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FOREWORD

Trade liberalization has become most relevant for the development of Latin American and
Caribbean economies. Global trade policy and intraregional trade agreements raise issues that contain
many common features. The 1991 Enterprise for the Americas Initiative not only called for a detailed
analysis—especially from the Latin American and Caribbean perspective—but it also acted as a catalyst
for revisiting the topic of preferential trade agreements.

It was natural for the Inter-American Development Bank and the Economic Commission for Latin
America and the Caribbean to combine their resources to promote analysis and debate of the multiple
implications of hemispheric trade liberalization. The two organizations have collaborated frequently to
deal with major development issues. Each brought to this new association its unique assets to generate
a set of issues papers and to provide venues where the issues could be aired and ideas discussed.

Both institutions are committed to the concept of trade liberalization, but they recognize that
there is ample scope for debate regarding the content, sequence, and extent of liberalization. In selecting
the consultants for the project, care was taken to offer many points of view from distinct perspectives.
The purpose of the project was not to defend a particular point of view but to establish the parameters
of the debate and help clarify the issues.

Several hundred officials and other leaders of Western Hemisphere nations were involved in the
discussions. We are convinced that the debate is not over, but is only now beginning.

Enrique V. Iglesias Gert Rosenthal
President Executive Secretary
Inter-American Development Bank Economic Commission for

Latin America and the Caribbean
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INTRODUCTION

ECLAC

This volume is the product of a joint project of the Inter-American Development Bank (IDB) and
the United Nations Economic Commission for Latin America and the Caribbean (ECLAC) in “Support
of the Process of Trade Liberalization in the Western Hemisphere.”

When the IDB-ECLAC project was launched in 1991, the Enterprise for the Americas Initiative
(EAID) of the Bush Administration was one year old. The initiative envisioned a process of trade
liberalization that would lead to a free trade area in the Western Hemisphere, built around the principle
of reciprocal, rather than unilateral, trade concessions. The EAI proposed what amounted to a new form
of integration between developed and developing countries through a partnership built around equivalent
concessions.

The proposal aroused great enthusiasm, but it also raised many questions about its content,
scope, and implementation. The IDB-ECLAC project was designed to promote a dialog on the process
of trade liberalization in the Western Hemisphere, with the hope of shedding light on the options opened
by such a process.

The project produced seventy papers, most by trade experts. The papers were discussed in
seven colloquia and two conferences between January 1992 and December 1993 at the University of
Toronto, Canada, the Federation of Industries of the State of Sao Paulo, Brazil, and at the IDB and
ECLAC headquarters in Washington, D.C., and Santiago, Chile. More than 400 participants from the
public and private sectors, research and academic institutions, international organizations, and
nongovernmental organizations from throughout the Americas, Europe, and Japan came together to
exchange views on the prospects for trade liberalization in the Western Hemisphere.

Over the course of the project, the participants addressed numerous conceptual, methodological,
and practical topics related to hemispheric trade liberalization. Of great interest was its compatibility with
the ongoing Uruguay Round negotiations and how liberalization would affect the global trading system;
or the conditions for its success, particularly the methods and sequencing of alternative negotiations; the
negotiating agenda and sequence for the participation of individual countries or groups of countries.

Most discussions, however, centered on three basic issues: What might a country hope to
achieve from participating in the process of hemispheric trade liberalization? What conditions are
essential in order to maximize potential gains? And, How best to go about liberalizing trade in the
Hemisphere?

Potential Gains

In theory, unilateral trade liberalization can make it possible for a country to attain the maximum
income. However, without universal liberalization, unilateralism is not as powerful, even though it is
beneficial in aggregate terms. In a world of trade restrictions, a free trade agreement can open markets,
a gain that is not necessarily available via unilateral trade liberalization. When trading groups are
strengthening themselves and nontariff restrictions are rising, reciprocal opening, or the commitment to
keep markets open, can be an advantage of a circumscribed free trade agreement.
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A commitment to establish a free trade area can also bolster the credibility of sustaining
economic policies and solidifying past reforms. This is the so-called locking-in effect, and it offers more
than the conventional efficiency gains associated with unilateral liberalization. It is also plausible that
these gains may not be substantial. This is particularly true for some Latin American and Caribbean
countries that have already undertaken unilateral trade liberalization as part of a deliberate—and often
painful—strategy of relying on the market, privatizing state enterprises, and improving macroeconomic
performance.

Inclusion in a continental free trade agreement is a far better option than exclusion. The costs
of exclusion are likely to encompass the diversion of trade and investments as well as lost opportunities
for growth through economic cooperation in a broad range of issues. This is more obvious for smaller
economies that have relatively lower potential to benefit from economies of scale. At a time when
regionalism is growing and free trade faces new challenges, it makes sense to undertake simultaneously
the creation of a free-trade area and unilateral trade liberalization.

What Kind of Trade Liberalization?

The formation of trading blocs can help or hinder global trade liberalization. Some fear that a
free trade agreement could create a form of prisoners’ dilemma, whereby rational actions at the regional
level produce a negative global outcome. Preferential schemes, it is argued, violate the spirit of
multilateralism, breed defensiveness, and can become insular trading blocs.

A move toward liberalization is said to be GATT-compatible if it does not violate provisions of
the GATT, especially Article XXIV, and GATT-plus if it moves further toward liberalization than
required by the GATT.

There is, however, a growing consensus that the multilateral system does not represent a unique
track toward freer trade. Circumscribed, as opposed to global, trade liberalization can be trade-creating,
GATT-compatible or, better still, GATT-plus. Regional trade liberalization should not be a threat to
multilateralism. Rather, regional agreements may break down barriers on a limited regional scale, and
this can create precedents and generate competitive forces that help propel broader liberalization efforts.

ECLAC advocates an “open regionalism” that results from the interdependence of special,
preferential agreements and market signals produced by trade liberalization. What open regionalism seeks
to accomplish is to make explicit integration policies compatible with, and complementary to,
multilateralism.'

Whether regional arrangements in general are positive or negative for the global trading system
will likely remain a matter of dispute. Widespread certainty exists, however, that complete free trade
in the world is the best outcome and, consequently, trade agreements that complement multilateralism are
better than those that do not. The question that must be answered is, What kinds of circumscribed trade
agreements are GATT-plus and therefore more likely to generate increased gains?

1. ECLAC, 1994, Open Regionalism in Latin America and the Caribbean: Economic Integration As a
Contribution to Changing Production Patterns with Social Equity. [LC/L.808(CEG.19/3)] Santiago, Chile.
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First, it is essential that the regional trade agreement be based on a partnership and built on the
principle of reciprocal concessions. As such, it will demand commitments and obligations over a broad
range of issues. For instance, if the recently approved North American Free Trade Agreement (NAFTA)
is taken as a guide, countries interested in undertaking regional trade negotiations should be prepared to
address both traditional obstacles such as tariffs and quotas and new issues such as investment, intellectual
property rights, government procurement, and rules to deal with unfair trade practices. The environment
and labor, as well as governability or the rule of law, can also be part of the expanded agenda.

An innovative regional agreement has the potential of providing precedents in areas not yet
covered by global trading rules. More important, the inclusion of issues that are part of the political
agenda of modern open economies can be viewed as an opportunity to continue along the path of
economic modernization. To the extent that changes in domestic policies are beneficial, modernizing
countries will be able to sustain their commitments in these areas by forming strategic alliances with
analogous groups from their trading partners.

Other essential characteristics of a GATT-plus trade agreement are equal treatment to new
members, clear terms of accession, and precise rules. A regional trading agreement that does not offer
new membership on terms equal to those of existing members can generate instability in foreign
investment flows and perhaps cause trade and investment diversion.

When countries of different sizes and degrees of development are called to operate on reciprocal,
rather than unilateral, terms and concessions, the principle of equality among members and of open access
to new members means that there is equality of opportunity for all countries to reap the potential benefits
of economic integration. Smaller or relatively less-developed newcomers may require lengthier phase-in
terms instead of the special, nonreciprocal treatment they once demanded. Present circumstances indicate
that demands for such special, nonreciprocal treatment may hinder the possibilities of concluding regional
integration agreements.

Members that are less able to take advantage of the broadened market could explore the
possibility of moving gradually, but progressively, in their commitment to the process of reduction of
obstacles and easing, to some extent, the costs of adjustment. Lengthier terms and conditions may
facilitate the emergence of genuine partnerships between members of different sizes and levels of
development.

It is essential that terms of accession be clearly spelled out for the benefit of potential members.
Stable and transparent terms of accession will help those interested in engaging negotiations. Beyond
accession, it is also desirable that a regional free trade agreement be governed by rules that are
transparent, precise, and clearly spelled out. This is especially important in areas such as dispute
settlement mechanisms, safeguards, and rules of origin. For example, different types of dispute
settlement procedures and their implementation in various regional trading arrangements should be
observed carefully. Experience reveals that a carefully constructed and effective dispute settlement
mechanism can help equalize differences in relative economic weight. This is true even for agreements
that do not attain the most advanced supranational legal regimes that govern trade and other economic
relations among the member countries of the European Union (EU).
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A free trade agreement aimed at reducing friction among its members should have an effective
dispute settlement procedure at its core. Disputes could arise from use of unilateral remedies, which are
often part of national legislation and therefore are not affected directly by an international agreement.

Clear rules on safeguards are also necessary. Safeguards provide both the means to minimize
adjustment costs and political flexibility for decision makers. Without an agreement on safeguards,
negotiators of a free trade agreement will be limited in what they can accomplish.

Finally, poorly negotiated and obscure rules of origin can limit the gains to members of a free
trade agreement, especially for smaller countries. It is essential to avoid rules of origin that are
restrictive and rigid. One of the best ways to overcome some of the problems generated by overly
restrictive rules of origin is to reduce their importance by reducing barriers to trade from sources outside
the free trade area.

How to Proceed

Over the course of the Project the questions of how to move toward a future hemispheric free
trade area and what to do at the present received much attention. The current stage of transition,
although still somewhat ambiguous, offers countries the opportunity to prepare for mutually beneficial
negotiations in the future.

Central to the discussion about how to proceed is whether “widening” or “deepening” existing
subregional integration schemes should come first. Whatever path is taken, hemispheric negotiations will
test the cohesion of the subregional integration schemes. Tensions and strains are already present, since
the mere possibility of undertaking negotiations has exacerbated some of the differences, particularly
because of uneven speeds of unilateral trade liberalization.

Some believe that priority should be given to strengthening subregional arrangements to make
them the building blocks of hemispheric free trade. However, even if the deepening of subregional
integration arrangements becomes a primary vehicle for hemispheric trade liberalization, laggards could
slow the process. An alternative, more viable strategy could be simultaneously to deepen subregional
groupings and proceed to liberalize trade in the hemisphere. The two processes could become mutually
supportive.

Furthermore, different countries or subregions find themselves at different levels of readiness
to move forward. This readiness level, based on the consolidation of macroeconomic stability and the
market orientation of policies, could influence a country’s ability to reap the benefits of hemispheric trade
liberalization.

There appears to be a degree of consensus in Chile, for example, that the country is ready to
reap a net welfare gain by increasing and diversifying its exports. No similar consensus yet exists,
however, in the case of Brazil. Doubt remains as to whether hemispheric trade liberalization would best
serve the country’s interests.
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Even if Brazil were, after Mexico, the country that stands to benefit the most from liberalization,
skeptics point out that it would face significant trade diversion, given Brazil’s high level of import and
export diversification. The potential for retaliation by the European Community, Brazil’s largest trading
partner, as well as an unstable macroeconomic situation, have been obstacles to closer hemispheric trade
relations.

In contrast, others argue that the major advantage for Brazil (and for the rest of Latin America)
of joining a hemispheric free trade agreement is t0 end the marginalization and isolation they have
experienced. The major danger is described as being excluded from emerging blocs, and hemispheric
liberalization is perceived as offering the best, if not the only, opportunity available to eliminate that
danger.

Some tasks could be carried out during the present stage of transition despite individual variations
in level of readiness: for example, consolidation of domestic reforms and adding to mutual knowledge.

Trade liberalization by itself would not become the “driver” of the development process and,
while it is a necessary condition, it is not sufficient. However, if free trade is combined with other
appropriate domestic policy measures, synergism is possible and the benefits can be significant.
Consolidation of domestic economic reforms is seen as the principal task; a country’s own policies are
at least as important as a trade agreement for the improvement of its efficiency and insertion into the
international economy.?

A second major task consists of increasing the mutual knowledge that is required by beneficial
negotiations. Countries require access to information germane to commercial integration to proceed with
any kind of hemispheric liberalization. Mutual knowledge implies increased awareness of the negotiating
processes, some of which are fully open and subject to intense debate and pressures from a wide array
of interests.

Besides increased mutual awareness and identification of possible sources of opposition, it is
necessary for negotiators to understand fully the sources of the skepticism that still exist about
hemispheric trade liberalization. Some of these arguments were on full display during the debate that
took place before the approval of NAFTA. From these debates it was clear that hemispheric trade
liberalization is far from being a free lunch, and it is far from being a panacea.

Finally, hemispheric trade liberalization demands caution. It is a journey into unknown territory,
and costs and benefits cannot be accurately assessed in advance. However, it demands serious attention
as well since it clearly supports the broad objectives of development.

2. ECLAC, 1994. Latin America and the Caribbean: Policies to Improve Linkages with the Global Economy.
[LC/G. 1800 (SES.25/3)] Santiago, Chile.
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Overview of the Book

This volume contains some of the papers commissioned by the IDB-ECLAC Project. The papers
are grouped into four sections, and they offer a wide range of perspectives on conceptual as well as
practical aspects of hemispheric trade liberalization.

Part one includes three papers that focus on the overall impact of hemispheric trade
liberalization. Max Corden’s paper provides a theoretical framework for analyzing the potential effects
of a free trade area from the perspective of Latin American countries. Of these effects—liberalization,
trade diversion, and reciprocity—Corden believes reciprocal opening, or commitment to continued market
access will be the most important. This opening also includes changes in domestic policies such as
subsidies, labor, and environmental regulation.

Rudiger Dornbusch sets out the case for regionalism as a way to open markets and pursue freer
trade. He argues that regional developments are not a threat to multilateralism, but provide a way to
break down barriers on a limited regional scale and create precedents, blueprints, and competitive forces
that will help drive a broader liberalization effort.

Robert Pastor views NAFTA, too, as a catalyst for expanding trade and improving the rules and
institutions of the world trading system. It has the potential to make the Americas the center of the global
economy and the model for North-South relations in the twenty-first century. NAFTA does not represent
an exclusive trading bloc, holds Pastor. It is rather the deepening of the last major trading area in the
world; North America and eventually the Western Hemisphere.

In the second section, the papers by Anne Krueger, Hans Singer, Robert Blecker, William
Spriggs, and Graciela Chichilnisky focus on what kind of free trade agreements are desirable. In this
sense, Krueger’s paper offers a framework for assessing alternative free trade agreements. She also
highlights the kinds of policies that Latin American countries could adopt to provide the maximum scope
for gains under a Western Hemisphere free trade agreement.

One desirable characteristic of a free trade area, according to Chichilnisky, is that trade should
be structured around economies of scale rather than around traditional comparative advantages. If trade
is based on economies of scale, it is more likely that the free trade agreement will complement rather than
substitute for global trade negotiations.

Singer’s paper focuses on the likelihood of a beneficial free trade agreement among countries
of different levels of economic development. For a “genuine partnership” to emerge, he proposes
conditions to enable countries to take advantage of the opportunities opening to them and to ease the costs
of adjustment. Blecker and Spriggs also focus on the need for strengthening policies such as adjustment
assistance and labor retraining to ease the adjustment costs and to work toward the eventual international
harmonization of labor standards and enforcement.

Part three consists of seven papers that address key negotiating issues. David Palmeter discusses
the need to avoid restrictive and rigid rules of origin. The less important are rules of origin in an
agreement, he points out, the better the chances of avoiding problems. This conclusion is also shared
by Isidoro Hodara, whose paper analyzes the potential effects of liberalization of trade in clothing and
textiles.
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James Cassing’s paper points out that a good safeguards agreement is also crucial. A clear
agreement on safeguards enhances the negotiating capacity of countries and as a consequence also
increases the gain to countries joining a free trade area.

Several authors stress the importance of negotiating a precise dispute settlement mechanism.
Blair Hankey reviews different types of dispute settlement mechanisms and their implementation in
various regional trading arrangements. He concludes that it is the most promising institution to deal with
countries of different bargaining power.

In his analysis of Section 301, Steven Husted also favors a strong dispute settlement mechanism
to reduce possible frictions from closer commercial links and the likelihood of U.S. firms seeking
unilateral remedies. Also, Gilbert Winham and Heather Grant stress that an effective and binding dispute
settlement mechanism serves to restrain the use of antidumping and countervailing laws.

Charles Pearson addresses the new issue in the agenda; how to harmonize trade and
environmental policies within the context of regional economic integration arrangements. He notes that
conflicts can be easily exaggerated, but there are points at which trade and environmental regimes need
to be reconciled.

Finally, part four contains papers that deal with how to proceed toward a hemispheric free trade
agreement and individual country perspectives. Sidney Weintraub takes on the issue of “widening” or
“deepening” of subregional integration schemes. He proposes that priority be given to strengthening
subregional arrangements so that they can become the building blocks of hemispheric free trade.

The next five papers deal with individual country perspectives. Andrea Butelmann and Patricio
Meller analyze the case of Chile, a country where it is widely believed that moving towards the formation
of a free trade area would bring about welfare gains. The authors estimate that such a move would cause
a net increase of Chilean exports of approximately 4.4 percent.

The papers by Marcelo de Paiva Abreu and Luiz Bresser Pereira and Vera Thorstensen, illustrate
different assessments of Brazil’s trading options. While Paiva Abreu emphasizes the potential trade
diversion and retaliation Brazil could face if it pursued integration with the United States, Bresser Pereira
and Thorstensen highlight the danger of being excluded from a hemispheric trade agreement.

In turn, the paper by Winston Dookeran presents key policy issues faced by small economies
such as those of Caribbean countries, and, in particular, how they respond to the fast-changing
international trading regime. Last, Jeffrey Hayes and Seymour Lipset focus on the United States. Their
contribution, a historical overview of the social roots of protectionism, presents a complex portrait of
U.S. protectionism.






I. The Overall Impact of
Hemispheric Trade Liberalization






A WESTERN HEMISPHERE FREE TRADE AREA:
IMPLICATIONS FOR LATIN AMERICA

W. Max Corden

The Enterprise for the Americas Initiative (EAI) launched in 1990 included a proposal to establish
a Western Hemisphere free trade area. The idea was to start with bilateral free-trade negotiations, those
between the United States and Mexico being the pilot case, using the Canada-U.S. free trade agreement
as amodel. The EAI was concerned not only with trade policy but also explicitly with investment, debt,
and the environment. Although experience in Europe suggests that many considerations other than purely
economic ones motivate progress toward regional free trade, this paper will be limited to considering
trade policy and, apart from reference to the political economy of trade liberalization, will leave aside
broader political issues.

The aim of this paper is to provide a framework for analyzing the potential gains and losses of
forming a free trade area (FTA) from the point of view of individual Latin American and Caribbean
countries. The paper is basically theoretical and draws attention to the numerous and complex issues
involved. Latin America and the Caribbean, or LAC, will be used to refer to all countries in the Western
Hemisphere other than the United States and Canada. The paper will ignore Canada, though the analysis
could be applied to the formation of a free trade area with Canada as much as with the United States.

The main analysis, Part I of the paper, distinguishes between and analyzes in detail the effects
of (a) liberalization, (b) trade diversion, and (c) reciprocity. Clarifying the distinctions among these three
effects of an FTA will be helpful in sorting out the issues. The analysis in Part I makes three
assumptions, all of which will be reconsidered in Part II.

First, it is assumed that the concern is only with the national welfare of the LAC country. The
special interest of the United States, or any interest group within it, will be briefly discussed in Part II.
Thus, this paper is primarily a guide for analysts and policy makers in LAC. The interest of the world
community as a whole will not be considered.

Second, it is assumed that the free trade area is a bilateral one between the United States and any
one LAC country. Of course FTAs can also be, and have been, formed between two or more LAC
countries, but these have somewhat different implications that will be discussed briefly in Part II. The
immediate issue is certainly the formation of an FTA between a very large and powerful developed
economy—the United States—and various smaller, less-developed ones. This is the so-called hub-and-
spoke model. The United States may negotiate bilaterally with individual LAC countries unless groups
of the latter have already formed FTAs among themselves, so the case considered here will be a two-
country bilateral negotiation.

Third, it will be assumed that macroeconomic adjustments—including exchange rate adjustment
and appropriate fiscal and monetary policies—will ensure an appropriate balance-of-payments outcome
and level of aggregate demand for domestic goods and services. This is the standard assumption in
“real” trade theory and is designed to simplify the analysis. The implication of an FTA for exchange
rate policy will be discussed in Part II.
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I. The Three Effects: Liberalization, Trade Diversion, Reciprocity
Liberalization by LAC Countries

The first of the components of an FTA is trade liberalization by the FTA itself. Tariffs are
reduced or removed completely, and quantitative import restrictions are ended or the range of imports
to which they apply is reduced. The result is that imports increase, consumers of the imports or domestic
producers that use them as inputs benefit, and import-competing producers may be adversely affected.
Exporters gain directly through reduced costs of imported and import-competing inputs, and indirectly
through macroeconomic adjustment, notably the exchange rate depreciation likely to be associated with
liberalization. Such gains may also accrue to import-competing producers. Inevitably there will be
gainers and losers, and unemployment may increase in the transition. There are also benefits attributable
to the reductions in rent-seeking and administrative costs normally associated with quantitative import
restrictions. If tariffs have been high or import restrictions tight and widespread, the effects of trade
liberalization on the pattern of domestic output and distribution of income between different industries
and their workers may eventually be substantial.

Trade liberalization can take three forms: wunilateral, multilateral, and regional. It is worth
comparing the effects of the three. Table 1 shows that they have some similar effects.

First of all, liberalization can be unilateral and nondiscriminatory, a policy pursued because it is
believed to benefit the country as a whole, and that in the long run most citizens will gain even though
there are likely to be some short-run losers. Hence, liberalization does not need to be associated with
any international agreement, and it does not explicitly discriminate between different foreign suppliers.
Unilateral liberalization was pursued by Chile in the 1970s, more recently by Mexico and Argentina and,
to a lesser extent, several other LAC countries.

Second, liberalization can be multilateral. In the postwar years multilateral liberalization in
manufactured trade took place among developed countries under the GATT. Essentially it means that
a country’s own liberalization is supplemented by liberalization by others and opens export markets for
the country and improves its terms of trade relative to the unilateral alternative. This is the reciprocity
effect, to be discussed below. Clearly, a country benefits when its own liberalization is associated with
reciprocal liberalization by its trading partners.

Finally, there is regional liberalization, of which a bilateral FTA is a special case. A country’s
own liberalization does not necessarily apply to imports from all countries, only to those from the region.
In the case of a bilateral FTA between one LAC country and the United States, the LAC country may
open its market only to U.S. goods. There will be the same general effects of liberalization: imports
will increase, and there will be gainers and losers. But in this case liberalization is partial, and thus
discriminatory. The discrimination may create trade diversion effects, which will be discussed below.
In this discriminatory aspect, it differs both from unilateral and multilateral liberalization. In addition,
regional liberalization, like multilateral liberalization, has a reciprocity effect: the other member of the
region opens up its markets to the first country’s exports.
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Table 1
Effects of Three Kinds of Liberalization

Unilateral Multilateral ~ Regional

Effects
Liberalization

by LAC 4 v 4
Trade Diversion

(Adverse) v
Reciprocity

(Favorable) v v

In considering the effects of liberalization in an FTA, it is important to distinguish two groups
of LAC countries. The first is a group where unilateral trade liberalization has already taken place to
the point that quantitative import restrictions have been completely ended (with occasional few exceptions)
and tariffs are very low. This group consists of Chile and Mexico, and if one extends the group to
countries where the unilateral liberalization process is well under way or strong commitments to it exist,
the group also includes Argentina and Colombia. The second group consists of countries that still have
extensive trade barriers and no firm commitment to a movement towards near or complete free trade.

For the first group of countries, one might ask what difference an FTA with the United States
would make to the liberalization process and ultimate situation. Obviously, if there were complete,
unqualified, permanent free trade affecting imports of ail kinds from all sources, forming an FTA with
the United States would have an impact only through the reciprocity effect. But in practice this condition
does not exist and is not likely to. Hence, forming a bilateral FTA would have two effects on the degree
and effectiveness of the LAC country’s own liberalization.

First, a bilateral FTA would lock in institutionally a part of the liberalization. The present
degree of liberalization could otherwise be reversed by a future government. But an agreement to
establish an FTA would not be easily reversible, if at all. This was clearly an important consideration
for Mexico, a high proportion of whose imports come from the United States. It would be relatively less
significant for many of the other countries of LAC, but would certainly still be important. This “locking-
in” effect has a dimension of political economy: a liberalizing government can ensure that future
administrations will not be able easily to revert to protectionism.
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The immediate benefit of locking in liberalization is that it is likely to stimulate investment.
Indeed, even the expectation of an FTA may provide such a stimulus. Any arrangement that ensures that
a particular structure of domestic prices and incentives will stay for a long time and not be changed
unpredictably is likely to encourage both foreign and domestic investment, possibly financed by the return
of flight capital as can be observed in Mexico. Furthermore, investors in export industries, especially
those that export to the United States, will be encouraged by the prospect not only of ensured open
markets in the United States but also of the ability to obtain imported components and inputs without
restrictions or tariffs.

Second, it is likely that an FTA would involve a greater degree of liberalization and opening the
economy than is likely to result from any degree of unilateral liberalization, even if the latter apparently
leads to free trade. Trade is likely to be fostered by various measures of harmonization and elimination
of barriers to trade other than tariffs and quantitative import restrictions. Here the example of the
European Community can be cited. The first stage was to establish an area of conventional free trade
(plus a common external tariff, which made it a customs union). The second stage was the “1992”
program—the “completion” of the European market, which had disposed of numerous barriers apart from
tariffs. This second stage is likely to be substantially trade-creating. It is hard to say how important this
“completion effect” would be in an FTA formed between any one LAC country and the United States,
but it could be significant.

The other group of countries—where protection is still quite high and it is unlikely that unilateral
liberalization would approach free trade—either the political will to liberalize substantially does not exist,
or the political ability to bring it about is lacking. The most important country of this kind is Brazil:
liberalization, both actual and prospective, on the basis of commitments, has been substantial, but Brazil
is still far from achieving free trade. The formation of an FTA would raise very substantive issues for
the LAC country, the very same issues that arise when considering unilateral liberalization.

Are there arguments for protection from a national point of view—for example, the (sectional)
employment or the infant industry arguments? Are there significant rent-seeking and administrative costs
of protection to set against these arguments if the latter are thought to have some validity? Has the actual
practice of import-substituting industrialization been shown to have had adverse consequences and, by
contrast, have outward-looking policies as pursued in Latin America by Chile and in Asia by the Republic
of Korea and others been shown to be a success? Even if an ultimate situation of trade liberalization were
desirable, is the process of getting there too costly? Would powerful interests resist liberalization and
make it politically impossible, or at least highly painful? Should losers be provided with compensation,
or can increased growth from liberalization be relied upon eventually to compensate the initial losers?

