 million Mexican farmers who depend on rain-fed corn production as part of their
income.” There was no way for rural Mexican farmers to compete against the heavily

subsidized commercial farms in the U.S.

Because NAFTA has not brought widespread prosperity to Mexico, workers in search
of employment continue to cross the border illegally into the U.S. Workers are fleeing
Mexico because of NAFTA-induced plummeting wages and a weak economy that cannot
support the expanding work force.”> Additionally, NAFTA not only failed to reduce
immigration to the U.S., it increased it by offering commercial trucking as a conduit to cross
the border. An estimated five million commercial trucks cross the border each year carrying
$250 billion worth of goods, accounting for 70% of the trade between the two countries.”® A
large portion of these trucks are involved in NAFTA related trade. Due to the limited
infrastructure supporting this vast trade between the two countries, U.S. officials are able to

inspect only a small fraction of the trucks crossing the border. This has allowed commercial
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trucks carrying illegal immigrants along with their legal cargo to cross the border
uninspected.”’ Finally, NAFTA’s provisions have also reduced the amount of return

migration back to Mexico because of the weak economy it produced cannot support them.

Though the facts to the above counterargument are true, they address specific aspects
of the Mexican economy and fail to examine NAFTA’s effect as a whole. Overall, NAFTA
has brought economic gains to the economy of Mexico. NAFTA has not reduced the rate of
migration because much stronger factors beyond its reach continue to encourage Mexicans to
immigrate to the U.S. Mexico must reform its financial institutions and economic policies,

and the U.S. must address its immigration policies for a decline in immigration to occur.
Conclusions and Recommendations

NAFTA’s affect on the economy of Mexico as a whole has resulted in only marginal
gains and it failed to reduce the rate of illegal immigration to the United States from Mexico.
Its affect on the economy of Mexico is varied, but when viewed comprehensively it reveals
minor overall gains for the developing economy. The privatization and deregulation policies
instituted by the Mexican government are primarily responsible for the change in economic
strength during the 1990s. NAFTA continued this change in strength and in some cases
accelerated its trending effects. Immigration rate changes triggered by the provisions of
NAFTA are minimal at best and the surge in illegal immigration to the U.S. has been
primarily caused by factors unrelated to or beyond the scope of NAFTA. The intense hype
leading up to the implementation of NAFTA put pressure on the agreement to perform
beyond its capabilities. Opponents thought it would be a great failure resulting in the

collapse of the Mexican economy. Supporters thought it would be the solution to all of
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Mexico’s economic woes. NAFTA’s modest results have proved neither correct. What
many failed to recognize is that free trade agreements such as NAFTA work at the margins of
an economy and are not capable of delivering the overestimated results that critics and
supporters proclaimed. NAFTA did have the capability to make measured advances to the
economy of Mexico for which it succeeded in some areas and failed in others. In order to
realize the economic advantages NAFTA has to offer, Mexico will need to revise its fiscal
policies and implement institutional reforms designed to combat corruption and improve the

rule of law.

The following is a list of recommendations the governments of Mexico and the
United States must take in order to ensure the economy is able to operate effectively in a free
trade environment. It has been twenty years since negotiations for NAFTA began in June of
1991, and since then the economic environment of the world has changed considerably
leaving much of the rationale behind the provisions of NAFTA to no longer be germane.
However, revisions to NAFTA will have little effect if the Mexican economy is not

structured properly to leverage NAFTA’s policies.

1. In order to ensure its domestic economic policies are compatible with NAFTA, the
government of Mexico must conduct extensive institutional reforms. Specific institutional

reforms include:

e Reforms to combat corruption and improve the rule of law.
e Labor legislation reform designed to reverse growing income disparity.
e Reforms to reduce state owned enterprises and monopolized industries.

e Reforms to promote increased investor protection, patent development, and protection
of intellectual property.

15



e Development of programs to increase Mexican innovation and research and
development.

e Educational programs designed specifically to advance Mexico technologically in
order to diversify the economy from primarily manufacturing to more invention and
creation.

Mexico’s institutions are severely lacking, especially with regards to corruption and
rule of law. Legal and regulatory structure in Mexico is largely to blame. Many provisions
of NAFTA that could provide positive results to the Mexican economy are hopeless because
domestic institutions are not capable of leveraging them. Mexico’s labor code serves neither
workers nor employers well, and is a barrier to economic growth.”® Many of Mexico’s
economic sectors are dominated by one or two strong companies, which reduce foreign
investment and other potential instruments of economic growth. NAFTA alone is not enough
to ensure technological convergence between Mexico and the U.S. Mexico must improve its
educational system to address its technology and innovation deficit. NAFTA was projected
to put pressure on Mexico to improve its institutions in the areas of investor protection,
intellectual property rights, and labor and environmental trade. But without the ability to
enforce its own laws Mexico will continue to be unable to make the necessary progress.
Innovation in Mexico is lacking as displayed by their low patent numbers. Educational
reforms and improvements in research and development will assist Mexico in expanding

technology and will better diversify the economy.

2. The government of the United States must make the following changes in order to
better support the provisions of NAFTA and assist the government of Mexico in

strengthening its economy:

16



e Expand the scope of aid programs designed to assist Mexico in economic
development and transitioning to a more privatized, competitive economy.

e Enact comprehensive immigration reform to match domestic immigration and
migrant worker policies to those of NAFTA’s provisions.

e Infrastructure improvements at the border designed to support NAFTA’s trade
volume.

A strong Mexican economy equates to a more competitive trading partner and a better
destination for U.S. investment. Only one eighth of one percent, or $28 million in USAID
worldwide bilateral economic aid funds in FY 2010 were dedicated to Mexican development
and reform initiatives.”® This is far less than required to make substantive change. The U.S.
should expand the North American Development Bank (NADBank) and the Border
Environment Cooperation Commission (BECC) to programs that include transportation and
infrastructure projects throughout the whole of Mexico.*® Additionally, targeted economic
assistance will aid in transitioning Mexico’s state owned oil sector and monopolized
companies into more competitive industries. Furthermore, the U.S. must address the root
cause of illegal immigration, which is the economic disparity between the U.S. and Mexico.
Current U.S. policies are resulting in the opposite desired effect. The U.S. must also target
employers who hire undocumented migrants, which promotes illegal immigration and
undermines the provisions of NAFTA. Finally, infrastructure improvements would not only
streamline the flow of trade between Mexico and the U.S., it would aid in securing the over

2,000-mile border between the two countries.

There are numerous steps required to strengthen the Mexican economy, and both
Mexico and the United States must take action for the greatest change to occur. The detailed

measures above will aid in this change. NAFTA did not cause many of the challenges facing
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the Mexican economy, thus changes to NAFTA alone will not solve them. While NAFTA is
neither the hero nor villain of the Mexican economy, it remains an integral aspect of the

U.S.-Mexico economic relationship.
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