It is impossible to discuss these complex issues fully here. Many arguments for protection have
come to be discredited, at least at the level of theory, and, perhaps more important, empirical evidence
is very convincing that outward-looking policies have led to, or have been associated with, higher growth
rates. Nevertheless, it can be assumed that in LAC countries, as in all others including the United States,
protectionist ideas and thinking are thoroughly alive—even when past experience has been very bad—and
therefore have to be carefully considered. Furthermore, even if there were general agreement that the
broad, long-term national interest would be best served by extensive trade liberalization (possibly to the
point of completely free trade), this will still run counter to the interests of particular groups. When
governments are not strong, interest groups have blocking capacity.
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Trade Diversion

Trade diversion is the principal negative aspect of an FTA. It results from the FTA’s
discriminatory effect. If Mexico maintains tariffs on imports from Japan, and possibly even increases
them, while removing tariffs on imports from the United States, there will be some tendency to divert
purchases away from Japan and toward the U.S. The pattern of imports will change, and total imports
are likely to increase because of the trade-creation effect. But the trade-diversion effect is adverse.
Mexico will be buying goods from the U.S. that could have been obtained more cheaply from Japan.

Vinerian Trade Diversion

Suppose the LAC country has a tariff of 30 percent on all imports of a particular product. It then
joins the FTA, and imports from the United States carry no tariff. However, imports from Japan must
still pay a 30 percent tariff. The result is that there will be a diversion of the source of imports from
Japan to the U.S. Excluding the tariff, the diverted imports will have cost less when bought from Japan
than when bought from the U.S., so the LAC country is then buying a product from a higher-cost source
and thus incurring an extra cost. This trade diversion concept, introduced by Jacob Viner, assumes that
the tariff on imports from outside (Japan) remains unchanged when the country joins the FTA.

Vinerian trade diversion could well be significant when tariffs on imports from outside the FTA
remain high. But the more the LAC country has followed a path of unilateral trade liberalization before
joining the FTA, and hence the lower the external tariff, the lower the cost of such trade diversion will
be. Nevertheless, some degree of trade diversion is likely even when a country has liberalized completely
because of the locking-in and completion effects. These will foster trade within the FTA relative to trade
with the outside world, at least marginally.

Vinerian trade diversion arises when trade with the outside world is restricted by tariffs. It does
not arise when it is restricted by import quotas, provided these continue to be effective in restricting
imports even after the FTA has been established. If the upper limit to the value of imports from Japan
is fixed by a quota, and provided the trade diversion effect does not reduce the LAC country’s demand
for imports from Japan to a level below this limit, there will be no trade diversion effect. But this
qualification is probably not important, first, because quotas have largely been replaced by tariffs, and
second, because there is no reason to expect the sizes of quotas to stay unchanged as a result of the
establishment of the FTA. This, then, leads into the second concept, “trade contraction.”

Trade Contraction: Increase of Protection Against Imports

Trade contraction exists if the level of the external tariff is actually raised as a result of the
establishment of the FTA. In the example above, imports from Japan will decline even more than when
there is only Vinerian trade diversion. In an FTA, unlike a customs union, the external tariff for a
particular product does not have to be the same around the whole area—i.e., the LAC country does not
have to adopt the United States tariff on imports from Japan, or to agree on a common external tariff.
In principle it is still free to choose its external tariff structure.
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There are two reasons why the external tariff might increase. First, it may be brought about as
a result of pressure from the United States if its own external protection is relatively high, so as to avoid
“trade deflection” (discussed below). Second, it may be a natural response to domestic pressure groups
seeking more protection from imports when they find themselves harmed by U.S. imports. When a
particular protected industry loses sales because of increased imports from the U.S. produced by the
establishment of the FTA, it may seek, and successfully obtain, higher protection against imports from
Japan.

Similarly, if there is a general loss of competitiveness by the country, possibly because the
exchange rate has become overvalued owing to a burst of domestic inflation, the natural reaction will
be—as it had often been in the past—to increase protection, which, once the FTA has been established,
can be brought about only by increasing protection against imports from outside the FTA. In the past,
this has taken the form of tightening or expanding the scope of quantitative import restrictions rather than
raising tariffs. Other nontariff devices such as antidumping measures, countervailing duties, and
voluntary export restraints accepted by exporters under threat of other measures can produce the same
result.

Trade Deflection: Free Trade Area versus Customs Union

Suppose that the United States imposes voluntary export restraints or other restrictions on imports
of a particular product from Japan, while imports of the same products from Japan can come in freely
or at a low tariff from the LAC country. There will then be some tendency for goods to be imported
from Japan into the U.S. via the LAC country: this is trade deflection. It leads to unnecessary transport
costs and, more important, it defeats the purpose of the U.S. protectionist measures. The lower the
transport costs, and the bigger the gap between the low tariff of the LAC country and the high tariff of
the U.S. (or the tariff equivalent of the nontariff device), the greater the effect will be.

The problem is well known in an indirect form and has presented problems in the Canada-United
States Free Trade Agreement. A country may import duty-free components of a car from Japan, then
assemble them, and export the assembled car to its free trade partner—a partner which itself imposes
restrictions on imports of components from Japan. Thus, the U.S. may wish to restrict imports from a
LAC country on the grounds that these embody components or inputs that are just “trade-deflected.”

The standard solution to this characteristic problem of a free trade area is to make “rules of
origin” for trade within the FTA. This raises various technical problems—e.g., the choice of the ratio
of domestic component that is acceptable if intra-FTA trade is to be free—and these cannot be discussed
in detail here. For a particular product, tariffs will be applied to the portion of the value of imports from
(say) the LAC country to the United States that represents the part that is assumed to be of outside (e.g.,
Japanese) origin. The U.S. negotiating position with Mexico, as with Canada, has been to favor strict
rules of origin, especially in the automotive sector. Such rules of origin mean that one of the main
potential advantages of an FTA—the removal of formal barriers to trade within the area—cannot be
achieved. If nothing is done, and trade deflection does take place, the net result will be that countries
with high tariffs or other restrictions against imports from outside the area will find these tariffs evaded,
and so will have an incentive to reduce them. In other words, the low-tariff (or low-protection) countries
will tend to set the tone for the whole area.
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If one favors trade liberalization, such trade deflection would be desirable, but, naturally, it is
not acceptable to the more protectionist country. Another possibility—one which cannot be ruled out but
would certainly be less desirable—is that the United States might pressure its LAC partner to increase
its restrictions on imports from Japan to the U.S. level to reduce the incentive for trade deflection. It
must also be added that this analysis is, at least in theory, symmetrical: U.S. protection may be low and
the LAC country’s protection high. In that case, trade deflection would consist of imports from outside
entering the LAC country indirectly via the U.S., and the LAC country may then wish to apply strict
rules of origin.

One obvious solution is to convert the FTA into a customs union. An FTA and a customs union
are both areas of free trade. But, in addition, a customs union is (like a single country) an area with
common barriers against imports from outside. This means that there would be a common external tariff
and possibly other common restrictions such as antidumping duties. In a customs union there would have
to be an agreement about common nontariff barriers, notably voluntary export restraints. But it is hardly
conceivable that this could be brought about between any LAC country and the United States, and it is
not under consideration.

In practice a customs union would mean that the external trade barriers of the LAC country would
be determined in Washington, D.C., since it is inconceivable that the United States Congress would allow
relatively small economic partners—all countries in the Western Hemisphere are small relative to the
U.S.—to play a significant part in determining its barriers against imports from, say, Japan. It is also
possible that the United States will pass through its current protectionist phase and wish to liberalize
imports from outside, possibly on the basis of multilateral or bilateral negotiations. But it is improbable
that it would allow small LAC partners to play a part in, or even veto, its negotiations.

Reciprocity

The most important gain that a LAC country is likely to realize from an FTA is the reciprocal
opening—or commitment to continued opening—of the United States market to the LAC country’s exports
of goods and services. In this respect the FTA is far preferable to unilateral liberalization. Essentially
there are two trade-creation effects from the establishment of an FTA: first, trade creation results from
the LAC country’s own liberalization (which could be even greater under unilateral liberalization), and
second, trade creation results from U.S. liberalization. If the general, comparative advantage gains from
trade propositions are accepted, it follows that both countries gain from both forms of trade creation,
though there are also offsetting terms-of-trade effects to be considered.

Extent of Gain from Reciprocity

The extent of the gain to the LAC country depends not just on the level of existing barriers to
its exports in the United States but also on what these barriers might have been in the future if no FTA
were established. There is a possibility that the U.S. will become more protectionist. LAC countries
could well suffer from a spillover effect and from the general rise in U.S. protection. The attraction of
an FTA would then be to lock in the present relatively open trade policies of the U.S. with respect to the
LAC country: the “safe-haven” effect.
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For given initial and potential barriers, the extent of the gain from their removal depends, in
addition, on the extent to which the types of goods and services that the LAC country exports are
substitutable with competing products in the United States. In many cases this substitutability is likely
to be high, so that considerable gains might ensue.

The central questions, of course, are how big the barriers are now, what they might be if no FTA
were established, and to what extent they will be genuinely reduced in an FTA. For each LAC country
where the possibility of an FTA arises, a separate detailed analysis is required. Measurement of existing
barriers is usually difficult because the main barriers are nontariff ones, notably the threat of antidumping
duties and various “safeguard” provisions. Estimates of what the barriers might be if no FTA were
formed involves imaginative judgments. But it is also important to note that an FTA might allow many
loopholes and special arrangements so that, in effect, assured free entry of LAC goods into the U.S. will
not be provided. The U.S. market may not be so “safe” a haven. In the cases of the U.S.-Canada
agreement and the likely agreement with Mexico, there are provisions for a lengthy transition period
during which trade will certainly not be completely free. It is clearly in the interests of the LAC
countries to negotiate an agreement that will minimize the special cases and loopholes. But, of course,
the LAC countries would also have to give up some of their own loopholes.

The value of an FTA to the LAC country depends on how the “safeguard problem” is handled.
It is inevitable that some producers in the United States will be adversely affected by the FTA, or at least
that they will expect to be adversely affected. Usually they have plenty of warning of what might
happen, but sometimes the adverse impact can indeed be quite sudden. It is thus natural that they should
seek temporary relief or safeguards against market disruption. Such measures are extremely common
and have been allowed under GATT and also the U.S.-Canada agreement. But they represent the re-entry
of protection by the back door. Measures are not usually temporary and, above all, they introduce
uncertainty.

A LAC exporter who has, often with difficulty, penetrated a market in the United States must
always cope with not only the normal threat of new competitors (which must be faced by all market
participants) but also the threat of government intervention caused by successful lobbying. Of course,
the same problem would arise for U.S. exporters in the LAC market if the same “protection-by-the-back-
door” policies were followed there. A genuine FTA would avoid such safeguard interventions for the
same reason that such interventions are not usually available within a single country. The hope is that,
after a lengthy transition period, a genuine FTA would emerge.

If governments are concerned with localized unemployment resulting from increased competition
from exporters in the FTA partner country, it is better that they devote resources to supporting labor
retraining, labor mobility, and improving the local infrastructure to attract new investments.
Nevertheless, the political acceptability of an FTA may depend on the incorporation of some safeguard
provisions in the agreement. In that case, it is crucial to make all safeguard provisions temporary, with
built-in sunset clauses to ensure automatic ending of a protectionist measure within a limited time.
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Trade Diversion and the “Bandwagon”

One component of the reciprocity effect for the LAC country is trade diversion by the United
States, to the benefit of the LAC country, although it harms both the U.S. and the other country or
countries whose trade is diverted in favor of the LAC country. It is to be distinguished from trade
diversion by the LAC country itself, discussed earlier, the effects of which are clearly adverse to it. The
effect of U.S. trade diversion will be greater the higher the substitutability of the LAC country’s exports
with those of competing countries. Considerable losses could be inflicted on the latter, for example,
when Mexican labor-intensive exports replace those from Asia. It is part of the reciprocity effect because
it results from the removal or reduction by the U.S. of its barriers on imports from LAC country while
maintaining some barriers, actual or potential, against imports from others. Of course, if the U.S. forms
an FTA with more than one LAC country, say, Mexico and Chile, there is no trade diversion between
imports from these two countries; the adverse effect is borne by other countries, including other LAC
countries.

This potential trade diversion effect provides a particular incentive for individual LACs to join
the FTA “bandwagon.” When LAC country no. 1 forms an FTA with the United States, there could be
an adverse effect on LAC country no. 2 because of U.S. trade diversion, so country no. 2 has a stronger
reason than before to follow the leader. Insofar as there is a good deal of competitiveness between
various LACs, once this process gets going there could be a very rapid bandwagon effect. There is, of
course, no reason why it should stop at the Western Hemisphere. Furthermore, the more countries join,
the less the gains for the early joiners. To put it simply and crudely, it is in the interests of Mexico that
the United States allows Mexican goods complete and assured free entry into the U.S. market while
imposing tight protection on all other imports that compete with Mexican goods, and while Mexico itself
has free trade with everyone. The prablem, of course, is that this course of action is not in the interests
of the U.S.

Political Economy Arguments for an FTA

Finally, it is worth noting that a country’s own liberalization may be politically easier when it
is part of a move to an FTA than when the liberalization is unilateral. Liberalization may be desirable
from a national point of view but may be blocked either by interest groups or by lack of popular
understanding of the gains from free (or freer) trade. Strong arguments based in political economy also
favor an FTA.

First, countervailing export interest groups will emerge that expect to benefit from the reciprocity
aspect of the FTA—e.g., the opening of the United States market. Such interest groups have also
emerged in the case of unilateral liberalization when this was associated with devaluation; in Chile and
Mexico, also, exports have increased. Thus this consideration is only a matter of degree. But benefits
to potential exporters from unilateral liberalization of imports associated with devaluation are more
indirect and sometimes hard to imagine in advance, compared to the benefits from direct opening of a
foreign market. Second, the sentiment in favor of liberalization will certainly be strengthened by
reciprocal liberalization in the U.S. Whatever economists may say—that unilateral liberalization is usually
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beneficial even when trading partners remain protectionist—the popular instinct is to think in terms of
reciprocity and fairness.

II. Other Considerations
Exchange Rate Policy
How Would an FTA Affect the Real Exchange Rate?

Unilateral liberalization on a large scale inevitably requires a real depreciation to precede it or
to be associated with it. There is a close connection between trade policy and exchange-rate policy, as
may be found in many episodes of liberalization.

Liberalization of imports, on its own, is likely to increase the volume of imports and worsen the
current account of the balance of payments. It may have some offsetting effect through reducing the costs
of exports that use imported components or inputs, and hence increasing exports. But it is a reasonable
presumption that the net effects on the balance of payments would be adverse. A real devaluation, by
contrast, makes import-competing industries more competitive and hence to some extent offsets the
adverse effects of trade liberalization on previously protected industries. More important, it improves
the competitiveness of export industries. It may be desirable for the real devaluation to precede trade
liberalization to ensure that the boost to exports happens in good time, and that extra jobs are available
in export industries to compensate for those lost as a result of trade liberalization. But it must also be
remembered that industries that use imported inputs will gain from trade liberalization, and employment
there is likely to increase.

The real devaluation can be brought about by a once-for-all devaluation, or possibly by a
devaluation in several steps, followed by a fixing of the exchange rate. A more common approach in
Latin America is to use some kind of “crawling peg” or frequently adjustable exchange rate with frequent
nominal depreciations, possibly on a regular basis, to compensate for the country’s higher inflation rate
relative to its trading partners, notably the United States. The aim of such a “flexible peg” exchange rate
regime is to keep the real exchange rate constant, or at least to avoid higher inflation leading to real
appreciation. In that case, a real depreciation is brought about by ensuring that for some limited time
the nominal exchange rate is depreciated faster than the inflation rate differential.

While unilateral liberalization by the LAC country requires associated real depreciation, this is
not necessarily so when an FTA is formed. The reason is that the reciprocity effect—that is, the boost
to exports resulting from the opening of the United States market—will improve the current account and
may compensate for the adverse effect of the country’s own liberalization. It would be a pure
coincidence if the compensation were precise; on balance some real exchange rate adjustment may still
be required, but one can no longer be sure that the need would be for real depreciation, rather than
appreciation. If there is no significant inflation differential between the LAC country and its trading
partners, it may then be possible to sustain a fixed exchange rate commitment, if such has been made.

The formation of an FTA—indeed merely the expectation that one will be formed—could boost

capital flow into the LAC country, at least temporarily. If that is so, and if the extra domestic investment
which the capital inflow finances is not offset by a reduction in the fiscal deficit, the current account will,
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and should, go into deficit to allow the transfer of resources (that is, the use of foreign savings) which
capital inflow is meant to bring about. In that case a real appreciation would be required. To obtain the
net real exchange rate effect, this real appreciation effect of capital inflow has to be combined with the
effect on the real exchange rate of the LAC country’s own trade liberalization combined with U.S.
liberalization as part of the FTA. On balance, either real depreciation or appreciation are possible.

A real appreciation could come about through nominal appreciation caused by the additional
supplies of foreign exchange increasing the value of the domestic currency in the market or—if exchange
market intervention prevents such a rise—by a temporary increase in domestic inflation brought about by
monetary expansion resulting from the accumulation of foreign exchange reserves. Thus, real
appreciation is compatible with a fixed nominal exchange rate, provided there is a willingness to accept
some extra (possibly temporary) domestic inflation.

Does an FTA Require a Fixed Exchange Rate?

A central issue is whether a fixed exchange rate regime is needed to make an FTA work. Must
the LAC country fix its currency to the dollar in order to form an FTA with the United States? The brief
answer is: definitely not. It is certainly possible to have an FTA with exchange rates within the area
varying, either frequently or occasionally, or even floating relative to each other. Trade has been free
within the European Community, and yet under the European Monetary System there have been many
exchange rate realignments. Over a long period a substantial part (though not all) of trade between the
U.S. and Canada has been effectively free from restrictions, and yet the Canadian dollar has floated
relative to the U.S. dollar. It follows therefore that a further step, namely, monetary integration—which
requires a single central bank—is not necessary to have trade integration.

This simple answer covers what is possible and necessary. The answer to the question of what
is desirable is more complex. There is no doubt that a fixed exchange rate fosters both trade and capital
movements. It is certainly an advantage for trade if exchange rate uncertainty and the inconveniences
associated with having different currencies are removed. If trade integration is to be complete, as it is
within a single country, then the exchange rates should be firmly locked together. This would require
a firm institutional commitment. Possibly the LAC country might establish a currency board system
where domestic currency can be created only when backed by dollars, as has been instituted in Argentina.

The opportunity might also be taken to link the establishment of the FTA with a commitment to
low inflation through an exchange rate commitment. The option to discipline domestic fiscal and
monetary policies through making the exchange the “nominal anchor” exists in any case, and does not
require an FTA. But it is possible that a move to a fixed exchange rate regime would be politically more
acceptable—and more credible in the labor and foreign exchange markets—if associated with the
establishment of an FTA. However, it has to be emphasized that such a link is in no way necessary to
bring about an FTA or to ensure that the FTA brings about net gains.
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Dangers of a Fixed Exchange Rate

The dangers of attempting a fixed exchange rate commitment must also be stressed, and it is by
no means clear that the “exchange-rate-as-nominal-anchor” approach is preferable to a more direct
attempt to rein in inflation by a disciplined fiscal policy.

The dangers are three. First, the exchange rate commitment may be unsuccessful in disciplining
fiscal policy, and fiscal deficits may continue to be monetized. In that case, the attempt to maintain a
fixed exchange rate will lead to a foreign exchange crisis and eventually compel devaluation. There have
been numerous episodes of this kind in Latin American history in the 1970s and early 1980s; it is clearly
preferable for exchange rate adjustments to be frequent and small rather than infrequent, large, and crisis
driven.

Second, for some time it may be difficult to establish the credibility of the fixed exchange rate
regime in the labor market and the foreign exchange market, hence leading to continued domestic wage
and price rises, and thus to real appreciation and eventually to a foreign exchange crisis.

Third, experience shows that countries that are unable or reluctant to devalue when they have
balance-of-payments problems—caused perhaps by a deterioration in the terms of trade or a cessation of
capital inflow (as in the early 1980s)—impose or expand the range of quantitative import restrictions.
This is the most important danger of a fixed-exchange-rate commitment.

It is true that increases in trade restrictions, whether in tariffs or quantitative restrictions, are
substitutes for devaluation as “switching devices”—that is, policies that switch domestic demand from
imports to domestic goods, and that switch domestic output in the opposite direction. But import
restrictions fail to foster exports and also distort the pattern of imports and domestic production, and are
therefore much less desirable. If trade restrictions are likely to increase as a result of a nominal exchange
rate being fixed and no longer adjustable, one should think twice about making the exchange rate
commitment. In an FTA the trade restrictions that would be increased in case of a balance-of-payments
problem would be imposed only on imports from outside the area. In other words, they would not be
imposed on imports from the United States. Not only would the LAC country’s own producers be
protected, but U.S. producers that export to the LAC country would also be protected. Trade diversion
by the LAC country would increase, and the costs of the FTA would rise.

Fair Trade vs. Free Trade

A popular argument against free trade is that the advantages foreign countries have in exporting
particular products are not “fair.” They do not stem from superior efficiency of a company or from a
particular natural resource endowment, but from other factors. These may be “fundamentals,” such as
a higher ratio of, say, unskilled to skilled labor and to capital, so that the real wages of the unskilled are
lower, or from various government policies.

A Mexican company struggling with a relatively poorly educated work force may regard the
greater expenditures on education in the United States as giving its U.S. competitors an “unfair”
advantage. In other fields, the high level of military expenditures in the U.S. may have given some
defense industries an advantage. It is not hard to think of advantages that U.S. industries have relative
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to those of a LAC country, some of which may be attributable to particular U.S. government policies.
But in general the U.S. does not follow an “industrial policy,” so that there are few if any cases where
one can say that particular industries (other than defense industries) have been subsidized either directly
or indirectly. It is unlikely that the U.S. would change any of its domestic policies to respond to such
complaints from a potential FTA partner. Surely, it would not wish to adjust its educational system so
as to reach that of poorer neighbors!

The issue is much more likely to arise in the other direction. The United States may complain
about “unfair” competition from the LAC country. U.S. critics of the proposed FTA agreement with
Mexico make such complaints, especially with regard to labor and environmental regulations, as well as
low wages in general. If a LAC country is to form an FTA with the U.S., it may be required to change
certain domestic policies to avoid complaints of “unfair” competition. This could be an important
implication of an FTA. The pressure from U.S. interests is both inevitable and fully understandable.
The question is whether altering its various domestic policies would be in the interests of the LAC
country. If not, we have here a cost of an FTA, to be added to the trade diversion cost. For example,
the LAC country may have regulations protecting workers and their conditions that are much less strict
than those prevalent in the U.S. If the same regulations were introduced as exist in the U.S., labor costs
would rise for firms, and the effect would be much the same as if real wages had been increased. The
LAC country would lose some of its comparative advantage stemming from cheap labor. In general, to
seek to equalize wage cost—a farfetched idea—would be to negate comparative advantage.

How is one to analyze this issue in a general way? Any country has a pattern of government
interventions in its economy, including subsidies (direct and indirect) to particular industries, regions, or
sections of the community. There are regulations of various kinds covering, for example, transport,
working conditions, or the environment. There are various special taxes, some of which may benefit
foreign competitors of the country’s exporters; others harm them. Some are the results of pressures from
interest groups, of historical and now irrelevant factors, or of unsound theories. Others can be described
as “optimal” from a national point of view using standard economic criteria, or at least can be regarded
as having moved the economy closer to an optimum. If joining an FTA leads a country to give up
“nonoptimal” interventions—perhaps interventions which a well-meaning government (or its economic
advisers) may have wished to remove but was unable to do so because of strong interest groups—then
there is a benefit in this respect from the FTA. Similarly, joining an FTA may lead to new interventions
(e.g., to protect the environment) which are optimal, in which case there is again a benefit. On the other
hand, the LAC country may be required to give up interventions that are optimal, in which case there
is a net loss.

The obvious question is: Who decides what is optimal, and if an intervention is nonoptimal, why
has it not been removed? Presumably, one must simply look at each intervention under discussion. If
one takes the view that the existing pattern of interventions—whether subsidies to particular industries,
or lack of environmental controls, for example—must be optimal just because it is what the government
of the LAC country has chosen, one would regard the pressures applied by the United States negotiators
in the interest of “fairness” as perceived by the U.S. pressure groups as necessarily harmful. But I would
take the view that the pressures could sometimes have a beneficial effect, for example, if they lead to the
abandonment of subsidies that were not justifiable on purely (national interest) economic grounds, or if
they lead to environmental measures that take external diseconomies appropriately into account.
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Gains from an FTA for the United States

The United States is a very large area of free trade (actually, a customs union) already, and it is
unlikely that the gains relative to GNP of forming an FTA with any LAC country, or even all LAC
countries, would be very large, whatever policy the LAC follows. In general, when a large and a small
economy form an FTA, the small economy is likely to gain much more relative to its GNP. The
principal gains to the U.S. could well be political, or they could stem from reduced pressure for
immigration, especially from Mexico, resulting from the gains to the LAC being large. Particular U.S.
companies that perceive profitable investment opportunities as a result of the FTA would also gain.

Suppose the LAC country liberalizes unilaterally and then forms an FTA with the United States.
If one regards most or all relevant arguments for protection as unsound or not applicable to the LAC,
that would be the best policy for the LAC. It would eventually obtain guaranteed free entry into the U.S.
market, and yet it would not lose from any trade diversion away from (say) Japanese exports towards
U.S. exporters. But would there be any gain for the U.S.? Leaving aside nontrade considerations, one
might ask why the U.S. should commit itself to an FTA if the LAC were going to liberalize unilaterally
in any case?

The answer is that there would still be a gain for the United States even when the LAC country
liberalizes relative to all other countries as well. This is the “locking-in” gain. Liberalization by the
LAC country of imports from the U.S. will be locked in by the FTA, while the liberalization on imports
from outside the area could always be reversed. U.S. exporters gain certainty. This gain to U.S.
exporters will, of course, be greater if the LAC country maintains protection against imports from
outside.

In principle, the analysis of the economic gains and losses to the United States of joining an FTA
is the same as that applicable to the LAC country. The U.S. will gain from trade creation and from trade
diversion by the LAC, while losing from its own trade diversion. It can avoid its own trade diversion by
itself following a policy of unilateral free trade relative to outsiders. But when particular U.S. industries
are under competitive pressure, either from the LAC country or from outside, an increase in protection
is likely. On the basis of past experience, this normally takes the form of voluntary export restraints or
antidumping duties. If protection on imports from the LAC country cannot be increased owing to the
FTA (and there are no loopholes), the extra protection on imports from outside will be all the greater.
The need to focus all the extra protection on imports from outside produces a trade diversion cost for the
U.S. relative to the alternative of increasing protection in a less discriminatory way.

An FTA for LAC Countries
The whole of the preceding analysis is relevant for studying the implications of the formation of
an FTA between any group of LAC countries. If one stays with generalities, one would simply be

repeating what has been said: there are trade creation, trade diversion, and reciprocity effects; trade
diversion will be greater the less liberalized is trade with the outside world.
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Likelihood of Net Gain

If, in the absence of an FTA, trade with the outside world were the major part of an LAC
country’s trade, then the trade creation gains are unlikely to be large and—if high levels of protection
relative to the outside world remain—the losses from trade diversion might well be greater. Following
exactly the same argument that was given above, if one regards protection as not in the national interest,
the best policy for any one LAC is to liberalize unilaterally imports from all sources and then form an
FTA with other LACs to obtain free entry there, and hence obtain the reciprocity gain. It will then get
both a trade creation gain and a reciprocity gain, but suffer no trade diversion loss.

As also noted earlier, the possibility of an FTA bringing about some trade diversion does still
exist if a country’s liberalization relative to the outside world is not complete or does not involve a firm
commitment. But leaving that qualification aside, the conclusion is that an FTA would be a good
supplement to unilateral liberalization. Some net gain might remain even if unilateral liberalization were
not complete. But, in view of the relative importance for all LAC countries of trade with countries
outside Latin America, unilateral liberalization is the more important step.

Should the FTA be Turned into a Customs Union?

The question also arises whether an FTA between two or more LAC countries might become a
customs union. From the point of view of the members of the union, this would have one important
benefit. By creating a common tariff and import control structure, it would provide a large bargaining
group. If the proposed FTA with the United States were not immediately a complete FTA, but rather
initially some kind of preferential area with provision for safeguard interventions and other loopholes,
as well as a gradual process of tariff reduction, there would be particular bargains to be struck. Hence,
the larger the LAC bargaining unit the better from the LAC point of view. Of course, if the FTA with
the U.S. is to be complete, there is nothing to bargain about with regard to tariffs and other restrictions
relative to the U.S., and this factor disappears. But the bargaining argument is still relevant when the
group bargains with other (non-Western Hemisphere) countries, or multilaterally.

It has to be borne in mind that it is not necessary to have a common external tariff or trade policy
to form a bargaining group in multilateral discussions. Various groups of developing countries have
operated in the Uruguay Round negotiations, groupings varying with the issues, and the most influential
group outside the Big Three economic powers (the United States, the European Community, and Japan)
has been the Cairns Group of agricultural exporters.

The step from FTA to customs union can have various effects, depending on whether it leads to
increased or decreased protection on imports from outside. The customs union may be desirable to avoid
trade deflection, but it is certainly just as important that the external tariffs be low. Also, of course, it
introduces a major burden on negotiations: in principle, it is much easier to decide to establish an area
of complete free trade than to agree on a common external tariff structure, especially when existing tariffs
and other trade restrictions are high and important to particular industries.

It is also important to avoid a situation where the establishment of the customs union provides

a new platform for protectionism, giving new life to protectionist ideas. It is certainly true that the costs
of protection (as a share of GNP) tend to be greater the smaller the economic size of a country, since
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small economies have the most to gain from free or freer trade. Hence, the formation of an FTA or
customs union between several LACs will reduce the costs of protection resulting from given rates of
tariff, and there will be gains from economies of scale. But there will still be costs of protection, and
they will still be large (unless rates of protection are low) because even the largest economy—Brazil—is
only of modest size by world standards and has much to gain from trade. Any likely grouping of LACs
will not add up to an economy so large that considerable costs of protection can be avoided.

Of course, this is a generalization. Measurement is difficult, and judgments have to be made case
by case. But the maximum benefits from economies of scale can be derived not by creating a larger
domestic market in the form of a free trade or customs union but by aiming exports at the world market.

Multilateral Trade Negotiations and the Western Hemisphere Free Trade Proposal

One may regard multilateral free trade—or at least substantial worldwide liberalization supported
by strong rules—as preferable to regional arrangements. This writer holds that view and will discuss it
further, below. But the prior issue is whether a movement towards regionalism—of which the Western
Hemisphere Free Trade Agreement proposal is a major example—is likely to foster or to discourage the
success of multilateral negotiations and the rules and processes of the GATT system. In other words,
we need not only to compare them as alternatives from the point of view of a LAC country but also to
consider how an FTA would affect the achievement of improved multilateralism.

How Regionalism Might Affect Multilateralism

In summary, regionalism can be seen as a supplement to multilateralism, as an alternative, or as
a path toward it. The official United States position is certainly that it is a supplement and that any FTA
decisions must work within the framework of GATT and the Uruguay outcome. In this view, regionalism
is no obstacle to progress in the multilateral liberalization. The matter is complex, but broadly, in the
U.S. the supporters of a favorable Uruguay Round agreement and of an FTA with Mexico tend to be the
same, while protectionist sentiment is directed both against possible implications of Uruguay Round
agreements and against the proposed FTA with Mexico. One can certainly conceive of various FTAs
around the world being supplemental to a new multilateral system that strongly regulates trade restrictions
and brings about a good deal of liberalization. The main point is that, within its limited area, the FTA
is likely to go further in liberalization, being then a true supplement.

But regionalism can also be an alternative to multilateralism. There is certainly evidence that the
members of the European Community have been less committed to ensuring the success of the Uruguay
Round because of their preoccupation with the completion of the internal market (the “1992” program)
and, more generally, because, given the large and expanding area of genuinely free trade they are
creating, they see less need for making politically painful concessions in agriculture in order to achieve
a Uruguay Round success. In the United States, also, there are now advocates of regionalism in
preference to multilateralism based not necessarily on a view that the former is preferable, but that,
because of European and possibly Japanese attitudes, the latter is a lost cause.

Finally, one can see regionalism as a path to multilateralism. This view is mentioned here only
briefly since it is not very plausible. With a great act of imagination one might conceive of a small
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number of regional groupings—FTAs—being formed (e.g., a European, a Western Hemisphere, and an
Asian FTA), and then the three would in one grand bargain open up to each other and create worldwide
free trade, or something close to it. But alas, this is surely a fantasy.

A more reasonable proposal is the “open club” idea. A free trade area, with the United States
at its core, could be established between a limited number of countries—for example, the North American
Free Trade Agreement, NAFTA—but any other country, whether in the Western Hemisphere or
outside—would be invited to apply to join. There might be a standard agreement (with the usual
safeguards and transition arrangements) to provide the basis for negotiations with a new candidate.
Countries would find it advantageous to join, if only to avoid trade diversion against them, and if they
were allowed entry, the FTA would grow until it eventually embraced the whole world. Actually, the
European Community has done something like this, though the invitations have been rather limited and
the applications not always accepted. It is also hard to believe that this process could eventually achieve
world free trade, or at least a degree of liberalization and acceptance of international rules equal to what
a successful Uruguay Round would achieve. It is more likely to end in a small number of complicated
regional arrangements.

Multilateralism and Regionalism Compared

Let us now consider the interests of a particular LAC country and compare the effects of
multilateral liberalization with regional liberalization, that is, an FTA. This comparison is relevant
insofar as they are alternatives, and insofar as a LAC country can have influence the extent to which
multilateral liberalization takes place.

The first and principal point is this: the FTA would open, or lock in the opening of, the United
States market for the LAC country’s exports. By contrast, multilateral liberalization would open and lock
in the world market. Clearly, from this point of view, the latter is preferable. But a qualification is that
the strength of the locking-in effect might be greater in the case of the FTA, in which case the balance
could be said to favor the FTA.

Second, any agreement, whether an FTA or a multilateral agreement under GATT, involves the
continuous enforcement and interpretation of agreed rules, and inevitably negotiations. The bargaining
strength of the LAC country relative to its trading partners, and the strength of the rules set up, are then
relevant. Here a LAC country may be in a weaker situation in an FTA, where the United States would
be clearly dominant, than in a multilateral environment where none of the three big economic powers (the
U.S., the European Community, and Japan) have the same relative strength and where more will have
to depend on the enforcement of universal rules. Hence, from this point of view multilateral
arrangements are also preferable.

Third, the FTA gives the LAC country the benefit of some trade diversion in its favor in the
United States market—as LAC exports replace exports from Asia, for example. This effect is not in the
U.S. or the general world interest, but it is a benefit to the LAC country itself, and thus is an argument
favoring the FTA relative to multilateralism. This benefit depends, of course, on the U.S. continuing
to impose tariffs, quotas, or voluntary export restraints on imports from outside.
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Finally, we may consider a LAC country government that wishes to liberalize itself but has a
problem overcoming domestic pressure groups. It may be able to go a limited way in unilateral
liberalization, but beyond that it requires the promise of reciprocal benefits, as provided either by
multilateral agreements or by an FTA. The question is, which of these would be politically more
persuasive. If the Uruguay Round is successful, LAC countries should find it in their interests to ratify
it, and so they will inevitably undertake certain commitments. But these are likely to be less than in the
case of an FTA. On balance, it is probable that an FTA would be more successful in promoting domestic
liberalization.

Discussion of multilateralism versus regionalism is really rather academic. In limited respects,
Brazil has played a significant role, as has the Cairns Group, which includes some LAC countries, but
most LAC countries have little influence on the outcome of the Uruguay Round negotiations.
Conceivably, as a group, LAC countries can block agreement, but they cannot change the negotiating
positions of the United States or the European Community.

Countries that are small in the world economy—Ilike all countries in the Western Hemisphere
other than the United States—have a great deal to gain from a new rules-based international trading
system. If the choice were between regionalism and multilateralism, the first argument above, that the
world market for their exports is better than the U.S. market, and the second argument, that they will
be better protected by a rules-based system where there are several large actors rather than a smaller
group with one dominant member, must weigh strongly. Multilateralism is best. But that is not a choice
to be made. The Uruguay Round may succeed, and a sound rules-based system may be established, in
which case an FTA might be considered as a supplement, taking into account the many matters discussed
in this paper. Or the Uruguay Round may fail, in which case an FTA should still be considered, and
there could be a stronger argument in its favor.

II1. Conclusion

This paper’s principal aim has been to analyze the implications for a country in the LAC region
of forming a free trade area with the United States. The emphasis has been on the interests of the LAC
country—and not the United States or the world as a whole—and it has been concerned primarily with
the hub-and-spoke case where the hub, the United States, makes bilateral agreements with the various
spokes, the LAC countries. The analysis has distinguished the liberalization, trade diversion and
reciprocity effects, and these have provided a convenient framework for considering the complex issues
involved.

What, then, are valid conclusions?

1. The reciprocity effect is likely to yield the principal gain and has the potential of being very
beneficial. It is surely the main reason why the Enterprise for the Americas Initiative has been
greatly welcomed in the region. For any LAC country, the key benefit is to obtain an ensured
open market in the United States. Of course, this depends on how open a particular country is
already and what threats exist of the market’s becoming more closed. It has to be noted that in
general the U.S. market is already very open. The central focus of negotiations must be toensure
that it is opened further, that the transition period is not too long, and that there are not too many
exemptions, loopholes, and safeguards. Numerous detailed considerations that have only been
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touched upon in this paper may play a major role in the current negotiations between Mexico and
the United States.

The reciprocity effect is essentially about opening up and keeping open the United States market
for LAC country exports. But this paper has noted another aspect, namely, the changes in
domestic policies—including subsidies, labor, and environmental regulations—that LAC countries
may be required to undertake as part of an FTA agreement. It has to be considered to what
extent they are beneficial. If they are not, the costs have to be subtracted from the main potential
reciprocity benefits. On this point also there are many detailed considerations that have not been
discussed here.

The liberalization effects of an FTA any country that wants to liberalize is free to do so, and
several have already begun the process. If one accepts the desirability of liberalization—as the
writer of this paper does—the question then is simply whether more liberalization can be achieved
with an FTA than with unilateral liberalization. Put another way, given that a country carries
out unilateral liberalization, possibly to the extent of removing quantitative restrictions on all
imports from all sources, and either abolishing all tariffs or leaving them at very low, nearly
uniform levels (like Chile), can an FTA add anything in this respect?

The answer has to be: possibly not very much. But two points have been made. First, there
is the “locking-in” effect. An FTA agreement is likely to lock in institutionally a part of the
liberalization (that which applies to imports from the United States), and so prevent reversal by
a future government. Second, there are other aspects of creating a single market which go
beyond removing standard quantitative restrictions and tariffs, and these may be pursued in an
FTA as they have been in the European Community. From the standpoint of political economy,
liberalization may be politically easier to accomplish in some countries in the framework of an
FTA than if pursued unilaterally.

It must also be added that for a government that does not really believe in the benefits of
liberalization, or that, even if it believes in them, finds the domestic political cost very high, the
liberalization that would be required by an FTA is pure cost—possibly a very high cost—to be
set against the reciprocity gains.

Finally, we come to the trade diversion possibility. It has to be noted again that this refers to
trade diversion by the LAC country, not trade diversion by the United States, the latter being
beneficial for the LAC country and part of the reciprocity effect. This trade diversion effect is
adverse but is likely to be important only if protection relative to outside imports remains high
or may become high, possibly in response to shocks of various kinds, balance-of-payments
problems, or interest-group pressures. Of course it may not be possible to resist pressures for
higher protection from outside, but if a government has such a “resistance capacity,” then it can
avoid trade diversion if it wishes.

A judgment is thus needed about the likely future levels of protection relative to imports from
outside. If they are likely to be low—as in the case of countries that have recently liberalized
unilaterally—the trade diversion effect would not be large, and thus not sufficient to offset the
gains from reciprocity.
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On the basis of an essentially theoretical analysis, one cannot arrive at clear conclusions
applicable to any or all LAC countries. For each, detailed judgments have to be made, and much
depends on the outcome of negotiations. As noted at the end of this paper, insofar as a trend towards
regionalism diverts interest from or discourages progress in multilateral liberalization, the trend is
undesirable for economies that are small and relatively less powerful in the world economy. But one can
conceive of FTAs as supplements, rather than alternatives, for multilateral liberalization, and in any case
the LAC countries cannot have a very significant effect on international negotiations. The world
environment is a given.

To summarize, because of the reciprocity effect, LAC countries are highly likely to benefit from
forming FTAs with the United States. They can avoid trade diversion if they wish, and they should
welcome the additional domestic liberalization and assurance of its continuance that an FTA can provide.
Various qualifications to these conclusions have been noted—including the need to change domestic
policies to suit U.S. domestic pressure groups, and the possibility that at various times some protection
directed against imports from outside may be unavailable (if there are severe adverse shocks on particular
industries), and this would then lead to costly trade diversion.
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NORTH-SOUTH TRADE RELATIONS IN THE AMERICAS:
THE CASE FOR FREE TRADE

Rudiger Dornbusch

Free trade in the Western Hemisphere is in the common interest of all participants. With
benefits for all, the extension of NAFTA to the entire Americas is a priority trade initiative. Regional
integration represents a parallel track strategy to the GATT process. GATT has served well in the
postwar period, especially in the North Atlantic. It can yield additional benefits in the ambitious
liberalization targets set in the Uruguay Round for agriculture, trade in services, dispute settlement, and
intellectual property rights.

GATT explicitly recognizes regional free trade agreements as an exception to the MFN rules.
Europe has taken advantage of that exception throughout the postwar period and has derived peace and
prosperity from that strategy. And because the trade integration strategy has been so obviously
successful, it is now being applied to the transition economies in the East. The United States can only
gain from emulating the European precedent and example.

Today the United States has an unusual opportunity to implement an outward-looking trade policy
with Latin America. Looking for modernization as the way out of a difficult economic situation, Latin
America today is open to far-reaching trade reform. If we miss this opportunity, we are bound to fail
building an important Western Hemisphere trade and investment bloc in the 1990s. Failure to act on
trade opening means inviting a slowdown—if not failure—of the reform movement and a resurgence of
protectionism throughout Latin America and beyond.

Democracy, workers’ rights, safety, and environmental standards are obvious issues on the
political agenda of modern, open economies. A free trade agreement supports modernization in the
region and thus nurtures these objectives. It will also help raise wages back to their 1980 levels and
beyond. By contrast, trade restrictions in the North will mean even more poverty in the South; and more
poverty means fewer rights and a greater risk of political radicalism, neither of which is in the interest
of the United States.

Regional Trade Arrangements and the GATT

Concerns about pursuing regional trade liberalization stem from fears about the dynamics of the
multilateral trading system (MTS).! If the United States were to pursue a bilateral route and set up a
preferential trade block, would there be a risk of the formation of other, competing block? And if that
were to happen, could one be certain that there would not be a 1930s-style decline in world trade?
Fieleke (1992) has rightly emphasized that four fifths of world trade is conducted within trading blocs:
intraregional trade in the EC, EFTA, and the U.S.-Canada free trade agreement already account for 61

1. For discussion of the issue of regionalism and its development, see Lloyd (1992), de la Torre and Kelly
(1992), Fieleke (1992), and Finger (1992). See also Park and Yoo and de Melo, Panagariya and Rodrik (1992).

33



Trade Liberalization in the Western Hemisphere

percent of world trade, and various other groups make up the balance. Indeed, the expansion of world
trade in the postwar period depended on the ability of regional arrangements to facilitate acceptance of
otherwise difficult trade liberalization.

Opposition to regional approaches is to a great extent a negative reaction to the untried. But it
also seems that the general principle of bilateralism appears far more offensive, and is more readily
challenged, than any particular implementation, and more so when the United States sees itself as the
custodian of a policy tradition of multilateralism it helped to create in the 1930s. The multilateral system
has served well—and still does—but it certainly does not represent a unique and exclusive path to freer
trade.

Until recently the policy debate in the United States has been hostile to regional trade
arrangements or bilateralism. The status quo position of those who favor an open trading system is the
GATT-based multilateral approach. Few among the protagonists of the status quo ask of the GATT
process where the gains will be and when they come, if at all—negotiations take a decade or more. The
beneficial effects of the status quo are taken for granted, and the only counterfactual is a world without
trade.

Regionalism (and even more so, bilateralism) has an unnecessarily bad name. The gains from
the multilateral approach in the past have been significant and are not in question; but the pace at which
the process delivers extra gains is slowing down. Moreover, trade policy initiatives in Europe and Asia
are working quite possibly to the detriment of production located in the United States. In such an
environment a search for a more effective U.S. trade policy assumes special importance. To reap the
real income gains that freer trade can offer, the U.S. must not limit negotiations to the multilateral
process.

Moreover, if the system is open in the sense of allowing conditional MEN access, a bilateral
initiative can become a vehicle for freer regional trade. Regional initiatives move the world economy
toward freer trade, complementing the MTS where it heads in that direction or filling a vacuum in the
quest for freer trade in those areas where GATT has tacitly accepted the status quo or even a slide into
protectionism.

In the past thirty years and the GATT notwithstanding, Europe has used regional approaches
repeatedly, from the European Payments Union to the Common Market, EFTA, and the Europe 92
initiative. Few questions have been raised about the wisdom of that strategy, whether it amounted to
deepening the extent of integration or widening the scope to include Greece, Portugal, North Africa, and
Turkey. Developments in Eastern Europe offer the prospect that this region will soon enjoy preferred
trade status with the Common Market, just as all of EFTA already does.

Europe’s major regional effort negates any conceivable argument that a United States free trade
bloc policy would undermine an otherwise intact MTS. The Europe 92 project so clearly foreshadows
trade discrimination that the EFTA partners are scrambling to join it for fear of being left out in the cold.
A U.S. policy of building a trade block is certainly not the first or even a decisive trespass on a system
of more open trade. As Figure 1 shows, Europe’s trade is 70 percent intra-European. No one would
argue that the rapid growth of intra-European trade is the product of a destructive, inward-looking
strategy. On the contrary, it is giving energetic support to the idea of trade liberalization.
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Figure 1.
Intra-EC/EFTA Trade
(percent of total EC/EFTA Trade)
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A Snapshot of the Americas

Here is a quick look at the region in terms of macroeconomic indicators.?

Table 1
Comparative Data: 1991

Population GDP GDP per capita Compensation
(millions) (billion $) ® ($/hour)
United States 253 5,678 22,443 15.45
Canada 27 574 21,259 17.31
Western
Hemisphere® 450 1,000 2,222
Brazil 153 418 2,732 2.55
Mexico 88 248 2,818 2.17
a. Estimate.

Sources: The World Bank, United States Department of Labor, and national sources.

2. The year 1991 was the most recent with complete GDP data for every country in the region at the time of
writing.
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The very first impression is the disproportionate weight of the United States. Even using the
World Bank’s ICP measures of per capita income, the discrepancy between North and South is still a
factor of 4.> Canada, although rich in per capita terms, is not an economic giant compared to Latin
American economies. In fact, Brazil is a close second. Third, the per-capita and wage discrepancies are
of a factor of 10. The exact number does not make much difference: the fact is that the gap will last for
many decades. Barro and Sala-y-Martin (1991) have studied the pace of convergence among regions.
They conclude that the per-capita GDP gap between regions shrinks at the rate of 0.02 percent per year.
Even if that estimate is pessimistic in view of the increasing possibilities of integration—this is no longer
the U.S. North and South, without communications—there is no prospect of a near-equalization in 50
years. This point is important since it establishes that the regions are starkly unequal in their incomes.

The other point to consider is the state of trade integration. Table 2 shows some data on
merchandise trade. Two facts stand out: first, Canada has virtually no trade with Latin America. Surely
only the special dynamics of a free trade agreement will change that. Second, intra-Western Hemisphere
trade is very small, and this fact raises the question whether North-South integration will substantially
improve intra-Western Hemisphere trade integration. If regional schemes have failed, can a North-South
deal do more? Third (not shown in the table) is the fact that more than half of the United States-Western
Hemisphere link reflects the special relationship between the U.S. and Mexico. This fact immediately
invites the question whether direct “neighborhood” effects have a very special role that cannot be equaled
by simple free trade.

Table 2
Export Patterns, 1991
($ billion)

Western
U.S. Canada Hemisphere

To:
U.s. - 95.6 57.6
Canada 85.1 - 4.0
Western

Hemisphere 63.5 2.4 21.0
World 421.8 121.2 140.4
Pct. of GDP* 7.0 24.2 13.6
a. 1989

Source: IMF, Direction of Trade Statistics

3. According to the World Bank’s ICP measure of per capita real GDP, the United States in 1990 stands at
$21,360, Canada at $19,650, Brazil at $4,750, and Mexico at $5,980.
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Another point that emerges from the table is the relative closedness of the South as measured by
the share of trade in GDP. This reflects substantially the closedness of the Brazilian economy. In part
that is a characteristic of a large, diversified economy. But in part it is also a reflection of a very
determined commercial policy in the past designed to keep out imports of manufactured goods.

Free Trade in the Americas: The Perspective of the United States

Several important trends in the world make pursuit of free trade agreements among the countries
of North and South America an important, productive trade strategy. The arguments are first considered
from the perspective of the United States.

= Latin America has the potential to be an important trading partner; yet its economies (for
the most part) are still relatively closed. Except in Chile, the process of unilateral
opening is just now getting under way, and the starting point is one of severe restrictions:
huge tariffs, pervasive quotas, and impermeable permit systems. Consider, for example,
tariffs in Argentina.

Table 3
Argentina: Average Tariff Rates
(Percent)

1976 1980 1989 1991

55.9 27.8 23.8 9.4

Source: GATT (1992)

Another measure of this closedness is imports per capita. In part, of course, they reflect the low
level of income. But in part it is also as reflection of restrictive commercial policies. It is useful to
bypass oil imports in countries such as Brazil. For that purpose we can look directly at trade with the
United States. The contrast between Chile and Mexico, which have opened up, and Brazil and Argentina
is striking.
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Table 4
Imports Per Capita

®)

World U.S.
Argentina 244 69
Brazil 152 36
Chile 574 118
Colombia 172 65
Mexico 535 379
Venezuela 467 231
Korea 1,875 443
Turkey 335 39
Philippines 203 42

The counterpart of this closedness is that there are important markets which, if opened, would
bring very substantial gains in productivity, and hence in living standards, in the course of trade reform.
A clear demonstration is given by the (unilateral) Mexican trade liberalization in 1988. Within a single
year, Mexican imports from the United States increased by $6 billion. That represents a larger increase
than the entire prospective gain from the U.S.-Canadian free trade agreement.

= All of Latin America is reforming and modernizing in a way we have not seen since early
in this century. The momentum, direction, and success of these reforms must be
strengthened by a partnership that makes it difficult for Latin America to move back and
delivers tangible benefits to offset the immediately visible costs of opening up. Having
encouraged the modernization, it would be unwise for the United States to walk away
from participation and partnership in the process.

= Regionalism has been a successful strategy in Europe throughout the postwar period, and
it is now being driven at a far more ambitious pace. The merging of EFTA and the EC
and the creation of a “European space” are already moving toward realization. An Asian
co-prosperity sphere around Japan is also in the making.

Economic modernization demands a wider scope for economic activity, and the regional level
offers the most concrete setting in which to visualize the benefits and hence find the willingness to make
the concessions. These regional developments are not a threat to multilateralism; rather, they are a means
to break down barriers on a limited regional scale and in so doing create precedents, blueprints, and
competitive forces that will help drive a broader liberalization effort.

®=  Latin America represents a national security interest. If freer access to the U.S. market
and less restriction on trade (at least from the United States) can help reduce the
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economic problems of Latin America, then a useful purpose is immediately served. It
is appalling to imagine the risks of Latin America’s falling into poverty and destitution
like that in Haiti to recognize that there would be serious consequences, certainly in
terms of migration, for the rich North.

With the spreading of democracy in Latin America, the United States has focused on deepening
democracy and broadening trade policy to economic and special objectives including (in particular) labor
standards and the environment. The opening and modernization of Latin America through trade and
investment is a certain way to encourage the process and help shape the agenda. Limiting trade
opportunities would not only set back modernization, but it would also certainly mean lower standards
for workers and for the environment.

s Latin American also is the United States’ fastest-growing market. Free trade with Latin
America cannot solve the U.S.’s economic problems, but Latin America is still an
important market, and the U.S. trade posture has important implications for Latin
America’s prosperity and hence U.S. security.

One must also bear in mind a longer-run perspective of Latin American markets. Latin
America’s population is almost twice that of the United States, and its economic growth will be
substantial. If Latin America recovers economically (and the United States can certainly invest in that
prospect), it will ultimately become a very significant market for U.S. exports.

To understand the prospects of an opening of markets in the South, Mexico’s trade liberalization
highlights two features. First, LDCs’ markets are extraordinarily closed, and trade liberalization has
potential for substantial increases in U.S. exports. The second point is that the first round of Mexican
liberalization, even though it benefited overwhelmingly the United States, also allowed other countries
to participate. A free trade agreement with Latin America would yield for the United States a privileged
status.

It might be argued that Mexico’s gains are already in place and there is little left for others. Of
course, Brazil is far larger and offers a significant opportunity for increased trade over the next 20 years.
It has a strong interest in unimpeded access to the U.S. market and offers an important market for U.S.
exports. The current level of trade with Brazil is far below the country’s market potential, as Table 5
shows.

Trade and Employment Effects

The controversy surrounding the FTA with Mexico, and surely an FTA with all of Latin
America, is misplaced. Free trade with Mexico will not bring about “an economic and social disaster
for U.S. workers and their communities,” a view advanced by Thomas R. Donahue, Secretary-Treasurer
of the AFL-CIO:

The enactment of a free trade agreement with Mexico, as proposed by President Bush,

would be an economic and social disaster for U.S. workers and their communities and
[would] do little to help the vast majority of Mexican workers.
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Table 5
U.S. Trade 1991
($ billion)
Exports Imports
World 421.8 509.3
Canada 85.1 93.7
Japan 48.1 95.0
Western
Hemisphere 63.5 65.8
Mexico 33.3 31.9
Brazil 6.2 7.2
Chile 1.9 3.0

Source: IMF, Direction of Trade Statistics

Specifically, according to opponents, trade opening with Mexico and beyond would cause an
immediate loss of jobs in the United States, further job displacement once investment in Mexico has
established alternatives to U.S.-located production, and cause a decline in real wages in the U.S.* Any
job losses are bad news at a time when real wages are depressed and employment is (at best) stagnant.
But these issues must not become an argument for stopping a good move in trade policy that creates good
jobs at home. The Clinton administration committed itself to the implementation of NAFTA, but
organized labor and other groups opposing trade liberalization are far from accepting the situation.

Even if trade liberalization causes some dislocation, that must not freeze the United States into
maintaining the status quo for the sake of poor jobs. It is bad trade policy to keep workers and their
children in poor jobs and to pervert protection to the point where the U.S. attracts immigrants to perform
this work. We should not let go of competition. But, equally important, displaced workers require
adjustment programs, skill-building, and education to help them qualify for good jobs. The scope for
worker training and adjustment assistance should be enhanced and broadened to include both trade- and
productivity-related job losses.

Concerns about the effect of free trade on jobs in the United States focus on Mexico’s low labor
cost, far less than U.S. labor. But that would be true with or without free trade. Short of closing our
economy, the U.S. will be unable to escape from the increasing ability of developing countries to produce
manufactured goods at highly competitive prices. But the U.S. can turn the situation to its advantage by

4. For various perspectives see Koechlin and Larudee (1992), Blecker (1993), Faux and Lee (1992), Brown
(1992), Leamer (1992), Office of Technology Assessment (1992), and Lustig, Bosworth, and Lawrence (1992).
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gaining access to new markets. Table 6 illustrates the dramatic effect of the opening of Mexico for U.S.
exports.

Table 6
United States Non-Qil Trade With Mexico and U.S. Job Creation
(8 billion)
U.S. U.S. non-oil Net non-oil
exports imports trade balance
1986 12,391 14,040 -1,649
1990 28,375 25,206 3,169

Net U.S. Job Creation, 1986-90

30 Jobs per $1 million 25 Jobs per $1 million

144,531 120,450

Note: 30 jobs per $1 million exports is the number
used by the Economic Policy Institute.

Several factors support the assertion that an FTA with Mexico cannot bring major harm and is
very likely to be beneficial. First, Mexico is very small relative to the United States. Any significant
increase in Mexican exports (measured on the U.S. scale) would increase labor requirements and wages
in Mexico dramatically and thereby squash competitiveness.

Second, although Mexico’s labor costs are low relative to those in the United States, these labor
costs also reflect (in many cases) low productivity, and in areas such as textiles the very low quality of
output. The quality factor especially is a major obstacle to a dramatic development of Mexico’s exports.

Third, the United States has a very open economy. Competition from abroad is a reality.
Protection continues only in a few sectors. Moreover, Mexico already enjoyed a privileged position both
as a result of the GSP and—more important—as a consequence of the magquila program, which imposed
U.S. duties only on the value added in Mexico. The combination of factors reduces the extra impact of
U.S. trade liberalization to a few sectors and to a negligible total on aggregate employment and output.
And the same is true for countries in Latin America.
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In the 1980s, a vastly overvalued dollar caused abnormal import competition, job losses, and a
reduction in real wages in the U.S. No doubt some of the competition came from Latin America and
helps explain the 0.5-1.0 percent decline in real wages attributable to import competition.’

The remedy is not to close down trade and reverse liberalization, but rather to seek markets and
create extra opportunities in manufacturing, which have a demonstrable positive effect on earnings. That
has now already happened with Mexico, and more is to come as Mexico prospers in the 1990s; still more
is to be gained from access to Brazil and other protected markets of Latin America. Aggressive pursuit
of market access is the sensible strategy for a country like the United States, which is already open and
does not wish to close.

Who is Ready?

Consider the argument that a free-trade agreement among unequals is a bad idea. A common
objection to the free trade agreement with Mexico was, and will be even more so with other countries
in the Americas, that they are not ready, their economies are too unstable, their politics insufficiently
settled, or their standard of living too low. The argument has also been made from the South: Chile has
argued that it is ready but other countries in the region are not.

The argument is appealing, but it lacks substance. The United States is interested in export
markets and regional stability. Trade is already taking place with these countries, and nobody can
possibly argue that existing trade restrictions, here or there, help make their economies or their societies
function better. It can be argued, however, that substantial trade and investment links will promote freer,
more stable, and more prosperous societies. Hence, particularly for economies where much is to be
accomplished—notably Brazil—the possibility of an FTA raise the stakes and will enhance and accelerate
reform. Nobody is thinking of political union or EC-style deep integration, for which a very high level
of community is essential. What is at stake is the removal of impediments to trade and investment.

It is clear that institutionalization of reform and the spreading of a modern business culture
(which is incompatible with closed, politically opaque societies) are fundamental objectives of the U.S.
Indeed, they are a U.S. contribution to the region. Who needs it most? Clearly countries like Brazil
stand to benefit more than Chile, which has already made significant progress. That is not an argument
against free trade with Chile, it is an argument against singling out the most established and achieved
economies for early treatment.

When Europe brought Portugal, Greece, and Spain into its fold, the purpose was to spread
irreversibly democratic institutions and progress. That the venture was successful is beyond question.
The same argument applies to Latin America, whether Venezuela, Peru, or Brazil be the case in point.

5. See also Brown (1992) and Faux and Less (1992) for the view that trade liberalization destroys jobs. For
empirical evidence on wage effects, see Brauer (1991), Kosters (1991), and Revenga (1992).
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How will the South Benefit?

The Americas need to take very seriously the need to review their medium-term economic
strategies. In the United States the emphasis on education, skills, and investment moves in that direction.
In the South some countries have made remarkable strides in moving to modern, stable economies. But
that cannot be said of all: Brazil, for example, indulges reckless institutional and economic instability,
as if these were the natural side effects of growing up. That is expensive: Asia is not waiting, as Table 7
makes clear.

Table 7
Economic Growth in Asia

1971-80  1981-90 1991 1992 19932
Asian NICs 9.0 8.8 7.2 6.4 7.1
S.E. Asia 7.7 5.5 6.4 6.7 7.0
China 7.9 10.1 7.7 10.8 9.2

Source: Asian Development Bank

In Latin America, by contrast, economic performance has a very poor record. There are growth
spurts to be seen in Chile, Argentina, and Venezuela, but in fact only Chile has accomplished deep and
lasting reform.

What role can trade integration play in improving reform and growth? Estimates of the South’s
benefits cover the gamut from enormous to nil. For Chilean policy makers, for example, an early free-
trade agreement is seen as an essential step in a growth strategy. For Mexico’s policy makers, the
passing of NAFTA by the United States Congress was an urgent prerequisite for progress in stabilization
and modernization. For other countries, the urgency seems much less. In Colombia, the view is
common that trade integration should proceed first with Venezuela, and after that “training round,” one
might be ready for more. In Brazil trade issues have not gone beyond a general approval of unilateral
trade liberalization with little trade strategy other than adherence to a GATT process.

Quantitative estimates of the trade benefits to Latin America are scarce. A study by Erzan and
Yeats (1992) finds that the benefits would be minor. These authors conclude that where trade is not
restricted by quotas, duties are low and trade is substantially unrestricted, at least for primary producing
countries. By implication, these countries would stand to gain little from a free trade agreement. For
manufacturing countries the presence of quotas and other nontariff barriers would be more of an issue.
But even these hindrances might be passing in the context of the success of the Uruguay Round.
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Table 8
Economic Growth in Latin America

1981-91 1990 1991 19922
Latin America 1.5 0.3 35 2.4
Argentina 0.7 0.4 7.3 6.0
Brazil 1.7 4.4 0.9 -1.4
Chile 3.4 2.0 5.8 9.5
Mexico 2.0 44 3.6 2.5
Venezuela 1.5 6.8 10.2 7.5

a. Forecast
Source: ECLAC

These minimalist estimates are worth noting, but there is no reason to believe that they
give a realistic picture of the effects of an FTA. In part, of course, the trade effects derive from the
immediate removal of barriers. In fact, however, the trade effects are much more sweeping when they
come from an entire reorientation of the region to become a modern, outward-oriented, integrated part
of the regional and world economy. In that broader sense, the move to an FTA represents nothing short
of an upheaval.

A broader and more ambitious list of advantages includes removal of trade impediments,
guaranteed market access, more assured modernization, and improved access to foreign direct investment.

= Removal of trade impediments. The point has already been made that there are relatively
few impediments to trade and relatively low tariff barriers except in hard-core protection
areas. There is, of course, the need to make a distinction between nominal and effective
rates of protection. The escalation of duty rates by stage of processing means that value
added in manufacturing where material content is substantial exceeds substantially the
nominal rate. Even so, these are not formidable tariff barriers. Exemption from these
duties will still yield an advantage, even for countries that already enjoy GSP treatment.
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Table 9
Duty Levels
(Percent)
U.S. Canada
Raw materials 0.2 0.5
Semimanufactures 3.0 8.3
Finished materials 5.7 8.3

Source: Economic Report of the
President, 1989

Trade restraints by quotas and voluntary export limitations are the more obvious area where large
benefits might be accomplished—textiles, steel,and leather footwear are ordinarily high on the list, as are
cheap glassware and certain agricultural products. There would be transition periods but ultimately
markets would open, and with that opportunities would expand.

Of course, as these industries are opened to intra-FTA competition, the arguments for protection
become weaker, and there is bound to be a parallel impetus for worldwide market opening. That
diminishes the narrow benefits to the South but from a world point of view it reduces the discriminatory
effects, which is all for the good and more so if it lies a decade or two in the future.

. Guaranteed market access is an extraordinarily important assurance. The status quo
today is free trade, and that is likely to continue. But there is no assurance that this will
in fact be the case. With the United States middle class squeeze and falling real wages,
there is substantial pressure to close off trade wherever it hurts.® Thus, if there is a risk
of the U.S. sliding into protectionism, an FTA creates a regional umbrella that protects
against extreme damage.

The presence of such an umbrella has important consequences for business strategy. Without the
assurance of market access, firms would have to be conservative in their growth strategy and could not
in fact bank on the U.S. market. Being more prudent, they would limit their exposure and, as a result,
their profitability. They would underinvest in trade expansion and hence the growth effects of
modernization could be curtailed. By contrast, with assured trade access countries can take a regional
view of their operation, merge across borders, and pursue a far grander strategy. This is where
productivity gains become startlingly large and where the fixed costs of modernization are more easily
amortized and hence more decisively incurred.

6. See Brown (1992) for an unfortunately influential view in this direction.
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- Modernization is not a process that inevitably gathers momentum. Venezuela and Brazil
have demonstrated how very precarious the process can be. It is therefore critical to
muster all positive forces that strengthen the move toward modern, open societies and
economies. One of these is clearly intercourse with the rest of the world. A free-trade
agreement creates a very powerful momentum and, it may be argued, a quite irreversible
one. The provision of open access in goods, services, and investment opens up a
country’s business institutions to international competition, and inevitably imposes
international standards. People soon adapt and practice those standards themselves, and
require them of others. Traditional, inefficient, and opaque ways of doing business come
into conflict with modern ones.

In Mexico one can see quite clearly how this works. In less than a generation, the way of doing
business has changed. More striking even is the example of Chile now colonizing Argentineans: Chileans
have learned how to do business and the Argentines have not yet—Chileans are all over Argentina making
deals, merging, buying, and brokering. Ten years ago no one would have thought that Chile could one-
up sophisticated Argentina. But in fact they have, and one can only applaud.

Modernization has an important impact on business-government relations. Cumbersome and costly
regulation encumbers competition and will be thrown off. Arbitrary government intervention makes firms
uncompetitive: it will be done away with. Soon governments will perform by international standards.
In a very real sense, a free trade agreement internationalizes an economy and in the process wipes out
the hold of governments, monopolies, and restrictions on individual freedom and prosperity. The effect
is often dramatic.

- Foreign direct investment serves several basic functions: First, they add to national saving
in financing investment. Second, they give access to markets and technology,
piggybacking on the scale or scope of the foreign investor. Third, they serve as a broad
mechanism of business modernization.

It is clear that some foreign direct investment will go anywhere. But it is equally clear that steady
and substantial flows require an institutionally stable situation. A free trade agreement provides exactly
that. First, the specific provisions regarding financial services create an essential legal environment to
assure foreign investors. Second, the assurance of institutional stability that comes with economic
integration offers an important impetus for foreign investors to concentrate their attention on a specific
country.

Two dimensions are particularly critical. One is market access. The decision to locate in a
particular region comes with two questions: what are production costs in the region? And what is the
market access from that region. On both counts, a free trade agreement is favorable. On the cost side,
import liberalization is likely to reduce production costs. On the market access side, it offers assurance
that there will not be random or systematic reversal of opportunities to sell into a partner country market,
specifically the United States.

What evidence is there to show that foreign direct investment is attracted by trade integration?
Spain serves as a case in point. Figure 2 shows direct foreign investment in Spain over the past 20 years.
These flows were small in the 1970s. Only with the prospect, and then the realization, of joining the
Common Market in the mid-1980s did FDI take off. By 1990, Spain received $11 billion in direct
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foreign investment, more than 2 percent of its GNP. The evidence is not totally rigorous: in the absence
of a Common Market link, there would still have been some increase simply because of Spain’s
modernization. But even that modernization is at least in part the result of joining the Common Market.

Figure 2.
Foreign Direct Investment in Spain
(percent of GDP)
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In sum, the South has far more to gain than the elimination of a few tariffs. In the process of
historical change as substantial as the shift to inward-looking economies 60 years ago, free trade with the
North is a powerful help.

Which Model for Integration?

Latin America has been trying to achieve trade integration within the region for a long time. It
would be difficult to call the previous efforts successful. Perhaps because the benefits seemed too small,
or because the protectionist philosophy of import substitution was still too prevalent, the efforts never
took off. The Andean Pact or the Central American Common Market have had their ups and downs, and
the new MERCOSUR is certainly not in the express lane, even though it is meant to lead to complete free
trade by 1994. '

The great difficulty in negotiating regional arrangements is finding a place to start. One position
is defensive: try and string out protection, pile up exception lists, and let that dominate the process. The
other mechanism starts from the end and views the transition regime as the price. This second approach
establishes that after 10 or 15 years there will in fact be free trade, and the only issue is, how to get
there. Superficially the mechanisms might seem to be the same; in fact they are radically different. One
arrives after a decade at free trade, the other a decade later is dissatisfied with the concept of regional
integration.
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In larger groups the exception process is deadly. Trying to find the largest common denominator
in a situation where many countries seek protection for the same industries means that the status quo will
simply continue. An effective way to break the logjam is the adherence process to a mechanism that
imposes as the rigorous sine qua non the terminal data for unrestricted free trade. The accession clause
to NAFTA provides an effective mechanism to accomplish just that. This is not to say that NAFTA,
viewed close-up, is pretty. In fact, the transition period is highly protectionist: for example, for 12 years
there are severe restrictions on used-car imports into Mexico, for obvious reasons. But in the end, 10-15
years is a very short time, and free trade waits at the end.

A useful approach to Latin America would be to target the MERCOSUR group (Brazil, Argentina,
Paraguay, and Uruguay) for a free-trade area, including (if possible) Mexico and Canada. Once the
principle is accepted and the outline of an agreement is in place, other Latin American countries could

join.

The dynamics of concluding an FTA are important because of the trade diversion aspect. It would
be a mistake to have a long, drawn-out process with much uncertainty about who can or cannot join in
the end. Trade diversion in the interim and a halt to investment pending clarification could create
unnecessary problems for countries that ultimately may be members but are not in the early rounds at the
negotiating table. This argument enhances the case for using NAFTA as a blueprint and for an early and
short time window for other countries to join. Anything more than two years would be unnecessar-
ily—and unproductively—long.

The fast-track approach is clearly the right way to proceed. Negotiations in any other setting are
an invitation to cannibalize the agreements with exemptions and loopholes so that what is left in the end
may not be worth having. The CBI—with its exception of sugar, textiles, and more—is a case in point.
In a setting other than fast track, it is a foregone conclusion that politicians will have to seek “relief” and
special advantages for their customers; they will be rewarded not by the end result but by the deviation
from the norm that they can secure. The result, unfailingly, is a worthless agreement.

Even with the NAFTA in place, it must be made clear that Latin America should practice opening
and clearing the trade field of the myriad obstacles still in place. Countries like Brazil have a lot of work
to do in removing extensive tariffs and other controls on trade. Other countries—Chile and
Argentina—are already far ahead.

The best approach is to focus on large blocks (the Mercosur is clearly the most interesting) and
bring them in first, and quickly. For isolated countries—Chile or Costa Rica—a streamlined adhesion
process without special provisions should be the rule.

Objectives

There ought to be a clear target on which no compromise should be allowed: anyone who
wants to join must be ready to practice unrestricted free trade in goods, services, and investment with
the partner countries by 2005. A successful FTA must make significant progress over and above what
GATT has already delivered:
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" Elimination of quotas and other nontariff barriers.’
. Full inclusion of all services in the liberalization process.
. Investment must be an integral part of the liberalization effort.

The review of the United States Advisory Committee (ACTN) of the U.S.-Mexico agreement
offers a solid blueprint of just how ambitious the targets should be.® An important payoff is required
to undertake changes in trade policy in addition to GATT. The only worthwhile payoff is a far more
ambitious agenda than what is now being undertaken at the multilateral level.

Three Concurrent Processes

It is important to conclude by emphasizing the complementarity of three approaches: participation
in the MTS, unilateral trade liberalization, and a Western Hemisphere Free Trade Agreement. The first
is a worldwide strategy because a regional strategy alone will not suffice. Each country in the region has
important extraregional interests and must take care that the world economy sustains open markets and
broadens the opening of markets. ’

The WHFTA is critical because it carries trade liberalization much further than can be done at the
world level: the coverage of liberalization—goods, services, and investment—is more substantial and the
liberalization is more complete. For countries in Latin America and the Caribbean, becoming a part of
it is essential in order to avoid concentrated trade diversion effects.

Unilateral liberalization is important in order to avoid the costs of trade diversion when one is an
importer. If Brazil, for example, has 40 percent tariffs and grants the United States or Mexico zero-duty
access, the scope for very costly trade diversion is substantial. The only remedy is to go quite far in the
direction of unilateral liberalization. Since the FTA has a timetable of a decade, there is no need to rush
unilateral liberalization. But it is essential to let the FTA and the unilateral moves go hand in hand to
minimize unnecessary and undesirable trade diversion effects.

The three-pronged strategy described here is favorable for the world economy. Its results will
be more trade, less protection, and hence greater scope for multilateral opening over time.

7. Congressional Budget Office (1991) provides an update on just how costly remaining U.S. hard-core protection
is for the U.S. economy.

8. See Advisory Committee (1992).
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THE NORTH AMERICA FREE TRADE AGREEMENT:
HEMISPHERIC AND GEOPOLITICAL IMPLICATIONS

Robert A. Pastor!

When Mexico’s President Carlos Salinas de Gortari proposed to United States President George
Bush a free trade agreement between the United States and Mexico, he shattered a national tradition.
Since its revolution in the first decade of the twentieth century, Mexico has sought to maximize its
autonomy by minimizing its relationship with the United States. Salinas’s proposal represented a
profound break with Mexico’s past policies of economic defensiveness.

A regional trade agreement also represented a departure for the United States from its traditional
global trade policy. That change first occurred when the United States responded positively to a proposal
by Canada for a free-trade agreement. Salinas proposed to get Mexico into a new North American
market. On December 17, 1992, the leaders of the three countries signed the North America Free Trade
Agreement (NAFTA).

A steady process of integration between the three North American countries had led first Canada
and then Mexico to recognize, albeit reluctantly, that their welfare depended on more, not less, economic
interaction with their stronger neighbor, and on fair and predictable rules of trade and investment. Thus,
NAFTA was not a decision to integrate but rather a decision to manage and enhance integration in a
systematic fashion. As such, the agreement should be viewed not as the end of a negotiation but as the
beginning of a long journey by the countries of North America to harmonize their policies.?

NAFTA was reshaped by the 1992 presidential campaign, and that reshaping had important long-
term imiplications for the substance of trade policy. President George Bush viewed NAFTA as an issue
because he understood that it placed his competitor in an awkward position. If Bill Clinton supported
NAFTA, he would alienate the labor unions and the environmentalists, who supported him. If he rejected
NAFTA, he could be called a protectionist, a liability in a presidential candidate almost as serious as
being called weak on defense. Clinton postponed a decision, but on October 4, in a comprehensive
speech, he announced support for ratification in the context of a changed policy. He proposed negotiating
three supplementary agreements with Mexico and Canada on labor and environmental issues and on
unforeseen trade problems. In addition, he insisted that five sets of policies should be included in the
implementing legislation to ensure that the benefits of trade would be shared. The premise of the Clinton
alternative was that NAFTA was good for all three countries but was not good for all groups in the
countries, and special policies were needed to help those who would pay the price of freer trade. The
election of President Clinton in November 1992 thus had the effect of changing the direction of U.S.
trade policy.

1. The author is grateful to Michael Discenza for assistance in collecting data and preparing the tables and
figures.

2. For an extensive discussion of NAFTA and the new relationships that it will create, see Robert A. Pastor,
Integration with Mexico: Options for U.S. Policy (New York: Twentieth Century Fund 1993).
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While NAFTA will affect its three members the most, its impact will extend far beyond North
America. Mexico’s proposal sent shock waves so strong that ripples were felt in Chile as well as in Asia
and Europe. Latin Americans had grown accustomed to Mexico’s vetoing United States initiatives and
asserting its separateness and independence. When Mexico’s president opened the door of the U.S.
market, he discarded the veto, and other Latin American governments hastily tried to get through the
door and secure a place in the U.S. market as well. President Bush responded with the Enterprise for
the Americas Initiative on June 27, 1990. The initiative promised to expand NAFTA if the other
governments in the hemisphere opened their economies and liberalized their trade and investment as
Mexico had done. The Clinton amendments will mean that environmental and social issues will be
incorporated into the agenda of trade negotiations. The decision by the world’s largest trading nation to
pursue a regional agreement affected the entire world, but Europe was mainly preoccupied with the
aftermath of the Cold War and the deepening and widening of the European Community. Japan was
more dependent on the U.S. market than Europe was and than the U.S. was on Japan’s, and it was
acutely sensitive to the potential ramifications of NAFTA. Japanese manufacturers feared that North
America could become an exclusive bloc and impede Japan’s trade.

Some countries feared that NAFTA would lead, either directly or indirectly, to a collapse of the
Uruguay Round of the GATT negotiations. The questions asked most frequently by economists and
policy makers were whether NAFTA would be a stumbling block to global trade negotiations or a
building block, and whether it would lead to a break-up of the global trading system or stimulate GATT
to surmount the many obstacles in its path.

This paper will explore the hemispheric and global causes and consequences of NAFTA. The
thesis is that NAFTA represents a crucial development for North America, the Western Hemisphere, and
the world. NAFTA does not represent an exclusive trading bloc but rather the deepening of the last
major trading area in the world: North America and eventually the Western Hemisphere. It is needed
by the United States and the hemisphere because it comes at a moment when the GATT is languishing,
unable to resolve the many tenacious issues on its agenda. Europe is turning inward, and Japan is
increasingly oriented toward Asia. NAFTA will generate needed growth in Mexico, improve the
efficiency of North American corporations, and lay the foundation for a new economic edifice that will
benefit the three countries.

NAFTA’s extension to the rest of the countries of the Americas could modernize political and
economic relations within the Western Hemisphere, and it has the potential of making the Americas the
center of the global economy and the model for North-South relations in the twenty-first century.
Finally, at the global level, NAFTA could be a catalyst for expanding trade and improving the rules and
institutions of the world trading system.

This is not to suggest that there won’t be significant costs to NAFTA: there will be, as there
always is with revolutionary change. Rapid growth entails dislocations and changes in the distribution
of wealth. The issue for the three governments is to anticipate and respond effectively to those changes
and ensure that the benefits of trade are shared with those who will initially suffer from NAFTA'’s
progress. The issue is whether the United States, Canada, and Mexico are prepared to build the kinds
of institutions that will reduce the risks, minimize the costs, and improve the prospects for sustainable
growth and trade. That question remains to be answered.
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To appreciate the significance of NAFTA, it is necessary to place it in historical and global
context. In Part I, this paper discusses the theory of geopolitics and panregions and the relationship
between geopolitical power and trade. It then describes the evolution of the post-World War 11
international economy and examines whether multilateralism is exhausted and whether regionalism is a
threat or a stimulus to global trade. With this information as background, Part II describes the NAFTA
agreement and the North American trading area. The hemispheric implications and choices that NAFTA
poses are the subject of Part IlI, and Part IV offers recommendations on how NAFTA can (1) be
sustained, deepened, and extended in North America; (2) stimulate freer trade and forge a democratic
community in the Americas; and (3) solidify a more open and effective global trading system.

Geopolitics and Panregions: Theory and Reality

In the nineteenth century, German scholars developed the concept of “Geopolitik,” a world
divided by geography and politics into “panregions.” The unification of Germany in 1871 and the new
confidence that accompanied it gave rise to this idea. The premise of this world view was that powerful
states needed Lebensraum (living space).” The new German state sought room to expand and ideas to
justify its expansion. The debate on the proper physical and ideological path to expansion continued
through the 1930s.

One model was that of the United States: a large, unpopulated territory and informal control in
the Western Hemisphere and parts of the Pacific. Building on this idea in the 1930s, G. Haushofer, a
German scholar, suggested that Japan and Germany should try to emulate this model, and he drew up
maps that reflected three panregions: Europe and Africa with Germany at its center, East Asia with Japan
as the dominant power, and the Western Hemisphere with the United States at its core. A fourth
panregion composed of Russia extending west to Poland, east to the Pacific, and south to Afghanistan
was noted in several studies of the period, but few German “Geopolitikers” considered the Russian
panregion as powerful as the other three.

The twentieth century can be viewed as a multisided clash between the new powers of Germany,
Japan, and the United States and the old empires of England, France, Austria-Hungary, Ottoman, and
China. The major wars in this century—from the Russo-Japanese War through the two world wars and
the many engagements of the Cold War—were a struggle to rearrange the world’s geography by one or
more of the three core nations. The explanatory power of the geopolitical theory is not only evident in
the devastating wars but also in the fact that the three nations that arrived to challenge the world powers
at the dawn of the twentieth century stand unrivaled at the century’s close.*

The relationship between geopolitical power and world trade has never been disputed, although
its precise nature has been subject to varying interpretations. It is obvious that world trade has never
been organized at random: nations do not trade equally with others. Geography has been an important

3. For a survey of the literature on this subject, see John O’Loughlin and Herman van der Wusten, "Political
Geography of Panregions,” Geographical Review, Vol. 80, No. 1 (January 1990): 1-20.

4. For an articulate and informed examination of this three-sided struggle, see Jeffrey E. Garten, A Cold Peace:
America, Japan, Germany, and the Struggle for Supremacy (N.Y .: Times Books, a Twentieth Century Fund Book,
1992).

55



Trade Liberalization in the Western Hemisphere

factor explaining trade patterns, but until the post-World War II era of the General Agreement on Tariffs
and Trade (GATT), it has been less important than politics. Trade followed the flag.

Empires were created and maintained to supply the resources and provide the markets for the
imperial nation. In the cases of England and France, the empires were widely dispersed geographically,
with colonies on many continents. The logic of politics prevailed over that of geography, as can be seen
in the dominant role of France in trade in Indochina and England in Australia.

In contrast, the United States historically relied less on trade than other industrialized countries
(Table 1), and it did not seek to carve Latin America into an exclusive trading zone. Until the First
World War, U.S. trade with Latin America was often less than Europe’s trade in the region. But the war
separated Europe from the Western Hemisphere, and afterwards its devastating effect on Europe’s
economies compelled Britain, France, and Germany to retrieve overseas capital to pay debts and rebuild.

Table 1
Share of Exports in GDP, 1900-1990

(Percent)
1900 1915 1930 1945 1960 1975 1990
United States 5.62 5.76 6.04 3.47 5.80 6.84 7.23
Canada 13.41 16.36 22.51 30.41 17.62 22.90 26.47
Mexico 17.51 22.92 12.40 14.09 10.34 5.77 17.63
Latin America 20.00 18.00 19.00 9.50 7.00 5.20 7.50
OECD 12.00 13.50 11.00 8.00 12.00 16.50 18.50

Europe

United Kingdom 24.17 22.11 18.87 8.14 20.00 25.26 26.15
France n.a. n.a. 10.76 16.06 14.50 19.06 20.80
Germany n.a. n.a. n.a. 11.32 18.99 24.80 25.41
Japan n.a. n.a. 19.43 1.02 10.71 12.80 11.18
World 9.00 12.00 7.00 6.50 9.00 13.00 14.50

Note: Data for the composite groups are estimated from the World Development Report, 1992.

At the same time, both the war and its aftermath caused the United States to concentrate its trade
in the Western Hemisphere. Due to these two shifts—Europe inward and the United States
southward—the United States emerged from the First World War with an exaggerated degree of economic
dominance in the Americas. The U.S. share of the Latin American market grew from 18 percent in 1912
to 42 percent in 1920, and the United States went from being a debtor before the First World War to the
world’s largest creditor afterwards. Prior to the war, U.S. foreign investment in Latin America ranked
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considerably below Great Britain’s. But by 1930, the United States had $5 billion of investments in Latin
America—one third of its total overseas investments and more than the investments of European nations.’

The United States’ self-image, however, did nqt readily adjust to world leadership. Indeed, the
passage of the Smoot-Hawley Tariff of 1930 was yet another example of U.S. insularity. It raised U.S.
tariffs on more than 20,000 products to an average of more than 50 percent, and President Herbert
Hoover defended tariffs as “solely a domestic question in protection of our own people.”® The law
exacerbated the U.S. economic depression and further weakened world trade. Cordell Hull, the Secretary
of State in Franklin Roosevelt’s administration, was a devoted free-trader, and he marshalled support in
Congress for the Reciprocal Trade Agreements Act of 1934, which delegated to the president authority
to reduce tariffs by reciprocal trade agreements with other governments. The new trade policy became
a key element of Roosevelt’s Good Neighbor Policy. Sixteen of 22 trade agreements negotiated by the
Roosevelt administration were with Latin American governments.

The effect of the Second World War on the magnitude and patterns of trade and investment in
the Western Hemisphere was similar to that of the First World War. The United States and Latin
America were drawn closer together as European markets closed, and after the war Europe was immersed
in reconstruction. In 1945, 58 percent of Latin America’s imports came from the United States, and
49 percent of its exports went to the United States. Latin America also become more important to
Washington. In 1945, 42 percent of U.S. imports came from Latin America, and 14 percent of its
exports went there.’

During World War II, U.S. policy makers began to contemplate involving Europe in global free-
trade agreements that would require breaking up prewar trade blocs by our allies as well as by our
enemies. The price that the United States extracted from Great Britain in exchange for lend-lease
agreements in World War I was an end to imperial preferences and acceptance of a nondiscriminatory,
reciprocal trading system based on most-favored-nation status.®

The principle of nondiscrimination became the centerpiece of the General Agreements on Tariffs
and Trade, signed by 23 countries in Geneva on October 30, 1947, under the leadership of the United

5. Joseph S. Tulchin, The Aftermath of War: World War I and U.S. Policy Toward Latin America (New York:
New York University Press, 1971), pp. 38-79; Albert Fishlow, The Mature Neighbor Policy: A New United States
Economic Policy for Latin America (Berkeley: University of California Institute of International Studies, 1977), pp.
3,7, 12.

6. William Starr Myers and Walter H. Newton, The Hoover Administration: A Documented Narrative (N.Y.:
Charles Scribner’s Sons, 1936), pp. 493-495. For a review of Smoot-Hawley and the evolution of U.S. trade
policy, see Robert A. Pastor, Congress and the Politics of U.S. Foreign Economic Policy (Berkeley: University of
California Press, 1980), Part 1I, pp. 67-200.

7. Joseph S. Tulchin, The Aftermath of War: World War I and U.S. Policy Toward Latin America (New York:
New York University Press, 1971), pp. 38-79; Albert Fishlow, The Mature Neighbor Policy: A New United States
Economic Policy for Latin America (Berkeley: University of California Institute of International Studies, 1977), pp.
3,7, 12.

8. Richard N. Gardner, Sterling-Dollar Diplomacy: Anglo-American Collaboration in the Reconstruction of
Multilateral Trade (Oxford, England: Clarendon Press, 1956).
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States. World trade has expanded more rapidly than world production virtually every year since 1947,
thus enhancing global interdependence.

Together with decolonization, the GATT rearranged global trading patterns around panregions,
reflecting the importance of geography.” Between 1960 and 1980, Japan became the leading trading
partner in most of non-Communist Asia; the Federal Republic of Germany became the trading center of
Europe; and the United States was dominant in the Western Hemisphere. Two scholars of geography
summarized the overall effect of these changes: “While the technical impediments to trade over long
distances have largely been overcome, intense (macro-) regional trade relations, mainly shaped by a
limited number of dominating centers, are becoming an increasingly salient feature of the global trade
map.” "

Evolution of the Global Trade System

In theory, GATT was multilateral and nondiscriminatory; in practice, the United States made
mostly unilateral concessions in Geneva and in subsequent trade negotiations in order to allow Europe
and Japan time to recover economically. That was the price of leadership, and some have argued that
without paying such a price, the world economy would not have recovered and the global economic
institutions—the International Monetary Fund, the World Bank, and the GATT—would not have been
established.!! But by 1962, Europe had recovered and the dollar was under pressure. The United States
demanded reciprocity.

President John F. Kennedy obtained authority from Congress to pursue a new round of trade
negotiations to achieve that purpose. The Kennedy Round concluded on June 30, 1967, with 46 nations
agreeing to reduce the average tariff for industrialized countries to a point—about 9 percent—where it
ceased being an impediment to trade. From 1946 to 1967, U.S. exports tripled, from about $10 billion
to about $31 billion, and world trade nearly quintupled, from about $55 billion to about $235 billion.

Tariffs continued to decline to less than 5 percent by 1990. By then, the agenda of trade
negotiations had changed. The principal issue became nontariff barriers, which Robert Baldwin defines
as “any measure (public or private) that causes internationally traded goods and services, or resources
devoted to the production of these goods and services, to be allocated in such a way as to reduce potential
real world income.”'> What this entails is virtually every domestic or regulatory policy—anything that

9. T. Nierop and S. de Vos, "Of Shrinking Empires and Changing Roles: World Trade Patterns in the Postwar
Period," Tijdschrift voor Econ. en Soc. Geografie (Amsterdam, Netherlands), 79, Nr. 5 (1988): 343-364.

10. Ibid., p. 362.

11. This is the theory of hegemonic stability - that global powers pay a price of leadership to build and maintain
the international system. See Charles P. Kindleberger, The World in Depression, 1929-1939 (Berkeley: University
of California Press, 1973); and Robert O. Keohane, After Hegemony: Cooperation and Discord in the World
Political Economy (Princeton: Princeton University Press, 1984).

12. Robert E. Baldwin, Non-Tariff Distortions of International Trade (Washington, D.C.: Brookings Institution,
1970), pp. 2-5.
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would confer an advantage on an import or a disadvantage to an export. Safety, health, labor, or
environmental standards; services; intellectual property rights; agricultural subsidies; investment
restrictions; tax incentives or liabilities; discriminatory procurement procedures—these and others become
subject to negotiations.

It is not surprising that these issues have proven to be far more difficult to negotiate, particularly
in forums with more than 100 countries. The Uruguay Round of trade negotiations began in 1986 to deal
with the new agenda of services, agriculture, textiles, intellectual property rights, trade-related investment
measures, and dispute-settlement mechanisms, all issues that had been too difficult to address, let alone
resolve, in the past. Although the Uruguay Round was supposed to end by December 1990, it was still
far from finished by January 1993. Part of the problem was the complex agenda. Many of the nontariff
issues were hard to grasp technically and quite sensitive politically.

Another reason for the stagnation of the GATT was the relative decline of the economic power
of the United States. Germany overtook the United States as the world’s premier exporter in 1990, and
while the United States regained the lead in 1991, the point is that no nation—neither the United States,
Germany, nor Japan—had sufficient power to lead the GATT to closure.

The slide in U.S. leadership was evident in its change from creditor to debtor status. During the
1980s, trade deficits increased to over $100 billion: this shift put severe strains on U.S. manufacturers
and evoked new calls for protection. The dollar sank in value relative to both the deutsch mark and the
yen, but the U.S. trade deficit remained chasmic. Fiscal deficits were two to four times larger than the
U.S. trade deficit and constrained Washington’s interest in acting as the global leader.

Universalism versus Regionalism

The relative weakening of the economy of the United States coincided with other changes in the
hemisphere and led to the first policy dent in the global armor of U.S. foreign economic policy. In 1982,
partly because of scarce resources for aid but mostly because of security concerns about leftist influence
in the Caribbean Basin, President Ronald Reagan turned to trade policy as an instrument for combatting
leftist subversion. He proposed granting one-way free trade on a wide range of products from countries
in the region. The countries were so small and the motive was so patently strategic that no major nation
protested, but the significance of the act was not lost on those who viewed a global trading system as
sacrosanct. The next exception occurred in the free-trade treaty with Israel in 1985, but for the same
reasons, no concerns were raised.

In 1986, the European Community (EC) decided to attempt creation of a single common market
with no internal barriers to trade, investment, travel, and immigration, all within six years. The United
States had been one of the principal sources of encouragement to the Europeans to unite. The real genius
of the Marshall Plan was not the $17 billion in aid but the condition that Europe could obtain the aid only
if it developed a common plan that promoted regional cooperation. Through a series of steps, France
and Germany and later five other European nations forged new institutions and bonds that paved the way
for the creation of the European Economic Community (EEC) with the signing of the Treaty of Rome
in 1957.
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The United States accepted a provision in GATT—Article XXIV—that allowed for exceptions in
cases of customs unions or free-trade areas, provided the preferential trade reductions for the group were
eventually to eliminate all barriers to trade within the subset of countries. Two difficult questions were
posed by the EEC. First, it was by no means certain that all barriers to trade would ever be eliminated
and, indeed, 36 years later barriers still remain. Second, the EEC insisted on discriminatory preferences
for 18 ex-colonies in Africa; this also violated the GATT. Nonetheless, the United States promoted the
EEC’s application under Article XXIV because of the larger goal of promoting European cooperation and
security, and it never deviated from its support of European integration despite the fact that the region
had become a formidable competitor in world trade.

But the deepening and widening of the EC in the late 1980s coincided with serious economic
troubles in the United States. The result was that the nations of North America began to look to each
other to build a regional trading area. First, Canada proposed a free-trade agreement with the United
States, and that came into effect in January 1989. Given the magnitude of the trade between the two
countries—the highest between any two in the world—this exception was taken seriously. Within 18
months, Mexico decided to join this broader trading community.

The end of the Cold War played a role in the movement toward regionalism. Indeed, it had an
effect on United States-Latin American trade similar to that of the end of the two world wars. The
degree of U.S. dominance in Latin American trade declined sharply between 1950 and 1980. But from
1986 to 1991, as the Cold War wound down, the United States increased its market share of OECD
exports to Latin America from roughly 50 percent to 58 percent. > As in the previous cases, the change
had less to do with the war, hot or cold, or U.S. policy than it did with European self-preoccupation.
That was the point of departure for NAFTA. The idea of a free trade area for North America was
hardly new: it has often been proposed by American academics or politicians, but just as often rejected
by Mexico. What made NAFTA possible was that a Mexican president proposed it. Although his main
motive was to enhance Mexico’s development, an important factor was the way the world was organizing
itself.

Salinas went to Europe in early 1990 to encourage investment in Mexico, but Europe was focused
on deepening the European Community by 1992, considering a widening of the EC to include
~ Scandinavia and Eastern Europe, and sorting through the implications of the end of the Cold War. When
he turned next to Japan to offset U.S. investment, he found the Japanese hesitant for two reasons. First,
they were devoting much of their external energies in Asia—investing in China and Southeast Asia, trying
to expand their markets there, and developing the yen as an alternative currency. Second, Japan’s most
important alliance and market was the United States, and Japan knew the relationship between the United
States and Mexico was awkward. Japan apparently decided not to get too close to Mexico for fear it
would create problems with its more important ally. It was only when Salinas realized that the European
and the Asian options were closed that he turned to the United States.

When the Cold War ceased, world power shifted as much as it had after the two world wars.
Russia declined to the economic level of the third world, and the United States found itself competing
on a new economic chessboard against Japan and a unified Germany anchored in a wider and more
integrated European Community.

13. U.S. Agency for International Development, Latin America and the Caribbean: Selected Economic and Social
Data (Washington, D.C., April 1992), p. 171.
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The apparent trend toward regionalism has raised questions both about which country is most
responsible and whether the trend is beneficial or protectionist. In the judgment of Jagdish Bhagwati,
“the main driving force for regionalism today is the conversion of the United States.... As the key
defender of multilateralism through the postwar years, its decision now to travel the regional route (in
the geographical and the preferential senses simultaneously) tilts the balance of forces away at the margin
from multilateralism to regionalism.”'* Bhagwati also finds the trend worrisome and unfortunate.

The Economist blames the EC as the principal culprit in the trend toward regionalism and
protectionism and argues that “America has resisted [the protectionist logic] better than most.... In
miserable contrast, the European Community has written the book on new methods of protection.””
Lawrence Krause agrees that the EC represents “a huge exception to a nondiscriminatory [international
trade] regime.”' Brunelle and Deblock agree that “if the fortress metaphor applies, it should be used
to describe the EEC since over 58 percent of its total trade was done among the 12 member countries in
1987.717  To advance towards its 1992 deadline for achieving a completely open market, the EC has
had to make internal political compromises at the expense of the region’s international obligations. The
EC’s inability to adapt its Common Agricultural Policy has had the effect of closing the European market
to many of Latin America’s crops and scuttling the GATT negotiations.

The consequences for world trade of the trend toward regionalism depend on whether the EC’s
example—unity at the price of protectionism—proves the rule or the exception. In his classic study of
customs unions, Jacob Viner argued that regional trading units are beneficial if they create more trade
than they divert over the long term. Part of the problem is in determining how long is “long-term” and
how to estimate the amount of trade created or diverted. But regionalism can also be beneficial to world
trade if the new units develop formulas for dealing with the new trade agenda that could be tested and,
if successful, used eventually by GATT. Some have suggested that the formulas devised by the United
States and Canada for dealing with services and dispute settlement could be extrapolated to GATT.

The answer to the question whether the regionalist trend is good or bad for world trade thus
depends, in large part, on the evolution of these units and whether they become exclusive trading blocs
or platforms for more internal and external trade.

14. Jagdish Bhagwati, "Regionalism and Multilateralism: An Overview," Discussion Paper Series No. 603 (New
York: Columbia University Department of Ecbnomics, April 1992), p. 12.

15. The Economist, June 27th 1992, p. 13.

16. Lawrence B. Krause, "Regionalism in World Trade: The Limits of Economic Interdependence," Harvard
International Review, Summer 1991, p. 4.

17. Dorval Brunelle and Christian Deblock, "Economic Blocs and the NAFTA Challenge," summary of work
carried out by the Research Group on the Continentalization of the Canadian and Mexican Economies, University
of Quebec in Montreal, May 2, 1991, p. 6.
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North America: The Agreement and the Entity

The NAFTA agreement signed by Presidents Bush and Salinas and Prime Minister Mulroney on
December 17, 1992, is a massive document that aims to reduce trade barriers at varying speeds in
different sectors. The agreement will go into effect in January 1994, but it will be phased in over 15
years to give additional time for “sensitive” industries and farms to adjust to increasing competition.
NAFTA was innovative in a number of areas, including promoting the harmonization of environmental
pollution standards, eliminating quotas on textiles and apparel, creating free trade in services (including
the very large telecommunications sector and the insurance market), and guaranteeing total market access
in agriculture after the 15-year transition period.'

The Agreement

NAFTA provides for the progressive elimination of all tariffs, although most will be eliminated
in 1994 or within five years. Tight rules of origin will prevent Mexico from being used as an export
platform. In agriculture, the three governments agreed to eliminate all the quotas and quantitative
restrictions and 50 percent of the tariffs in 1994. In some cases, tariffs will be replaced by tariff-rate
quotas. The agreement relaxes most restrictions on investment except in the energy sector in Mexico and
the cultural sector in Canada, and it establishes an advanced regime to protect intellectual property rights.
The North American Trade Commission deals with disputes.

Because the debate in PRI-dominated Mexico and parliamentary Canada was a foregone
conclusion, the debate in the United States Congress became the principal forum for addressing NAFTA
and particularly for the social, political, environmental, and economic agenda that remained outside the
agreement. From the spring of 1991, when the Bush administration requested fast-track negotiating
authority through the ratification of the agreement, it sometimes appeared that the United States drove
the wider agenda, but what was actually occurring was that groups from all three countries were using
the Congressional forum to pursue a shared agenda. President Clinton later incorporated that agenda into
his own.

This wider social, environmental, and political agenda reflects a change in public attitudes in all
three countries in North America. Ronald Inglehart of the United States, Neil Nevitte of Canada, and
Miguel Basafiez of Mexico conducted surveys in all three countries at the beginning and at the end of the
1980s, and they found that attitudes are not only similar, but they have also been converging in a way
that makes further integration more feasible.’* In all three countries, public attitudes increasingly
support political liberalization, free market (but nof laissez-faire) economic policy, and a higher priority
for autonomy and self-expression in all spheres of life. The authors believe that the main cause of the
convergence in value systems is that young people in all three countries are better educated and more

18. For a detailed analysis of the agreement and its estimated impact, see Robert A. Pastor, Integration with
Mexico, Chapter 3.

19. Ronald Inglehart, Neil Nevitte, and Miguel Basafiez, "Convergence in North America: Closer Economic,
Political, and Cultural Ties Between the United States, Canada, and Mexico." Manuscript, 1992.

62



The North America Free Trade Agreement: Hemispheric and Geopolitical Implications

influenced by global communications: “A narrow nationalism that had been dominant since the
nineteenth century is gradually giving way to a more cosmopolitan sense of identity.”*

Even as a North American orientation emerges, people in all three countries retain a certain
parochialism. The key to dealing with the current and future agenda is recognizing that both inward and
outward impulses are in a delicate balance, and the words and actions of one country can reinforce their
mirror image in another. When a politician in the United States gives vent to the fears of people in
California coping with massive waves of immigrants, such harangues are heard in Mexico City, and
politicians there are likely to play on the insecurities of their countrymen about being treated unfairly by
the United States. Some Mexicans might complain about U.S. corporations taking over their industries
and insist that their government prevent a loss of Mexico’s identity. Such xenophobia is hardly unique
to Mexico; the reaction by Americans to Japanese takeovers is cut from the same cloth. The point is that
fears in one country reinforce fears in the other. Unless leaders or institutions step between the cycle
of fear and describe the grounds for hope, the possibility always exists for a retreat from integration.

Theories developed using the Western European experience suggest that increased economic
interaction does not lead to integration and political community unless there is an increase in trust and
of shared experiences that reinforce positive feelings toward each other.? Polls in North America
indicate that there is a high level of trust between the United States and Canada, a slightly lower level
by these two with Mexico, but Mexicans are more likely to distrust Americans than trust them.
Nonetheless, the experience of Europe shows that distrust can erode, as it did between the French and
the Germans from the 1950s to the 1970s, as a result of working together in the European Community.

In the case of North America, national historical experiences caused both Canada and Mexico to
prefer distant relations, but the Inglehart study discovered that those feelings have undergone a
fundamental change. By 1990, both Canada and Mexico were more inclined to support freer trade and
closer ties with the United States than to oppose it. “To an astonishing extent, these traditional forms
of nationalism seem to have vanished.”” What replaced it is a cooperative realism; over 80 percent
of the public in all three countries favor freer trade provided it is fair and reciprocal; only 15 percent
oppose it.?

The North American Entity

North America constitutes a formidable region. Its population has grown dramatically since 1950
to a combined total in 1990 of 362 million. Immigration has been an important cause of the rise in
population in the United States and Canada, and improved health care has been the primary cause in
Mexico. Although the rate of population growth in Mexico has declined precipitously since it introduced

20. Inglehart, Nevitte, Basafiez, Convergence, Chapter 1, p. 1.

21. See particularly, Karl W. Deutsch, et. al., Political Community and the North Atlantic Area (Garden City,
New York: Doubleday, 1968).

22. Inglehart, Nevitte, and Basaiiez, Convergence in North America, Chapter 2, p. 15.
23. Ibid, Chapter 2, p. 12, Figure 2-3.
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family planning in 1974, its population growth is still about twice that of its two northern neighbors. The
result is a much younger population in Mexico, but complementary profiles with the U.S. and Canada.
In 1990, over 36 percent of Mexico’s population was less than 15 years old, compared to less than
20 percent in its two northern neighbors (Table 2).

The gross product of the three countries grew by a factor of more than ten, from roughly
$560 billion in 1960 to $6.2 trillion in 1990 (in current dollars). The region’s exports grew even faster,
from $60 billion in 1970 to $587 billion in 1991, and intraregional trade as a percentage of the global
exports of the three increased from 37 percent to 42 percent during the same period. The United States
captures the lion’s share of the trade and the market, even though its dependence on its neighbors is a
small fraction of their dependence on it. Both Canada and Mexico conduct between two thirds and three
quarters of their global trade with the U.S., whereas the U.S. conducts a total of about one quarter of
its global trade with its two neighbors. Their combined intraregional trade represents about 40 percent
of their total, compared to about 60 percent for the European Community. In 1990, the per capita GNPs
of the United States and Canada were comparable, $21,790 and $20,470, respectively, but Mexico’s was
roughly one tenth that amount (Table 3).

Hemispheric Implications

Latin America’s motive in wanting to join a wider trade area with the United States is similar to
Mexico’s: fear of exclusion. Fear has always been a more powerful motive than hope, particularly one
as vague as joining a larger trading community. The trends in Latin America worsened demonstrably
during the “lost decade” of the debt crisis. In 1955, nearly 20 percent of all U.S. imports came from
South America; by 1990 that total declined to about 5 percent, and imports from the Caribbean fell from
6.6 percent to 1.6 percent.® North American trade became more concentrated, and the rest of Latin
America was slipping away and sinking. In 1989 and 1990, half of U.S. trade with Latin America was
with Mexico. Failure to secure the U.S. market could mean marginalization.

The Enterprise for the Americas Initiative (EAI) promised free trade agreements to hemispheric
governments that implemented market reforms. The United States government gave priority to NAFTA,
but it advised interested Latin American governments to prepare for future talks by accelerating
subregional integration schemes and negotiating framework agreements similar to the U.S.-Mexican
agreement of 1987.

Salinas pursued a similar approach to his neighbors. He offered the Central American
governments a free trade agreement, sought and received associate membership in the Caribbean
Community, and on July 20, 1991, joined with the presidents of Venezuela and Colombia to propose a
three-way free trade zone to take effect in January 1992, a deadline that proved overambitious. By late
August 1992, the three governments had failed to agree to a timetable, and questions arose as to how it
would be affected by NAFTA. In the meantime, however, in January 1992 Colombia and Venezuela
adopted zero tariffs for their bilateral trade and were pressing their Andean partners to accelerate the

24. This and the following data is from the U.S. Department of Commerce, Bureau of the Census, Statistical
Abstract of the United States, various years.
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% Distribution
U.s.
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Canada

North America
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Note: U.S. data for the year 2000 are projections from the U.S. Bureau of the Census; projections for C.

Under 15 (%)

1950

26.87

45.60

33.50

35.32

1970

28.26

46.50

30.20

34.99

are based on World Bank estimates.

1990

21.57

36.50

21.40

26.49

Table 2

North America: Population and Profiles

Population
North America
U.S.

Mexico

Canada

2000
19.70
25.00
19.30

21.33

(Millions)
1950
192.29
152.27
26.28
13.74
16-60 (%)
1950 1970
58.25 57.71
49.30 50.00
58.20 61.90
55.256 56.54

1970

277.55

205.05

51.18

21.32

1990

61.20

60.50

68.60

63.43

1990

362.70

250.00

86.20

26.50

2000

62.50

66.00

63.50

64.00

da and Mexico

2000

400.27

268.27

103.00

29.00

67-over (%)

1950

14.88

5.10

8.30

9.43

Sources: U.S. Department of Commerce, Bureau of the Census, "Statistical Abstract of the U.S.,"” 1991, and The World Bank, "World Tables,"
1984 and 1991; and "World Tables-Social Data,” 1984 and "World Development Report,” 1992,

1970

14.04

3.50

7.90

8.48

1990
17.22
3.00
10.00

10.07

2000

18.20

9.00

17.20

14.80



GNP
($Bil - Current)
1960 1980
U.s. 508.8 2,732.00
Mexico 11.98 188.74
Canada 39.28 258.17
North 560.06 3,178.91

America

1990

5,447.50

214.64

542.46

6,204.60

Table 3

North America: Economic Indicators

GNP per Capita
{$ - Current)
1960 1980 1990
2,811.05 11,982.46 21,790.00
323.13 2,680.34 2,490.02

2,193.45 10,737.88 20,470.19

1,775.88 8,466.89 14,916.74

Exports

Customs Basis, fob
($Mil - Current)

1960

20,600
24.96%

1,245
59.04%

6,573
63.45%

28,418

1980

216,920
22.89%

15,308
65.49%

63,105
61.25%

295,333

Notes: * refers to the percentage (%) of trade within North America; and North American GNP per Capita is an average of the three countries.

1990

371,466
28.32%

26,714
71.10%

125,056
75.82%

523,236

Sources: The World Bank, "World Tables,” 1984, 1991; and "World Development Report,” 1992; and OECD, "Monthly Statistics on Foreign Trade,” July 1992;

£,

and I ional Monetary Fund, "Dir

of Trade Statistic

Yearhook,” 1992.

*

Imports

Customs Basis, cif
{$Mil - Current)

1960

15,072
30.81%

1,615

64.78%

7,031
65.12%

23,618

1980

250,280
21.34%

19,5617
63.38%

62,838
68.02%

332,635

1990

515,635

24.10% *

28,063

66.24% *

115,882
64.12%

659,580

*
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integration of their pact.” Salinas signed a free-trade agreement with Chile’s President Aylwin (it was
implemented in January 1992), and he agreed to begin negotiations with the governments of Central
American countries aimed at a free trade agreement by 1996. In the meantime, the Central Americans
began discussions with CARICOM on a free trade pact.

Latin America embraced the Enterprise for the Americas Initiative and Salinas’s example.
Subregional trading groups, including old ones like the Andean Pact and new ones like MERCOSUR,
experienced more serious consideration and made more progress since 1990 than they had for decades.
In 1991 alone, trade within MERCOSUR grew by more than 40 percent, and within the Andean Group
by 35 percent. % By 1992, the United States signed 16 trade and investment framework agreements
with 31 countries in Latin American and the Caribbean.

The most surprising and exuberant response came from Latin America’s other nationalistic
guardian, Peronist Argentina. Argentine President Carlos Menem lavished praise on the new approach
to tighten United States-Latin American economic relations: “We consider this [the Enterprise Initiative]
not as a proposal of a philanthropic nature, based on a false paternalism. Nor does it grow out of
strategic military considerations. On the contrary, it is an ambitious business proposition. Latin America
is considered this time as a new entity, as a valid interlocutor able to talk in terms of mutual interests.”?

An economic logic lurks beneath the movement toward hemispheric integration, and in some ways
the 1990s resemble the 1930s when the United States and Latin America turned to each other for bilateral
trade in the face of a world broken into trading blocs. The United States has found it hard to penetrate
Japan, and Latin America has found similar problems exporting to a self-absorbed Europe. As in the
1930s, the United States and Latin America have discovered a commonality of economic interests, but
unlike that period, neither has an interest in withdrawing from the world today. What the hemisphere
lacks is a strategy of helping each other while prying open the GATT.

Just five years ago, the idea of a hemispheric option would have been inconceivable. Burdened
by debt, brutalized by military dictators, defiant of or disgusted with the policies of the United States,
much of Latin America was no partner for the United States. Gradually, the old presuppositions are
falling. A new image of modern, democratic technocrats is taking hold. Free, contested elections have
been held in every country in South America, Central America, and all but Cuba in the Caribbean. There
have been setbacks in Haiti, Peru, and Venezuela, and other countries like El Salvador, Guatemala, and
Bolivia continue to struggle with despotic demons of their past. But democracy is wider (if not deeper)
than ever before, and the new democracies are groping on the frontier of an old order of sovereign states
to devise collective mechanisms to defend each other from authoritarian reversals. In this, the region is
unique.

Economically, most governments have laboriously constructed new and firm macroeconomic
bases. Hyperinflation has been brought under control; debt service as a percent of GNP declined from
64.3 in 1987 to 37.4 in 1991; capital is returning in large amounts, and the region’s economies have

25. "Slower Pace for Subregional Groups,” Latin American Weekly Report, 10 September 1992, pp. 6-7.
26. "Free Trade and Common Markets," Latin American Special Reports, June 1992, p. 1.
27. TIbid.
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begun to grow, 2.8 percent in 1991, the first positive change since 1987. From 1986 to 1991, the United
States doubled its exports to $63 billion and its foreign direct investment to $72 billion.? With serious
political problems and weak and vacillating macroeconomic policies, Brazil has been an exception to this
trend, but when its engine restarts, it will pull all of South America forward at an accelerating clip.

At the very end of the long NAFTA text—Chapter 22, Article 2205—sits a very brief and vague
“accession clause”:

Any country or group of countries may accede to this Agreement subject to such terms
and conditions as may be agreed between such country or countries and the Commission
and following approval in accordance with the applicable procedures of each country.

This accession clause merely begs the question as to how to proceed with the expansion of NAFTA.
Prior to his election as president of the United States, Bill Clinton endorsed the idea of extending the
agreement: “If we can make this agreement work with Canada and Mexico, then we can reach down into
the other market-oriented economies of Central and South America to expand even further.”

Several questions remain to be answered: How and when should NAFTA be expanded? Which
countries would negotiate first? What if some of the governments agree to the conditions and then fail
to implement them, as has occurred in virtually all the subregional trade agreements? An even more
interesting question is whether Mexico might have been trying to make itself into a “hub” rather than a
“spoke” by reaching agreements with other Latin American governments.” Will Venezuela, Chile,
or Central America, for example, be able to use Mexico as a springboard to export goods duty-free to
the United States? Will Mexico in effect define the rules for the entry of these other countries?

These questions have generated answers across the political and policy spectra, but the answers
that count will have to be defined by all three governments under the auspices of the North America
Trade Commission. Rather than try to speculate which of these various scenarios is the more likely, this
paper will assess alternative answers to each question.

When Should NAFTA be Expanded?

Given the complexity of the agreement and the prospect that there will be many new problems,
some anticipated and others not, it would be wise to allow an interim of at least two years before
beginning serious negotiations to expand it to the rest of the hemisphere. In the meantime, countries
should be encouraged to implement unilaterally the conditions and obligations of NAFTA; that would
expedite the negotiations once they start.

28. U.S. Agency for International Development, Latin America and the Caribbean: Selected Economic and Social
Data (Washington, D.C., April 1992), pp. 3-5.

29. Ronald Wonnacott first developed the "hub" and "spoke" ideas with the United States as the object. See his
"U.S. Hub-and-Spoke Bilaterals and the Multilateral Trading System," Commentary (October 1990), Toronto: C.D.
Howe Institute.
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One of the reasons that Mexico’s privatization campaign was so successful was the meticulous
preparation before each sale. Making NAFTA work will not be as simple as signing the treaty; it will
require experimenting with new institutions and new procedures, and (probably) numerous mistakes.
Unless problems are identified and resolved satisfactorily in the first years, the wider experiment could
be endangered.

Who Comes First?

President Bush promised Chile’s President Patricio Aylwin that the United States would negotiate
with Chile as soon as NAFTA was ratified. Chile’s economy is the most open, its trade with the United
States relatively small, and its technocrats among the most able. If the United States decides to let other
governments set its agenda, or if it chooses the agreements that would be easiest to negotiate, then Chile
should come first, particularly because Chile already has a free-trade agreement with Mexico. But there
are alternative approaches.

Beyond Canada and Mexico, the countries with the closest economic relationships with the United
States are those of the Caribbean and Central America—the Caribbean Basin countries. The dependency
of these countries on the U.S. market is roughly comparable to that of Mexico and Canada; about
60 percent-75 percent of their trade and investment are with the United States. When President Reagan
proposed the Caribbean Basin Initiative—one-way free trade on certain products from the region—in
February 1982, he advertised it as a way to promote the region’s development.

The motive of the United States motive was strategic—to counter leftist influence in the
region—but the program was implemented at a time when the economies of the region were suffering
severe dislocations. One of the principal reasons was the sharp contraction of U.S. sugar import quotas.
Between 1975 and 1981, the region exported an average of 1.7 million tons of sugar per year to the U.S.
That was reduced to 442,200 tons by 1989, with further reductions in the next two years. From 1982
to 1989 alone, the region lost about $1.8 billion in potential revenue and 400,000 jobs as a result of sugar
quotas. In comparison, CBI created about 136,000 jobs in manufacturing between 1983 and 1989.%

Since many countries in the region were dependent on the sugar industry, and since all of them
had small, open economies, the adjustment was severe. CBI helped to cushion the shock, but NAFTA
will virtually eliminate the CBI incentive to invest. The region faces a very difficult choice: whether
to lower their own barriers to trade and investment and negotiate entry into NAFTA, or hope that the
marginal difference in market access between CBI and NAFTA will be small enough not to divert current
and future investments from the region t6 Mexico.?’ The Caribbean might be lulled into avoiding this

30. Joseph Pelzman and Gregory K. Schoepfle, cited in "U.S. Sugar Quotas and the Caribbean Basin," by Stuart
Tucker and Maiko Chambers, Overseas Development Council, Policy Focus No. 6, December 1989, p. 4; "Yet
Another Cut in the U.S. Sugar Quota," Latin America Weekly Report, 10 September 1992, p. 8.

31. For two papers describing the full range of choices that the region faces, see Camille Nicola Isaacs, "The
North American Free Trade Agreement: A Jamaican Perspective,” paper presented at a seminar at the Mona
Institute of Business of the University of the West Indies, 11 December 1991; and Robert Pastor and Richard
Fletcher, "The Caribbean in the Twenty-First Century," Foreign Affairs 70 (Summer 1991).
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hard choice because it has the added advantage of access to the European Community via the Lomé
Convention.

The Central American Common Market (CACM) was established in 1960. The thirteen-nation
Caribbean Community (CARICOM) was founded in 1973. Both are struggling to find an answer to the
question of whether or not to join NAFTA. Both trading areas had been among the most successful in
the developing world in the 1960s and 1970s,* but the CACM fell victim to the civil wars in Central
America, and CARICOM repeatedly failed to implement its goals, most notably a common external tariff
(CET).

The issue for the United States—and Mexico and Canada—is whether to find a transitional
mechanism or delayed procedure that would permit the Caribbean Basin countries to dock on to NAFTA.
From a strategic and political perspective, it would be desirable for the Caribbean Basin countries as a
group to be the first to join an expanded NAFTA, but the North American countries would not want to
allow such a broad exception to NAFTA for fear that it would function as a disincentive for Mexico to
implement the agreement or for the rest of Latin America to try to fulfill its obligations.

Jamaica’s Ambassador Richard Bernal offered a thoughtful proposal in suggesting that the
Caribbean Basin countries be granted parity with Mexico as a way to preserve their CBI benefits and that
they would then phase in their reciprocal obligations over a long transition period.*® Because of its
small population, the region is not really competitive to Mexico, but the first decision on whether the
proposal makes sense should be made by Mexico.

Beyond the Caribbean Basin, NAFTA should negotiate with whichever subregional group—either
the Andean Pact or MERCOSUR—is ready to take advantage of the agreement and has progressed
sufficiently in terms of economic reforms to ensure a smooth negotiation. In general, however, the
United States, Mexico, and Canada ought to encourage nations to join a western hemisphere economic
area as part of a group rather than as individual governments.

How to Deal with Violations of the Agreement?

GATT’s failure to answer this question effectively threatens the institution’s existence. The
standard procedure for handling violations in the GATT is for individual governments to petition the
GATT to investigate an alleged violation, and if one is established, to allow governments to seek
compensation or to respond proportionately in another area. NAFTA has a similar dispute-settlement
mechanism, but there are reasons to question whether it will work any better. The United States has
more economic leverage to gain compensation for an alleged trade violation from Mexico and Canada
than these two countries have on the United States, but such leverage does not always produce changes

32. See U.S. Department of State, Bureau of Intelligence and Research, Evaluating Regional Schemes for the
Promotion of Inter-LDC Trade: A Review of Selected Attempts to Create Free-Trade Areas and Common Markets,
Report No. 1362, April 14, 1980.

33. Dr. Richard Bernal, "Impact of NAFTA on the Economic Development of the Caribbean and U.S.-Caribbean
Trade," statement made at the Hearing before the House Committee on Small Business, December 16, 1992.
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in policy. A much tighter mechanism with clearer rules of procedure is necessary, and the nonparties
to the agreement have to support the aggrieved complainant to make the system work.

Will Mexico be a Hub or a Spoke?

No one would have posed this question at the beginning of the NAFTA negotiations. The only
question then was whether the United States would be the hub or accept a different kind of relationship
with the other members. NAFTA is a genuinely trilateral agreement despite the asymmetry in trade.
What was not anticipated was the extent to which Mexico has preempted NAFTA by reaching out to its
Latin American and Caribbean neighbors. One of Salinas’s reasons has been political; he is eager to
show Mexican critics that he has not aligned himself solely with the United States and abandoned his
Latin American neighbors. Another reason for Mexico’s new trade initiatives in the hemisphere is that
Mexico’s trade in the area is so small, but the multiplicity of agreements does raise the question whether
Mexico could become a hub for Latin America or even a platform for their exports.

NAFTA’s rules-of-origin provisions were negotiated to prevent Mexico from being any other
country’s platform, even though the greatest fear was that Japan, not Latin America, would use it for that
purpose. If violations are detected, then a common NAFTA institution—perhaps the Trade
Commission—would need to impose heavy fines. But it is possible that a freer trade relationship between
Mexico and Latin America could facilitate the latter’s entry into an expanded NAFTA.

Potential Consequences of NAFTA

The most positive potential impact of NAFTA in the Western Hemisphere lies in its triple
incentives for Latin American governments to (1) consolidate needed economic reforms, (2) stimulate
subregional integration, and (3) forge a democratic community of nations. Each of these goals is vital
to the economic and political development of the region, but before NAFTA, the conditions did not exist
and the incentives were too weak to transform those goals into reality. A salutary effect of the debt crisis
is that it forced Latin America to reassess its economic strategy. A new generation of Latin American
leaders realized that while Latin America had declined, the Asian economies—particularly the “Four
Tigers”—had leaped ahead of them by using export-oriented economic policies. The lesson they learned
was that they should replace their protectionist strategies with international ones. The IMF, of course,
“encouraged” a shift in this direction.

By 1992, there were signs that the new economic policies were bearing fruit. The debt crisis
apparently peaked several years before, and governments were able to channel their scarce resources
toward investment. As a percentage of GDP, debt declined from 64.3 percent in 1987 to 37.4 percent
in 1991. Hyperinflation was brought under control. The average rise in prices for the region, weighted
by GNP, fell from 1,711 percent in 1990 to 223 percent in 1991. In 1991, the region grew by 3 percent,
the first real growth in many years. Exports expanded at an annual rate of 12 percent from 1987 to
1991, and the percentage of manufactures rose to one third, up from 10 percent two decades ago.*

34. U.S. Agency for International Development, Latin America and the Caribbean: Selected Economic and Social
Data (Washington, D.C., April 1992), pp. 3-4; United Nations Economic Commission for Latin America and the
Caribbean, Preliminary Overview of the Economy of Latin America and the Caribbean, 1991 (Santiago, December
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Latin America seemed to turn a corner economically, but social problems were worse than a
decade before. Real minimum wages in 1991 were almost a third lower than in 1980. This meant that
the average labor cost in Latin America had declined to less than half of what it was in Singapore and
Hong Kong,* but there were questions as to whether the economic policies could be sustained in a
climate of social unrest, such as occurred in Venezuela in early 1992. A Western Hemisphere Free
Trade Area could reinforce efforts by each country to maintain the best macroeconomic policies and, as
such, it could play a valuable role in helping to modernize the economies.

NAFTA also makes more attainable the goal of subregional integration. For too long, the nations
of the Andean Pact, CARICOM, and CACM were unwilling to make the kinds of decisions that would
have fulfilled their pledges to lower trade barriers among members of their group. In the case of
CARICOM, the failure of any of the 13 members to implement the common external tariff paralyzed the
entire organization. = NAFTA—and more precisely the prospect of a guaranteed market in North
America—provides a substantial incentive for the governments to take action or risk being left out of the
growing regional market.

While the United States has encouraged Latin American governments to apply for free-trade
agreements as members of subregional integration schemes, there are no incentives to do so, and because
of the difficulty of gaining the approval of others, the real incentives favor individual applications.
Theoretically, a Western Hemisphere economic area would make subregional integration schemes
obsolete, but for the next ten years (at least) the schemes will exist, and it would be desirable for
members of each to help the others satisty the preconditions for entry. Therefore, the NAFTA countries
should indicate that individual governments will be permitted to join NAFTA but that subregional groups
will take precedence.

Finally, research by Inglehart and others indicates that increasing economic integration within a
framework that builds trust between partners can lead to political cooperation and subsequently political
integration. The process of negotiating an expansion of NAFTA could stimulate more cooperation on
political issues. For example, the leaders in most of the new democracies in Latin America are aware
of the fragility of their regimes and are interested in developing mechanisms to defend democracy in all
of their countries. The Organization of American States has been wrestling with this issue since it was
asked to observe the elections in Nicaragua, but especially since the General Assembly passed a resolution
on democracy at Santiago in June 1991. Much remains to be done, and increased cooperation among
like-minded leaders on economic matters could translate into new political arrangements to defend
democracy. Moreover, the United States and Latin America can work together in GATT to stimulate
needed reforms in the international trading system.

With an infrastructure and a potential market roughly equivalent to Europe at the beginning of
the Marshall Plan, Latin America today could be the basis for a new and powerful economic community
of democratic nations. Together with the United States, the Americas could develop a global competitive
economic edge.

35. The statistics are from a report by the International Labour Office, cited in "More Work, But Much Less Real
Pay," Latin American Weekly Report, 4 June 1992, p. 8.
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When Salinas said that “we want Mexico to be part of the First World, not the Third,” not
only was he encouraging the people of Mexico to raise their hopes and standards, but he was also
affirming that Mexico could exert greater influence on the international economic order if it were aligned
with the United States than if it joined the developing world. This represents a momentous departure for
Mexico and all of Latin America. After having resisted integration with the United States for decades,
the region has apparently concluded that their economic goals are more likely to be attained in
cooperation with the north.

Comparative Advantage and the Three Panregions

Consider the three panregions: the European Community, Japan and East Asia, and the North
American Free Trade Area as the center of a Western Hemisphere Free Trade Area (Table 4). The most
integrated of the three areas is the 12-nation European Community, with a population of 345 million and
a gross product of $5.9 trillion in 1990. By December 31, 1992, the EC theoretically eliminated all of
its internal barriers. With the Treaty of Maastricht, signed in December 1991, the twelve governments
committed themselves to moving toward a federal government that included a unified currency by the end
of the century and a coordinated and unified foreign and defense policy. This leap forward was rejected
by the Danes and sharply questioned by the British. In all likelihood, the steps toward further unity will
not be in a straight line.

While the EC has been trying to deepen and unify its internal market, it has had to cope with
numerous other issues and problems. It has had to rework its relationship with its former colonies, the
ACP (African, Caribbean, and Pacific) countries. Germany has concentrated its resources on integrating
the former East Germany. Austria, Sweden, and Finland have requested membership into the EC; the
European Free Trade Association (EFTA) has agreed to join with the EC to form a single unified free
trade area on January 1, 1993; and virtually every old and new nation in Eastern Europe has requested
some form of association with the EC. The global implications of these developments is that the EC has
been inward-looking.

Japan has become the economic center of an increasingly dynamic Asia, but aside from ASEAN,
a trade group of five southeast Asian nations, there is as yet no formal trade regime that could compare
to that of the European Community, and the region is much less integrated than either Europe or North
America. In 1990 and 1991, for example, intraregional trade as a percentage of its total world trade was
roughly 62 percent for Europe, 42 percent for North America, and 30 percent for Asia (Table 5).

Most Asian nations are increasingly dependent on Japanese investment and the U.S. market.
Lawrence Krause proposes a “Pacific Basin” community that would include Japan, the United States, and
13 other countries. The region’s real trade growth in the 1980s was 8.7 percent—higher than the EC’s
6 percent—and it was more integrated, with intraregional trade of 65.7 percent compared to 58.6 percent
for the EC.¥

36. Carlos Salinas de Gortari, "State of the Nation Address, November 1, 1990." FBIS, 14 November 1990,
p. 13.

37. Krause, "Regionalism in World Trade," Harvard International Review, Summer 1991, p. 5.

73



Population
(Millions)
Region/Country 1970 1990
Western Hemisphere 499.27 705.48
North America 278.59 362.70
United States 205.00 250.00
Canada 21.32 26.50
Mexico 52.27 86.20
Caribbean Basin 30.55 48.28
Central America 16.89 28.78
Caribbean 13.66 19.50
South America 190.13 294.50
Andean Pact 55.63 91.20
Mercosur 125.10 190.10
Chile 9.50 13.20
Eurapean Community
EC (1970) 188.32
EC (1990) 344.39
Asia 346.16 512.32
Japan 104.00 123.50
ASEAN 204.21 316.77
Four Tigers 37.95 72.05
Key: Andean Pact : Peru, Col ja, Ecuador, Ve la, Bolivia

EC (1970): Belgium, France, G.

GNP

{$Bil - Current)

1970

1,343.78
1,225.96
1,105.50
83.58
36.88

11.80
6.48
5.32

106.02
30.02
68.02

7.98

495.98

242.12
203.30
29.88
8.94

y, Italy, L

hourg, Netherland:
ASEAN: Brunei, Malaysia, Singapore, Indonesia, Phillipines, Thailand

Four Tigers: Hong Kong, Singapore, South Korea, Taiwan

Table 4

The World's Three Main Trading Areas: Basic Indicators

1990

6,907.10
6,204.60
5,447.50
542.46
214.64

53.63
30.21
23.42

648.87
130.93
492.33

25.61

5,878.78

3,772.56
3,140.61
300.71
331.24

Notes: German 1980 population data after unification; German trade & GNP data are prior to unification;

trade data for Belgium includes Luxembourg; and (*} Regional GNP per Capita are averages.

GNP per Capita *
(US$ - Current)

1970

821.44
3,339.27
5,392.68
3,919.57

705.57

573.38
424.29
647.93

587.00
524.00
602.50
840.00

3,231.53

444.90
1,954.81
3563.83
280.10

Mercosur: Brazil, Argentina, Uruguay, Paraguay
EC (1990): Belgium, France, G

D

1990

3,285.00
14,916.67
21,790.00
20,470.00

2,490.00

2,366.19
1,264.29
2,917.14

1,725.00
1,318.00
2,180.00
1,940.00

15,380.88

7,742.22
25,430.00
3,240.00
9,350.00

& G

Exports

Customs Basis, fob
($Mil - Current)

Imports

Customs Basis, cif
($Mil - Current)

1970 1990 1970
74,876 679,936 70,356
60,610 523,236 56,664
43,220 371,466 39,950
16,185 125,056 14,253
1,205 26,714 2,461
2,873 10,970 4,088
1,231 4,929 1,623
1,642 6,041 2,465
11,393 85,730 9,604
5,349 30,900 3,766
4,810 46,251 4,858
1,234 8,579 980
88,545 88,425
1,349,971
31,812 641,969 35,879
19,320 286,768 18,880
6,161 140,537 7,696
6,331 214,664 9,243
y, Italy, L bourg, Netherland:

Sources: The World Bank, "World Tables,” 1984, 1991; and "World Development Report,” 1992; and U.S. Agency for International

Development, “Latin American and Caribbean: Selected E mic and S

“Monthly Statistics on Foreign Trade,” July 1992.

jal Data,” April 1992; and OECD

, Ireland, Portugal, Spain, United Kingdom

1990

730,988
659,580
515,635
115,882

28,063

17,559
8,350
9,209

53,849
17,762
29,064

7,023

1,405,273

674,477
231,223
160,369
282,885



Table 5
Intraregional Trade as a Percentage of Total Trade

Exports Imports
Customs basis, fob Customs basis, cif
1970 1976 1980 1990 1991 1970 1976 1980 1990
North America 37.34 37.82 36.09 42.91 41.98 40.61 34.15 32.52 35.54
European Community n.a. 52.25 53.53 60.58 61.89 n.a. 49.37 48.31 57.92
Asia n.a. 36.24 17.92 30.61 30.03 n.a. 39.07 18.93 36.67

Note: 1991 intraregional trade data for Asia are based on IMF and World Bank estimates.

Sources: OECD "Monthly Statistics on Foreign Trade,” July 1992; "Historical Statistics on Foreign Trade, 1965-1980," 1982;
and International Monetary Fund, "Dlrection of Trade Statistics," 1984, 1991, 1992.

1991

36.47
57.61
36.44



Trade Liberalization in the Western Hemisphere

Some have argued that the United States would be making a mistake to create a trade bloc in the
Western Hemisphere among slow-growth economies. The Asian economies, according to this view, offer
the best vehicle for invigorating the U.S. economy. “There’s much more to gain by fighting for access
to China, South Korea, Taiwan, Japan and the European Community than by signing free-trade
agreements across Latin America,” wrote Marc Levinson in Newsweek.® The idea of looking east
rather than south merits consideration, but the Pacific Basin is not a realistic trade entity in the short term
because of the tremendous differences between the United States and Japan on trade policies and the
continued difficulty that the United States and Latin America face in penetrating the Japanese and Asian
markets.

The North America trading area is competitive. For Canada and Mexico, which have more than
two thirds of their trade with the United States, it is central. But even for the world’s greatest trading
power, the United States, which has often focused on Europe or Japan, its two neighbors have been its
largest markets in the postwar period. In 1955, two years before the signing of the Treaty of Rome, U.S.
exports to Europe were $2.6 billion, compared to $4 billion of exports to Canada and Mexico (Table 6).
Thirty-five years later, U.S. exports to Asia had increased from 10 percent to 15 percent of U.S. exports,
and to Europe, from 16.8 percent to 25 percent. But North America remained preeminent: U.S. exports
grew to $112 billion or 28.4 percent.

Table 6

U.S. Exports to North America, Europe and Asia {1945-1991)

($Mil)
North Japan &

Year America EC SE Asia World
1945 1,485 3,114 1,381 10,627
1955 3,969 2,614 2,144 15,518
1965 6,763 5,262 5,180 28,461
1975 26,885 22,865 19,658 109,317
1980 55,476 58,855 44,512 225,722
1985 66,922 45,776 51,036 213,146
1986 67,904 53,222 52,981 227,159
1987 74,396 60,629 58,244 254,122
1988 92,250 75,864 88,841 322,426
1989 103,791 86,424 101,509 363,812
1990 111,953 98,129 109,054 393,592
1991 - 118,379 103,209 109,674 421,614

Sources: USDOC, International Trade Administration, "U.S. Foreign Trade Highlights,” 1992, 1988, 1985; and
USDOC, Office of Business Economics, "U.S. Exports & Imports 1923-1968,: November 1970; and

USDOC, Bureau of Economic Analysis, "U.S. Merchandise Trade: Exports & Imports 1965-76,"” 1977; and
USDOC, Bureau of the Census, "Statistical Abstract of the United States,” various issues, 1950-1991,

38. Both Bhagwati and Krause make this argument. For a more popular and acerbic statement of this thesis,
see Marc Levinson, "Let’s Have No More Free-Trade Deals, Please: Why NAFTA is not a Model for Latin
America," Newsweek, August 17, 1992, p. 40.
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An analysis of U.S. exports to North America, Europe, and Asia in the post-war period
underscores the degree to which the United States remains the center—both in geography and in terms
of the value of trade—of the world trading system. It also shows the extent to which world trade is
dominated by three regions. The least integrated region—Japan and Southeast Asia—has shown the fastest
growth, particularly in the last two decades. U.S. exports to Japan, ASEAN, and the four “Asian tigers”
increased from less than $20 billion in 1975 to $110 billion in 1991. Of those markets, Japan’s has
accounted for about half, although in the last decade the markets of the rest of Asia increased in relative
importance. Nevertheless, North America has consistently remained a larger market for U.S. goods than
the European Community or Asia.

The trends are similar for U.S. imports, with North America accounting for one quarter of U.S.
imports and Europe for 19 percent. The difference, of course, is the extraordinary growth of Japanese
and Asian exports to the U.S., from $1 billion in 1955 to nearly $100 billion in 1990, nearly 20 percent
of total U.S. imports.

Canada has always been the principal U.S. trading partner, and the growth of this trade has
remained relatively consistent. The highest rate of growth of U.S. exports has occurred with Mexico.
With NAFTA secure, that is likely to expand even further.

Although the South American market has declined in importance for the United States in recent
years, if added to North America, the new hemispheric market assumes much greater weight for the
United States (Table 7). U.S. exports to the entire hemisphere are about one third greater than to Europe
or Asia. Moreover, an expansion of NAFTA to include the Caribbean Basin and South America would
effectively double the population (Figure 1) with a gross product that greatly exceeds Europe’s or Asia’s
and additional advantages the others do not enjoy.

Table 7
U.S. Exports to North and South America, Europe and Asia (1945-1991)
($Mil)
North &
South Japan &

Year America EC SE Asia World
1945 2,438 3,114 1,381 10,527
1955 6,327 2,614 2,144 15,518
1965 10,196 5,252 5,180 28,461
1975 39,265 22,865 19,658 109,317
1980 79,076 58,855 44,512 225,722
1985 84,143 45,776 51,036 213,146
1986 86,449 53,222 52,981 227,159
1987 94,617 60,629 58,244 254,122
1988 115,334 75,864 88,841 322,426
1989 127,454 86,424 101,509 363,812
1990 137,082 98,129 109,054 393,592

1991 144,967 103,209 109,674 421,614

Sources: USDOC, International Trade Administration, “U.S. Foreign Trade Highlights,* 1992, 1988, 1985; and
USDOC, Office of Business Economics, "U.S. Exports & Imports 1923-1968, " November 1970; and
USDOC, Bureau of Economic Analysis, "U.S. Merchandise Trade: Exports & Imports -1965-1976," 1977; and
USDOC, Bureau of the Census, "Statistical Abstract of the United States,” vanous issues, 1950-1991.
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Figure 1
The Three Panregions
1990 Population (millions)

The Americas

712 ,
Mexico
Caribbean, Canada ___NAFTA
Central & 26 362
South America FTA
350 276
U.S.
250
Asia (Advanced/Industrializing) Europe (Non-Soviet)
512 505
Central
Europe
125
Japan
125 EFTA
35

EC
345




The North America Free Trade Agreement: Hemispheric and Geopolitical Implications

The effort by Western Europe to incorporate the east has confronted more serious problems than
Latin America’s economic integration presents to the United States and Canada. While Latin America
is privatizing its relatively few state corporations, Eastern Europe is trying to decide how to introduce
the market into state-controlled economies. After almost a decade of depression, Latin America is in
many ways at the stage where Western Europe was after World War II. It has considerable unused
industrial capacity, a highly trained labor force, and a proven capacity to grow. All it needs is capital
(or reduced debt service) and a secure market. The sharp reduction of trade barriers in the Western
Hemisphere could provide the stimulus toward an economic take-off comparable to what occurred in the
1960s and early 1970s.

In analyzing the implications of NAFTA for the other two regional trading areas, it is useful to
recall that all three areas have significant interests in world trade and in maintaining the GATT. This
does not mean that they have an equal interest. The United States is the largest exporter and importer
of goods in the world, but Germany and Japan are much more dependent on world trade than the United
States. More important, Japan and, to a lesser degree, Germany, are more dependent on the U.S. market
than the United States is on them (Table 8). Japan’s exports to the United States represent roughly one
third of its total exports and about 3 percent of its GDP. In contrast, U.S. exports to Japan amount to
about 11 percent of its exports and less than 1 percent of GDP. Obviously, Japan has much greater
reason to be concerned that NAFTA could lead to a closing of the North American market than the
United States has to be worried about Japan’s market. Even though Germany is more dependent on the
United States than the United States is on Germany, the gap is much narrower, and that is yet another
reason why the European Community is less worried about NAFTA than it is about making the EC work,
and why Europe is less worried than Japan.

The global configuration means that NAFTA is likely to attract the attention of Japan and to a
lesser degree Europe. How they react is another matter. Their initial reaction may be negative and
fearful, but as they realize the importance of their stake in the U.S. market, they will concentrate more
and more on making the GATT work. That will mean, among other things, adopting some of NAFTA’s
innovations—for example, on dispute settlement, services, and perhaps agriculture—and trying to
incorporate them into an invigorated GATT.

It is obvious why Latin America would want greater and more secure access to the U.S. market.
A question has been raised as to the reason why the United States would want to consider extending
NAFTA to the rest of Latin America. There are several reasons. First, the United States would gain
access to a market that is much more protected than the U.S. market. Second, if trade could help
stabilize and develop Latin America’s economies and reinforce its budding democracies, such a wider
market would serve broader U.S. strategic and political interests. Third, South America has enormous
resources and potential. If these were developed, then the hemisphere would become a bloc with
considerable weight and leverage in the international community.
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United States

GDP
@ mkt prices
{$Mil)

Japan

Germany

1960
1970
1980
1990
1991

1960
1970
1980
1990
1991

1960
1970
1980
1990
1991

509,000
1,008,200
2,684,400
5,392,200
5,672,600

GDP

@ mkt prices

($Mil)
50,095
143,511
1,840,335
2,942,890
3,642,975

GDP

@ mkt prices

($Mil)
84,481
136,352
775,667
1,488,210
1,728,152

Table 8: Trade Dependency of the Three World Powers

Total
Exports
{fob)
($Mil)
20,600
43,762
225,722
393,692
421,600

Total
Exports

{fob)

($Mil)
4,709
19,405
130,441
287,581
338,329

Total
Exports
{fob)
($Mil)
15,394
35,329
192,861
410,104
439,135

Exports to
Japan
{$Mil)

1,341
4,652
20,790
48,680
48,147

Exports to
uUs
($Mil)
1,149
5,875
30,867
89,684
91,683

Exports to
us
($Mil)

897

3,127

11,924

28,162

26,229

% Total
U.S. Exports
(%)
6.51%
10.63%
9.21%
12.34%
11.42%

% Total
Jap Exports

(%)

24.40%
30.28%
23.66%
31.19%
27.07%

% Total
Ger Exports
(%)
5.83%
8.85%
6.18%
6.87%
5.97%

Exports to

Japan as %

of US GDP

(%)

0.26%
0.46%
0.77%
0.90%
0.85%

Exports to
US as %
of Jap GDP
(%)
2.29%
4.09%
1.68%
3.05%
2.51%

Exports to

US as %

of Ger GDP

(%)

1.06%
2.29%
1.54%
1.89%
1.52%

Exports to
Germany
{$Mil)
1,068
2,741
10,960
18,760
21,317

Exports to
Germany
($Mil)
372
1,628
5,786
17,894
20,631

Exports to
Japan
($Mil)
88
146
2,186
10,816
10,745

% Total
U.S. Exports
(%)
5.18%
6.26%
4.86%
4.77%
5.06%

% Total
Jap Exports
(%)
7.90%
7.88%
4.44%
6.22%
6.10%

% Total
Ger Exports
(%)
0.57%
0.41%
1.13%
2.64%
2.45%

Sources: World Bank, "World Development Report, " 1992; and International Monetary Fund, "Direction of Trade Statistics,™ 1976-1982, 1991, 1992 and

World Bank, "World Bank Tables,” 1976, 1988, 1991; and U.S. Department of Commerce, International Trade Administration, "U.S. Foreign

Trade Highlights," 1992, and "Statistical Abstract of the United States, ™ U.S. Department of Commerce, Bureau of the Census, various issues,

1950-1991; OECD, "Main Economic Indicators, " July 1992.
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Some Proposals

The NAFTA debate within the United States will be difficult and awkward. The United States
is perched on the fence between risking openness and opting for an elusive defensiveness, the same kind
of choice that Mexico faced. It is ironic that the United States and Mexico have reversed roles. If U.S.
legislators are arrogant and insensitive during the debate, the process of integration will be set back, but
that process—whether private or managed—will continue as long as each country perceives that the gains
from trade exceed the cost.

Cost-benefit calculations have objective and a subjective dimensions: whether the gains exceed
the costs, and whether the public perceives that the gains exceed the costs. The U.S.-Canadian agreement
offers an example of a case where economists concluded that Canada gained, but only 6 percent of the
Canadian public agreed. The opposition to the FTA—66 percent—blame the agreement for the recession
and for generating numerous trade disputes, most of which seem to be resolved in favor of the United
States.* As a result, both NAFTA and the Mulroney administration are unpopular.

There are important lessons in the U.S.-Canadian experience, but NAFTA shows no signs that
they have been learned. Like other trade agreements, NAFTA will generate more trade problems, not
fewer, because businesses and workers will become more dependent on the success or failure of trade
flows, and they are more likely to complain if they fail than to credit the agreement if they succeed.
Moreover, the agenda of legitimate issues will expand because of the nature of the nontariff issue and the
logic of economic integration: all policies that could help a country’s exports or hurt a country’s imports
are on the table.

The following tasks need to be accomplished to sustain, deepen, and extend NAFTA:

e8] collect data and information on trade and investment policies;

2) establish a credible and effective body to judge disputes and to enforce judgments;

3) establish a separate inter-American body to consult, negotiate, and plan for future
problems;

4 establish an inter-American body made up of democratically elected representatives,
comparable to the European Parliament, to address and debate issues and concerns; and

) establish an office to disseminate information on the activities, accomplishments, and

mistakes of the inter-American bodies.

Information Collection

The Special Committee for Consultation and Negotiation (CECON) of the Organization of
American States was established in 1970 to collect information on trade and trade policies in the
hemisphere and publish some of the information in a newsletter. In May 1992, CECON was renamed
the OAS Special Committee for Trade and given some new missions, among them to be a vehicle for
consultation on trade issues among the member governments and to promote trade liberalization and

39. See the following two articles by Clyde H. Farnsworth in New York Times, "U.S.-Canada Rifts Grow Over
Trade: Accusations on Beer, Cars, and Lumber," February 18, 1992, pp. 1, C6; and "U.S. Trade Pact a Spur to
Canada," July 22, 1992, pp. C1, C6.
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expansion. Member governments were concerned that CECON was too confrontational, even though a
more telling and accurate criticism is that it has been too anodyne.

To make a Western Hemisphere Free Trade Area workable, a new institution is needed to collect
information on trade and investment policies and provide credible, impartial, and effective judgments on
what qualifies as “protectionist.” A single standard needs to be developed and applied. An annual report
on protectionism—defined either as violations of existing trade agreements or government-directed
reductions in trade and investment—would be a valuable document on which everyone could depend.
But the information has to stand the test of public criticism, and it has to be disseminated widely.

It is important not to underestimate the importance of having a base of information that all view
as fair. Public opinion polls show that the American public supports freer trade, provided our trading
partners play by the same rules. As there is a growing feeling in the United States that our trading
partners are playing by different rules that are not fair, the consensus for freer trade has begun to
fragment. One way to reconstruct that consensus is to have credible, fair information available to all
parties. This will not eliminate political problems or trade disputes, but it will lessen them.

An important question is where to locate the data-collection system. CECON could do the task
of data collection, but it might not be prepared to make the controversial judgments necessary to identify
the source of emerging trade problems. The United Nations Economic Commission for Latin America
and the Caribbean has the capability and experience, and the Inter-American Development Bank could
manage such a group as well. To the extent that the group’s judgments would be controversial, it will
be better for the institution to have a clearly defined autonomy and be composed of senior statecrafters
and judges from throughout the Americas.

Dispute Settlement Mechanisms

The trade dispute settlement mechanisms in NAFTA are quite complicated and emphasize
consensus. The central institution created by NAFTA is the Trade Commission composed of cabinet-level
officers of each country. The daily work is to be done by a Secretariat. If normal consultations fail to
resolve a problem within 45 days, any country can call a meeting of the Trade Commission, which should
settle the dispute promptly. If it fails, then a country can call for an Abritral Panel, either under NAFTA
or GATT, which will issue a report within three months with recommendations for resolving the problem.
If the parties do not accept the recommendation, then the complaining country can suspend the application
of equivalent benefits until the issue is resolved. Any country that considers the retaliation excessive may
seek another panel’s recommendation.

The central flaw of the mechanism is the absence of collective enforcement, and that is because
all three governments apparently prefer weak or nonexistent institutions to ones that they could not
control, or that could intrude on “sovereignty.” But a weak institution would undermine NAFTA.
Problems in interpretation and enforcement are inevitable, and all three governments would benefit from
the enforcement of trade violations, just as all would be harmed by the lack of enforcement. The United
States is strong enough to accommodate virtually any decision, and Canada and Mexico need the
institution to ensure that their interests would not be ignored or overridden unfairly. To a substantial
degree, the GATT’s weakness stems from its inability to enforce its decisions. A similar flaw in NAFTA
could doom the institution even before it was firmly established.
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Consultation, Negotiation, and Planning

NAFTA'’s Trade Commission is intended to serve as a body for consultation, but it is unclear
whether it will serve a similar negotiating function, and no body is charged with considering the steps
required to move from NAFTA to a Western Hemisphere Trade Agreement. Moreover, it appears that
the mandate of the Trade Commission—as illustrated by its very title—is too narrow to take into account
the full range of problems of integration and interdependence. Perhaps the Trade Commission could
appoint a Planning Group composed of representatives of the three countries and of others in Latin
America to begin to outline the steps needed and their timing to make the transition to a wider trading
area.

Parliament of the Americas

While it is too soon to establish a parliament of representatives of the states of the Americas, it
is not too soon to begin to think about the idea. If the premise is accurate—that a Western Hemisphere
economic area will mean that domestic agendas will become the subject of international negotiation—then
a forum will be needed to debate norms and policies on such issues. The prospect for success of the
United Nations Environmental Conference in the summer of 1992 would have been far higher if the
nations of the hemisphere had an opportunity to forge a consensus ahead of time.

What is needed on these domestic-global issues is a discussion among people who can integrate
domestic and international interests, and the best forum for accomplishing that would be an international
parliament of representatives from each of the countries. Modeled on the European Parliament, seats
should be allocated to states according to the size of their population. The planning group should assign
long-term issues to the parliament for debate and eventually for resolution.

An Office of Dissemination

Too often, governments have information offices that fail to disseminate reports to people and
groups interested in learning about them. Too often, the reports are self-serving. To build a long-term
relationship among the countries of the Americas based on freer trade will require a wider understanding
of the activities of the various institutions working on the issues. For reports to be effective, they need
to describe not only the institution’s accomplishments, but also its mistakes and problems, and the
information should be disseminated widely.

To accomplish these five tasks will require new ideas, attitudes, procedures, and institutions.
None are currently contemplated, but all are needed if the nations of the Americas are serious about
wanting to extend NAFTA to the rest of the hemisphere. Consulting and negotiating the full range of
issues will equip the region’s leaders to begin thinking about new modes of political cooperation, both
to defend democracy in the hemisphere and to shape global institutions to take into account the needs of
the Americas.

The world has been long divided into trading blocs and, since the Second World War, trading

areas. The most highly integrated is the European Community, but Japan’s efforts to integrate Southeast
Asia also suggest an emerging area in the east. The Western Hemisphere has harbored dreams of a free-
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trade area for over a century, but the decision to negotiate NAFTA represents the first significant step
in that direction. It is a step that will increase trade in North America and could be extended to the entire
hemisphere. Beyond that, an expanded NAFTA could serve as a model for a new international trading
system. As long as the United States and Latin America continue to recognize their stake in the global
trading system, they will be able to utilize their new-found leverage to stimulate GATT to overcome its
problems and to generate new trade and growth in the international economy. Together, these steps may
add up to a great leap.

84



II. What Kind of Agreements are Desirable?






CONDITIONS FOR MAXIMIZING THE GAINS FROM A WHFTA

Anne O. Krueger

Until the 1980s, most developing countries followed policies of import-substituting
industrialization under which they provided high levels of protection to domestic import-competing
industries. In such circumstances, most international negotiations over trading arrangements, and
especially trade liberalization, took place among the developed countries.

Through a number of rounds of multilateral trade negotiations (MTNs), the developed countries
successively reduced their tariffs to very low levels. Also, by the late 1950s, those developed countries
that had quantitative restrictions on imports for balance-of-payments purposes at the end of the Second
World War succeeded in eliminating them for nearly all trade. The result was a sustained liberalization
of trade among the industrialized countries from the late 1940s to the 1980s.! That in turn produced a
very rapid rate of growth of world trade, although the failure of many developing countries to eliminate
their strong inward orientation meant that the share of world trade accounted for by the trade-liberalizing
countries was increasing and the share of developing countries fell. Even so, the developing countries
benefitted greatly as bystanders to tariff reduction and trade liberalization among the developed countries.

The General Agreement on Tariffs and Trade (GATT) was founded upon the basic principles of
multilateral trade with no discrimination among trading partners. However, in contradiction to this
principle, the inward-looking developing countries insisted upon, and received, special and differential
(S&D) treatment under GATT. They asked for preferences in the form of lower tariffs contrasted with
those on imports from other industrialized countries on their exports to developed countries, and were
accorded those preferences under the Generalized System of Preferences (GSP),* while simultaneously
being exempt from the GATT requirement to reciprocate in multilateral tariff reductions.

1. To be sure, there were offsets. The most important of these from the vantage point of developing countries’
access to markets were increasing protection of agriculture (as European and Japanese agricultural production
recovered from the war and pressures once again emerged on small-scale farmers) and quantitative restrictions on
textile and clothing imports from developing countries. Until policy changes in the 1980s, there were few developing
countries that were even able to fill their quotas under the Multifiber Arrangement (MFA), and exports from
developing countries of textiles and clothing grew rapidly [see Cline (1990)]. Hence, these exceptions cannot be said
to have changed the trend toward greater trade liberalization by developed countries, at least until the 1980s. By
the late 1980s, however, there was concern that the MFA was likely to be increasingly protectionist if the Uruguay
Round negotiations failed to produce a signed agreement.

2. It is arguable that, even in the environment of the 1960s and 1970s with the restrictionist trade policies of
developing countries, adherence to the open multilateral trading system, with even small additional reductions in
developed countries’ tariffs, would have provided greater benefit to developing countries. See, for example,
Baldwin and Murray (1977); later research has confirmed the Baldwin-Murray findings.
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In the 1980s, however, many policy makers in developing countries recognized that restoring
sustained and satisfactory growth would not be feasible without a change in trade strategies.® In many
countries, trade regimes were liberalized; in a few cases, they were even transformed from highly inner-
oriented to fairly open economies. As those painful policy changes were undertaken, access to the
international market became even more important for future growth prospects.

Just as that happened, however, many observers became skeptical of the ability of the developed
countries to maintain open access to their markets. Protectionist pressures emerged and grew stronger
in the domestic political arenas of many developed countries, and the Uruguay Round of trade
negotiations has dragged on without a final agreement.

Concurrent with those ominous developments, regional trading blocs appear to be emerging. The
European Community, although somewhat distracted by events in Eastern Europe and the CIS, is
proceeding with its commitment to complete the internal market by the end of 1992. Simultaneously, after
the United States and Canada signed a free trade agreement (FTA), Mexico announced its intention to
reach an accord on an FTA with the United States, and the United States proposed the Enterprise for the
Americas Initiative, which envisages a hemispheric FTA.

The prospect of a Western Hemisphere Free Trade Area (WHFTA) presents both opportunities
and dangers for Latin American countries. There is opportunity for improving economic performance
and accelerating growth if (a) the WHFTA results in further liberalization of world trade and access to
markets for Latin American countries, and (b) appropriate domestic economic policies are in place to
permit domestic producers and consumers to avail themselves of the opportunities presented by such an
WHFTA. There are dangers if (a) the net result of regional integration arrangements is the emergence
of trading blocs that degrade the world trading system, or (b) countries fail to adopt economic policies
compatible with liberalized trade.

This paper assesses the possibilities and dangers of a WHFTA and considers the kinds of policies
Latin American countries could adopt to provide the maximum scope for gains under a WHFTA. The
first section lays out the framework of analysis and indicates ways a country’s trade regime affects its
economic performance and prospects, the role of domestic economic policies in affecting trade, and the
sorts of FTAs that would tend to improve economic performance.

The second section then considers those aspects of an FTA that will be most crucial from the
viewpoint of the Latin American countries in shaping future trading arrangements. These range from the
symmetry of trading relations to such important but technical issues as rules of origin and dispute-
settlement mechanisms.

The third section focuses on domestic economic policies and the ways a country’s policies are
likely to affect the outcome of an FTA, and a final section summarizes, noting the sorts of trade-offs that
Latin American countries may consider in negotiations over an FTA.

3. The reasons for this conclusions are several, and vary somewhat from country to country. Major factors
include (1) a harsher world economic environment that is no longer so permissive of slack economic policies; (2)
related to that, the shrinkage in the availability of foreign capital; and (3) the belief that import substitution is either
a "failed strategy" or one that has already delivered whatever it could toward economic growth.
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A Framework for Assessing Alternative FTAs

To analyze the potential of FT As from a Latin American perspective, the first question to address
is the role of trade in facilitating Latin American economic objectives. Then attention turns to ways an
FTA might facilitate or impede the contribution of trade to achieving those objectives.

For present purposes, it is assumed that Latin American economic objectives are to achieve higher
living standards and real rates of growth of their economies. It is well known that these are but means
to ends, and that in fact economic objectives are far more complex. However, most other objectives are
functions of domestic economic and other policies, and little affected by trading opportunities. As such,
it seems appropriate to analyze the problems and potentials of alternative forms of FTAs according to
their impact on economic efficiency and growth.

The Role of Trade in Development

By the late 1980s, there was a consensus that an outer-oriented trade strategy can produce much
more rapid and sustained growth than can import substitution. While many questioned the ability of
politicians to carry out the transition from import substitution,* few doubted that the payoff could be
large for a country that successfully makes the transition. Historically, first Korea, Taiwan, Hong Kong,
and Singapore, and later Thailand, Turkey, and Malaysia, were sustaining unheard-of rates of growth
through an outer-oriented trade strategy and domestic economic policies supportive of that strategy.
Meanwhile, countries that had persisted in import-substitution experienced major slowdowns in growth
and falling living standards often accompanied by rapid inflation and major difficulties in servicing debt.

To analyze the potential of an FTA, important dimensions to consider include the ways an outer-
oriented trade strategy has contributed to economic growth in the successful countries.® The answer has
to do in part with the shortcomings of import substitution: the small size of the domestic market, the
inevitable tendency for heavily protected firms to become high-cost in the absence of sufficient
competition, the inability to use comparative advantage, and the consequent necessity to move
increasingly into capital-intensive industries with their associated high costs and low incremental output,
and the economic consequences of foreign exchange shortages.

But for present purposes, the more important part of the answer has to do with the benefits of
an outer-oriented trade strategy. These include phenomena associated both with the competitive stimulus
to exports and access of domestic firms to imports from abroad. On the export side, it is evident that
the payoff from adopting an outer-oriented trade strategy will be greater, the more open the world

4. For an analysis of the political economy of trade liberalization and other economic policy reforms (many of
which are essential if trade liberalization is to have the desired effects), see Bates and Krueger (forthcoming),
Nelson (1990), and Michaely, Papageorgiou, and Choksi (1991). The vested interests that build up under import
substitution are sure to object to reforms, and political opposition has often led to reversal of reform programs
before their benefits could be realized. That the payoff for successful liberalization can be enormous is unquestioned.
For a comparison of Korea (which liberalized in 1960 when its per-capita income was less than one third that of
Turkey) and Turkey (where import-substitution continued to 1980), see Krueger (1987).

5. The reasons can only be briefly summarized here. For further analysis, see Bhagwati (1988).
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economy is to a country’s products. In that regard, it is always easier to capture market share in the
context of rapid growth than when new entrants must compete with existing suppliers for business. Many
consider the rapid expansion in the international economy a major factor at the time Korea and Taiwan
were beginning their outer-oriented trade strategies. Once incentives were in place for exporting,
domestic firms had little difficulty finding overseas markets.

The benefits of increased efficiency of resource use and economic growth of an outer-oriented
trade strategy are also clearly greater when the size of the domestic market is small and a country’s
resource endowment diverges significantly from the median of the world economy. Small domestic
markets generate large benefits from liberalizing trade because of the increased impetus to economic
efficiency that arises from competitive forces after liberalization, and firms with small domestic markets
are likely to have high fixed costs.® It is widely believed that increased competitive pressure is also
important in driving down costs, although empirical evidence on this point is sketchy.’

On the import side, once trade is liberalized and foreign exchange freely available, firms have
access to low-cost sources of supply. This can be cost-reducing both directly and indirectly, and in
addition provides an economic way of advancing technical knowledge.® It also permits domestic
producers to compete with firms in other countries with access to these same low-cost inputs. This is
vital if there is to be rapid export growth, not only because it helps keep down exporters’ costs directly,
but also because it permits better quality control, a necessity for international acceptance of products.

Role of the International Economy in Development

Much of the benefit from shifting to an outer-oriented trade strategy (and the other economic
policies necessary to ensure its success) comes from the impact on the domestic economy: increased
competition induces firms to reduce their costs and improve quality; domestic pricing of imports to reflect
their foreign prices permits a more rational allocation of foreign exchange; and information flows about
innovations and improved techniques abroad appear to thrive when trade policies are liberalized.

However, the benefits of trade liberalization increase with greater access to markets in other
countries enjoyed by domestic exporters and the more rapid the expansion of the international economy.
When there are few barriers to new entrants, those domestic producers who believe they could profitably
export are much more likely to take the risks of establishing new markets than when there are trade
barriers either in place or likely to be erected if exporters are successful.

6. In recent years, international trade theory has moved away from reliance on models in which there is perfect
competition to models in which markets are imperfectly competitive in the Chamberlain sense of the term. For
producing differentiated products where there are given fixed costs and constant marginal costs, it is easily shown
that the gains from economic integration include not only a larger variety of products but also a larger volume of
production over which to spread fixed cost. See Krugman (1979) for an exposition.

7. See Levinsohn (1991) and Krueger and Tuncer (1982) for two studies generating this result, however.

8. See Grossman and Helpman (1991) for an analysis of the reasons why an open economy may facilitate more
rapid growth through mechanisms that rely in some essential way on research and development and innovation.
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Likewise, even when there are no barriers to new entrants, newcomers find establishing
themselves much less difficult when the overall size of the market is growing and they can increase their
sales and market share out of market expansion, than when the overall size of the market is stagnant or
growing slowly and they must win customers away from existing suppliers.®

Moreover, the extent to which it is profitable to shift resources toward exporting industries will
depend on opportunities for exporting; the greater the resource shift toward those lines in which the newly
liberalizing countries have comparative advantage, the greater will be the gains that arise from altering
policies and shifting to an outer-oriented trade strategy.

The ideal situation for developing countries in the process of trade liberalization would be an
open, multilateral world trading system coupled with healthy growth of the world economy. Openness
combined with growth would provide the assurance that market access would persist and thus induce
domestic producers to respond to incentives for becoming competitive in international markets.

How then can FTAs affect prospects for developing countries? In an ideal world, they would not.
All countries would practice free trade.” In the current climate, however, FTAs can contribute if they
enhance prospects for market access in important markets and do not undermine the open multilateral
trading system. Put another way, countries whose own economic policies are already highly liberal can
gain through FTA arrangements if those FTAs are “GATT-plus” and provide greater assurances that
successful exporters will not find protectionist trade barriers erected against them in important markets.

The Costs of Regional Trading Blocs

Suppose that instead of forming a trading arrangement that is GATT-plus, European, Asian, and
Western-Hemisphere countries all form regional trading blocs. What would be the likely consequences
for the world trading system?

Answering the question precisely is difficult for a variety of reasons. Much of the assessment
of potential damage to developing countries depends on how one views the prospects for evolution of the
world system once trading blocs have formed. The initial formation of trading blocs would presumably
be only the start of increasing trade friction—and trade barriers—between regions. If trade frictions
mounted over time, one can imagine two outcomes: either each region would erect increasing barriers
against imports from the other, or the costs of this outcome would be seen to be so great that
representatives of the countries in the various regions would find ways to reinstitute and strengthen the
open, multilateral trading system.

9. In fact, although the rate of growth of economic activity and the height of protection are logically separate,
the political economy of protection tells us that trade barriers are related to stagnation. If existing suppliers are
domestic firms and new entrants must establish themselves at the expense of those suppliers, the response is often
to seek increased trade barriers against imports.

10. To be sure, there would be domestic interventions to correct domestic distortions, and there might be infant
industries subject to temporary production subsidies. The only case for a border intervention on grounds of national
welfare is monopoly power in trade: even then, the likelihood of retaliation reduces the scope for gain through that
policy, and in any event, it is world-welfare reducing.
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Whether or not the increasing costs of trade barriers prompted renewed interest in strengthening
the GATT, the costs to developing countries of the formation of trading blocs that were protectionist vis-
a-vis the rest of the world would be of two kinds. The first would be of the trade-diversion type
described below, the costs of which increase as the height of trade barriers to countries not in the regional
group rises. The second would be the slower growth in demand for exports of any given country because
the growth rate of world trade and GNP would inevitably slow down with increasing trade barriers.

During the 1950s and 1960s, the industrialized countries grew at an average annual rate in excess
of 4.5 percent, and world trade grew at an average annual rate of 9 percent.!” During the 1980s, real
growth of the industrialized countries slowed to about 2.75 percent, while the growth of world trade
slowed to about 5 percent. Although it is a very rough calculation, one might take that difference as
indicative of the order of magnitude of difference that trade liberalization makes to world economic
growth.

If, therefore, the world were to enter a period of increasing protectionism between regions, one
could expect a rate of growth of world trade of less than 5 percent, while if instead the open multilateral
trading system and trade liberalization prevails, one might witness the return to 9 percent-10 percent
annual growth in the volume of world trade. For developing countries, slow growth of world trade
would imply no more rapid growth of exports than 6 percent-7 percent annually,'> with the most
successful countries experiencing growth rates between 10 percent and 15 percent. That contrasts with
Korea’s and Taiwan’s 40-percent annual growth of exports in the 1960s, and Turkey’s 25-percent annual
growth of exports in the 1980s. By contrast, if world trade and output, spurred by continuing trade
liberalization, could resume the growth rates of earlier decades, developing countries as a group could
experience 9 percent-10 percent annual growth of exports with little disruption of developed countries’
markets.”® That would permit the high flyers among the developing countries to achieve growth rates
similar to those of Korea and Turkey in earlier decades.

Since rapid export growth can contribute significantly to developing countries’ growth, one has
to conclude that the difference between an average 6 percent to 7 percent growth and an average 9-10
percent growth of world trade could make a difference of at least 2 percentage points on the potential
growth rates of developing countries undertaking policy reform and adopting outward-oriented trade
strategies.

11. Intra-European trade grew more rapidly than European trade with the rest of the world. However, European
external trade barriers also fell sharply so that European trade with the rest of the world still grew at an above-
average rate.

12. Because it is impossible to estimate how protectionist each trade bloc might become if trade frictions mount,
it is not possible to quantify the extent to which developing countries’ export growth would be restrained. The
numbers given here are illustrative of orders of magnitude, and are certainly not "worst-case" scenarios. They
nonetheless indicate the vital importance of maintaining an open multilateral world trading system.

13. It is much easier to break into a rapidly growing market than it is to enter a stagnant one. If orders must
be gained at the expense of existing producers, protectionist pressures rise sharply in developed countries. If,
instead, new markets can be found because incomes are growing, exports can increase substantially and market share
increased without causing a decline in production and sales for existing producers.
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Beneficial and Harmful Regional Arrangements

Regional trading arrangements can be beneficial or harmful depending on the degree to which
producers are induced to shift from lower-cost to higher-cost sources (trade diversion), the extent to
which reduced trade barriers permit greater economic efficiency in production (trade creation), the extent
to which the FTA involves joint trade liberalization, and the ways in which other side-effects of a trading
arrangement (increased competition, assurance that trade liberalization will endure, weakening or
strengthening of the multilateral trading system) affect individual signatories to the FTA.

Perhaps this is best seen by examining the ways an FTA could negatively affect a country.
Thereafter, an overview of the main features of FTAs is provided, and the ways in which each of them
can affect the benefits and costs of an FTA agreement are considered.

Detrimental Regional Arrangements

Regional arrangements will be more detrimental, the more any increases in trade originate in
commodities that were previously imported from countries outside the FTA (trade diversion) and the
higher the tariffs to which those commodities were subjected.

Suppose, for example, that prior to formation of a United States-Mexico FTA, the U.S. imports
clothing from Asia subject to a 25-percent duty, while Mexico imports chemicals from Germany with a
50-percent duty. After the FTA, the U.S. finds Mexican clothing (which can enter the U.S. market not
subject to duty) 5 percent cheaper than Asian clothing (on which there is a 25 percent duty), while
Mexicans find American chemicals (which can enter duty-free) 10 percent cheaper than German
chemicals. The cost differential would, of course, be due to the absence of the tariff, and in each case
the imports would be coming from a higher-cost source after the FTA than before its formation. Thus,
the real costs of clothing imports to the U.S. would increase 20 percent and the real costs of chemical
imports to Mexico would increase 40 percent.

Trade diversion can occur only when a country is originally importing from a third country: if all
production is domestic and then imported from the partner country after the FTA, then trade creation is
occurring. Note that trade diversion necessarily harms the importing country, but might provide a benefit
to the exporting country. Thus, an FTA in which there was trade diversion of American imports from
East Asia to Latin America, but no such diversion of Latin American imports, could be harmful to the
United States and beneficial to Latin America.'

Most analyses of FTAs focus on potential trade diversion as the major cost of such an
arrangement. However, other considerations suggest that an FTA might have more negative effects than
suggested simply by the sorts of direct trade diversion discussed above. In the case of Latin America,
one risk is that trade might initially be diverted from, say, Korea to Mexico when Mexico joins the FTA,
and then diverted again from Mexico to Brazil when Brazil joins. To a degree, this is already happening

14. In effect, if the U.S. shifted to Latin American from Asian sources because imports from Latin America were
duty-free, it would be equivalent to an improvement in the terms of trade confronting Latin America. It should be
noted that trade diversion will occur only when the differential between the low-cost exporter’s price and the FTA
member price is less than the tariff on the good in the importing country.
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with respect to the countries that became eligible for preferences under the Caribbean Basin Initiative
(CBID): once it was known that the United States and Mexico would enter an FTA, some of the firms that
had been induced to invest in the Caribbean countries because of CBI preferences shifted their activities

to Mexico.?

There is one particular variant of trade diversion that could be costly for some Latin American
countries. It is possible (and perhaps even likely) that some industries will spring up in response to
preferential treatment that could not survive at free trade. If, for example, Colombia and Venezuela were
to enter into a free trade agreement, it might pay producers in Venezuela to establish production of a new
industry to compete in the two countries behind their tariff walls. Should Colombia subsequently
liberalize trade multilaterally, the newly established Venezuelan industry could falter. This sort of trade
diversion would be costly inasmuch as new investible resources would first be pulled into the industry
and then rendered uneconomic. In addition, protection in the partner country’s market may provide
shelter for domestic firms from international competition, and thus be subject at least to some extent to
the same difficulties as the import-substitution strategy.

Another potential cost to Latin America relates to domestic content requirements. These are the
percentages of value added that must originate within the FTA in order to be eligible for duty-free
treatment by the partner country. Domestic content requirements could induce domestic producers to
shift their purchases of needed inputs from low-cost, third-country sources to higher-cost sources at home
or in the partner trading country; this can affect costs and quality, and hence competitiveness in export
markets.

Finally, when FTAs are sectoral (see below), they may simply enable the trading partners to
perpetuate their protectionist policies and subject their domestic politicians to further protectionist
pressures.

Beneficial FTAs

No FTA is going to be entirely trade-diverting. The more a country’s imports already originate
with an FTA partner and the lower its trade barriers prior to an FTA, the less costly trade diversion is
likely to be. There is no question, however, that there are potential pitfalls of regional FTAs, although
they can be avoided by unilateral trade liberalization.

When regional trading arrangements are among “natural” trading partners, the likelihood of gains
from FTAs increases. Because each partner is already importing from the other, it is assured that the
partner is a low-cost source of supply for the items being imported. For those commodities, removal of
tariffs is almost guaranteed to result in gains for member countries.!6

The pitfalls of regional arrangements are also smaller, and the potential gains greater, when the
potential entrant to an FTA already has very low levels of protection. Indeed, the ideal arrangement

15. Financial Times, August 20, 1992, p. 3. See the further discussion of the CBI and trade diversion below.

16. Hamilton and Whalley (1985) found that tariff removal by a trading partner constituted the largest source of
gain for countries forming regional trading arrangements.
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would be for a potential entrant to be practicing free trade, and to enter into an FTA with another country
for purposes of achieving greater assurance of market access, and greater integration of markets, than
can be achieved simply by removing all trade barriers.

Thus, the European Community’s move toward a “single market” was taken after internal tariffs
had been reduced to zero and external tariffs, and tariff-equivalents of quantitative restrictions, were very
low. Issues addressed were those that could further integrate trade: members agreed to accept each
others’ standards for most industrial commodities, thereby avoiding the need for duplicate inspections and
the paperwork associated with them, as well as different makes and specifications for different European
markets.

Moreover, in circumstances where trade barriers are already very low, an FTA can serve as a
“commitment” to investors that trade policies will remain liberalized. This can be an important source
of gain for countries that have recently reformed their trade and payment regimes; a major source of
difficulty in the transition to an outer-oriented economy can arise if investors are hesitant because they
fear that the newly liberalized trading regime will not persist. In those circumstances an FTA may
accelerate and increase the benefits of an outer-oriented trade strategy.

FTAs can also be beneficial, even for existing trade levels, when they result in trade liberalization
for commodities where comparative advantage exists. Thus, if Mexico is already exporting clothing to
the United States that is subject to a 25-percent import duty, and if the FTA results in the (gradual)
elimination of that duty, Mexican producers stand to gain by that liberalization.

There is one additional circumstance in which an FTA may prove beneficial. When a “natural”
trading partner of a small, open economy becomes increasingly protectionist vis-a-vis the rest of the
world, formation of a regional trading arrangement may provide “insurance” that any increase in
protection will not adversely affect the small open economy. That was certainly a motive for Canada to
form the Canada-United States FTA.” Even then, the precise structure of the agreement can
significantly influence the amount of “insurance” obtained through FTA formation.

Assuring a Beneficial FTA

Discussion of the domestic economic policies that are likely to benefit Latin American countries
joining FTAs is deferred to the next section. Here the focus is on aspects of FTA arrangements that can
reduce the risk of countries entering arrangements that result in economic losses.

A good starting point is to note that “natural trading partners” are potentially better members of
an FTA than are those in which there are few (or, as in the extreme example, no) commodities of which
each is the low-cost external producer for the other. An FTA with the United States makes a great deal
of sense for Mexico,!® for example, because the U.S. is the low-cost source for about 70 percent of

17. See Rugman and Anderson (1987).

18. Since this paper is addressed to a Latin American audience, the issue of whether the United States would
benefit is not addressed here. Note that, at least in the case of Mexico, trade diversion could represent a potential
cost to the U.S., whereas there are fewer items for which Mexicans are likely to substitute high-cost U.S. sources
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Mexico’s imports. Mexico in effect reduces its tariffs and quantitative restrictions on imports from its
low-cost source and in addition benefits from reduced U.S. trade barriers to imports from Mexico.
Mexico’s tariff rates are also very low, which means that there can be few items for which the regional
preference shifts sources to the U.S. because of the margin of the tariff."

For other Latin American countries, the share of trade with Canada and the United States is less
than Mexico’s. Nonetheless, it is significant, and if tariffs and other trade barriers are already very low
or nonexistent, the potential for gain through joining a Western Hemisphere FTA may be substantial.
Also, the United States has relatively low tariffs, and the costs of shifting to a higher-cost source will be
smaller than if tariffs were higher. If the FTA provides reasonable insulation against American
administered protection, and if it meets the desiderata discussed below, it can increase producer
confidence that export markets will remain open and hence encourage domestic and foreign investment.
It can therefore also contribute to accelerated economic growth.

However, the extent to which an FTA can accomplish this depends both on the extent to which
it is GATT-plus (rather than a move away from the multilateral trading system toward trading blocs) and
on some technical aspects of the agreement. It is to these latter that we now turn. Several items need
to be considered: (1) the extent to which all members of an FTA are on an equal footing and potential
entrants may join, (2) the degree to which the arrangement is a uniform, across-the-board agreement, as
contrasted with sector-specific arrangements, (3) the restrictiveness of rules of origin, and (4) the extent
to which the agreement provides protection against “administered protection” and other nontariff trade
barriers.

1. Equality of members and access to membership. An ideal GATT-plus arrangement would be
one in which members subscribed to all the GATT codes, subscribed to further trade-liberalizing
measures among themselves, and agreed to permit as new entrants any other countries that will
adhere to the same agreements on the same terms.

While in practice the ideal cannot be fully attained, a regional trading arrangement that does not
envisage new membership on equal terms with existing members (perhaps after a period of transition)
has a number of drawbacks. From the perspective of trading partners with the United States, there was
for a time a risk of a “hub-and-spoke” system.?’ It appeared that the U.S., having formed an FTA with
Canada, might form a separate bilateral FTA with Mexico and other separate bilateral arrangements with
other Latin American countries.

for lower-cost East Asian or European ones.

19. Mexico currently has quantitative restrictions on some major agricultural commodities which are quite highly
protected. Those commodities are primarily temperate grains, in which it would appear that the United States is a
low-cost producer. To the extent that Mexico opens up grain imports, its long-run gains will be greater since the
U.S. is probably a low-cost supplier and, in addition, resources can be more productively used in Mexico.

20. Wonnacott coined the phrase to describe a situation in which a central trading partner had duty-free access
to imports from a large number of countries, but each other country had duty-free access only to the central trading
partner’s products. As Wonnacott pointed out, such a system would give producers in the central country a cost
advantage whenever low-cost components and parts subject to duties were sourced in more than one country. See
Wonnacott (1990).
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As Wonnacott noted, a hub-and-spoke system would work to the disadvantage of producers in
all countries except the center (unless, of course, the partner countries made their imports duty-free).
Producers in the hub country would have duty-free access to intermediate goods from whichever partner
were lower-cost, whereas each partner would have duty-free access only in the hub-country market.”!
That in itself is reason enough to conclude that a beneficial FTA would be multilateral, rather than
bilateral.

There is, however, (as already mentioned) a second potential source of difficulty when access to
an FTA is uncertain. Investors may begin production in a country belonging to an FTA because of the
tariff margin of preference. If another country subsequently joins the FTA on the same or even more
favorable terms, investors may be tempted to shift production to the second country. One could,
therefore, build in instability to foreign investment if accession of other countries were uncertain.

This trade and investment diversion has already been a source of concern for the Caribbean
countries.”? The United States extended unilateral duty-free preferences to those countries (over and
above GSP treatment) in 1983, and factories were subsequently built to take advantage of that status.
When the negotiations for an FTA with Mexico were announced, the beneficiaries of Caribbean Basin
Initiative preferences protested, and several potential foreign investors shifted to Mexico in anticipation
of the new FTA. In a similar way, Mexico will face the risk that some lower-cost source will
subsequently form an FTA and divert trade and production. This would not only constitute a waste of
resources, but would also lead to misunderstandings unless it is recognized in advance that new members
will accede to the FTA on similar terms.?

If investors know that there can be other entrants to an FTA, investment and production decisions
will be more firmly based on sound cost evaluations than if these issues are not resolved. Since the
ultimate objective is an open, multilateral trading system, a more open FTA accessible to all who
subscribe to its conditions is desirable and should be part of the initial agreement.?

Considerations suggesting equality of treatment and terms of accession also point to a potential
danger of some FTAs: there is a considerable risk that when trade-diverting investments are made
because of an FTA, the investors in those industries then become opponents to any further trade
liberalization.

21. To be sure, this disadvantage would disappear if a country reduced its tariffs to zero.
22. See Krueger (1993), Chapter 7, for a full description.

23. Reaching an understanding on the potential for East Asian exporters to join the FTA will be especially
important, in light of their competitive position vis-a-vis Latin American countries. On economic grounds, diversion
of trade from lower-cost to higher-cost sources is not efficient. Moreover, it is arguable that in the longer run it
is not compatible with healthy economic growth in the countries to which production and trade are diverted.

24. It can be argued that the Canadians lost out by assuming that theirs would be the only FTA formed by the
U.S. As such, they negotiated for some items, the value of which to them may be significantly reduced as a
consequence of other FTA arrangements. See Wonnacott (1991) for an analysis.
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This should be a source of concern in regional arrangements such as MERCOSUR that have been
entered into presumably as a step toward fuller regional integration. Insofar as MERCOSUR provides
producers with a larger protected market behind high walls of protection, the opposition to removal of
that protection will be even greater in the future, especially if new industries spring up behind protection
levels higher than would be consistent with entry into WHFTA.

2. Across-the-Board vs. Sectoral Arrangements. An FTA is more likely to be beneficial, the
more it is compatible with uniform, across-the-board incentives and the less scope it leaves for
government policies to affect the relative profitability of alternative activities. The more activities
there are that are singled out for special regimes within an FTA—such as autos, coastal shipping,
“cultural activities,” agriculture, and oil—the less will the FTA be trade-liberalizing and the
smaller its potential benefits.

Even if there are concerns about the ability of particular sectors to adjust, it is probably preferable
to have a slower but uniform schedule of transition to duty-free entry, rather than to single out particular
sectors for special treatment for an indefinite period.

Not only is bargaining for special provisions for individual sectors likely to strengthen domestic
special interests, but it also opens the door for protectionist pressures to operate in the counterpart
country. Thus, while there may be particular concerns about Caribbean ethanol, for example, it should
be remembered that the quid quo pro for special treatment of that activity is likely to be special treatment
of an activity or sector in the partner country. Moreover, once such treatment is accorded to a sector,
other pressure groups will demand similar treatment.

One of the main benefits of a WHFTA should be to provide assurances against further
protectionist pressures in the United States. This would enable Latin American producers to undertake
promising investments with assurances that they will not encounter newly erected trade barriers if they
are successful in achieving low-cost production. One of the objectives of a WHFTA should therefore be
to provide the minimal possible scope for protection; that, in turn, implies that there should be as much
across-the-board, and as little sectoral, arrangement as possible.

3.  Rules of Origin. FTAs and customs unions both have rules of origin to determine what products
are and are not eligible for preferential treatment under the trading arrangement. Unlike customs
unions, however, FT As permit individual members to maintain their own external tariffs and thus
permit different tariff levels between countries.

The higher the percentage of content required by rules of origin, the more disadvantageous the
arrangement. This is more so, the less industrialized and smaller the country and the higher the trading
partner’s tariffs. To see this, imagine a labor-intensive assembly process in a small developing country
where most inputs are imported, processed, and assembled domestically. Assume further that these inputs
are imported pre-FTA at zero duties, that domestic costs of assembly constitute 35 percent of the export
price, and that the assembler is already a low-cost supplier exporting to the rest of the world. If the
center country has a tariff of 10 percent, and the FTA requires 50 percent local content to be eligible for
importation duty-free, the assembler would have several choices: he could export to the partner country
but have his product subject to the duty; he could substitute domestic (presumably higher-cost)
components for previously imported ones; or he could import (again, presumably higher-cost) components
from the partner country. If length of production run is a consideration in the producer’s low-cost
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advantage worldwide, the firm would have either to shift completely to local sourcing, thereby raising
costs, or have two production runs, one with the FTA-sourced components to meet the 50-percent
requirement, and one with foreign-sourced components for third-country markets. This would also raise
COsts.

It may be noted also that the higher the rule-of-origin domestic content requirement, the more
costly it can be to local producers relying on imported parts and components from non-FTA countries.
Similarly, the higher the importing country’s tariff to non-FTA members, and the larger the share of the
importing country in the total exports of the assembler, the greater the costs will be. While there is little
that Latin American countries can do about North American tariff rates, they can negotiate for more
liberal rules of origin. These rules are far more important for small developing countries than they are
for large, advanced countries, and as such, higher FTA content requirements constitute protection to
producers within the FTA, especially the large industrialized country.

4. Dispute Settlement and Minimizing Liability Under Administered Protection. It has already
been noted that providing domestic producers with assurance that large importing countries will
not erect trade barriers against them is one of the major contributions an FTA can make to the
growth prospects of Latin American countries.

For a WHFTA, by far the largest importing country is the United States, so achieving as much
insurance as possible from U.S. protectionist measures should be a major objective of FT A negotiations.
Since in recent years U.S. protection has increasingly been “administered” in the form of antidumping
and countervailing duty provisions, a major objective of FTA negotiations should be to seek as much
insulation as possible from these measures.?

The Canada-United States agreement contained clauses that provided some insulation for Canadian
producers, and a joint tribunal for deciding cases in which there were disputes. It will be desirable to
extend these mechanisms multilaterally across members of WHFTA for three reasons. First, those
mechanisms are already in place. Second, there is considerable potential for confusion if rulings by
different dispute resolution panels are different. Third, a multilateral dispute-resolution mechanism will
provide a counterweight to the U.S., which has considerably greater bargaining power vis-a-vis any
individual country than it does vis-a-vis all other members of a WHFTA.

Ultimately, protection arising from unfair trade laws can be mitigated in two ways. First, the
United States could unilaterally abandon or reduce resort to these practices. As an alternative, signatories
to the FTA could negotiate common domestic fair-trade legislation that would obviate the political
pressures for these measures within the U.S. Until one or both of these paths is taken, administered
protection will remain a problem for partners in a WHFTA.

Domestic Economic Policies Compatible with an FTA

All of the issues discussed above are subject to negotiation at the time of entry to an FTA, and as
such are not entirely subject to the wishes of Latin American participants. Bargaining, by its nature, must

25. For an analysis of administered protection and how it operates, see Boltuck and Litan (1991).
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entail some giving in on issues of importance by both parties. While Latin American countries should
weigh the desirability of across-the-board arrangements, open accession provisions, liberal rules of origin,
and a flexible dispute settlement mechanism figure heavily in deciding on their negotiating stance, they
do not themselves control the precise form of a WHFTA.

By contrast, Latin American countries can alter their domestic economic policies in ways that are
conducive to greater gains from trade and provide at least some protection against possible inefficiencies
that might arise from trade diversion under an FTA. Two sets of economic policies require attention:
(1) the consistency of overall macroeconomic and exchange-rate policy, and (2) the openness of the
potential FTA member’s overall trade regime.

1. Consistency of Macroeconomic and Exchange-rate Policies. When two countries that trade
little with each other form an FTA or customs union, there need be little concern about
harmonization of any domestic economic policies: trade with the rest of the world dominates that
between the pair of countries. When, however, there is significant trade within the regional
agreement, the very existence of the arrangement obliges that economic policy be appropriate.
In addition, the openness of the overall trade and payments regime greatly influences the potential
for gain under an FTA.

Developing countries following policies of import substitution have in effect insulated their
economies from the rest of the world through import prohibitions and quantitative restrictions. They have
therefore often had exchange-rate policies that were inconsistent with their domestic macroeconomic
policies for significant periods of time. While the costs of those inconsistencies have been high, they
have not been nearly as great as would be the case under an FTA once quantitative restrictions are
removed and intra-FTA tariffs eliminated.

To maximize the gains from an FTA, each country will need to insure that its exchange rate is
realistic. Usually, when there are high walls of protection surrounding imports, removal of that
protection implies a surge of imports. To offset part of this surge and to encourage the expansion of
exports to finance the remainder, a change in the real exchange rate is normally essential. Without such
a realignment, import-competing industries face too much competitive pressure, and exportable industries
have insufficient incentives for expansion.

Once an FTA is in place with a realistic exchange rate, either exchange-rate (and interest-rate)
policy must compensate for inflation differentials, or domestic macroeconomic policy must assure a
domestic rate of inflation very close to that of partner countries.” Because imports may enter from the
partner country freely, a small difference in inflation rates at a fixed nominal exchange rate can lead to
large shifts in demand between domestic and foreign producers. The world was given a dramatic view
of the importance of exchange-rate policy when Germany adopted an exchange rate for unification that
left most firms in the East unable to cover even marginal costs at West German prices and the chosen

26. It is highly improbable that a meaningful FTA could be formed without full convertibility of currencies on
current account among trading partners. Individuals would have to be free to buy and sell in each others’ currencies
for the FTA to be meaningful. In turn, that implies that quantitative restrictions on imports could not be used to
bring about the desired balance between foreign exchange expenditures and receipts. For some Latin American
countries, this requirement would necessitate a significant change in exchange rate policy.
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exchange rate.” The same effects will occur between any new entrant to a WHFTA and the United

States and Canada should exchange rates initially be incompatible with the current price and cost
structures in the partner countries. And even when they are compatible, it will be essential to keep them
that way, and this stability will require either convergence of inflation rates or very quick adjustment of
the exchange rate to inflation differentials.?

It is likely to be desirable for FTA members to bring about capital-account convertibility fairly
rapidly.”? Whether they do so or not, however, it will be essential that nominal interest rates in member
countries reflect inflation differentials: if they do not, the opportunities for shifting monies to the country
with the higher expected real interest rate are simply too great once trade is fully liberalized. Exporters
may delay repatriation of their receipts, and importers may alter the timing of their payments; citizens
can choose the timing of their travel; and a thousand other ways will be found to transfer resources to
the place where the real interest rate appears higher. To attempt to control these transfers by regulating
exports and imports is inconsistent with an FTA and essentially obviates any possibility for a successful
outward-oriented trade strategy. Effective controls are simply too costly.

Hence, both exchange-rate and interest-rate policies must be firmly based on realistic expectations
about domestic monetary and fiscal policy. Since all policy makers tend to err in the direction of
optimism, it is probably desirable that countries joining an FTA initially opt for a crawling-peg exchange
rate where it is expected that adjustments will cover inflation cost differentials and may also be used to
bring the real exchange rate to a realistic level, and for an interest-rate regime consistent with anticipated
inflation and exchange-rate behavior. Then, when domestic macroeconomic policy has achieved
convergence of inflation rates, a crawling peg can, first de facto and then de jure, become a fixed
exchange-rate regime.

2. Other Domestic Economic Policies. It has been repeatedly emphasized that the lower a
country’s tariffs and other trade barriers at the time of joining an FTA, the greater the potential
for gain and the smaller the potential for harm. Since FTAs constitute part of the trade regime,
it is not surprising that the nature of protection is perhaps the most important single economic
policy that can affect the benefits and costs of joining an FTA.

However, all of the other policy changes normally associated with “policy reform” and structural
adjustment in developing countries can increase the benefits accruing from an FTA. Reviving and
insuring adequate infrastructure in ports, domestic transport, communications, and power are essential
both for domestic economic growth and for permitting those with sufficiently low costs to be able to
succeed in export markets.

27. See Akerlof et al., 1991.

28. There need not be full capital account convertibility for this proposition to hold. Indeed, a major concern
is—and should be—that current levels of production may be needlessly disrupted, even in industries with strong
comparative advantage, if the exchange rate is not realistic.

29. Capital account convertibility means the right of anyone (domestic or foreign) to ask for, and receive, foreign
currency in exchange for local currency at the prevailing exchange rate. For technical definitions, see Yearbook of
Exchange and Trade Restrictions, 1992, The International Monetary Fund, Washington, D.C. Most developed
countries’ currencies are convertible for both current and capital account transactions, usually without restriction.
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A first prerequisite of an FTA is a consistent set of exchange-rate, macroeconomic, and interest-
rate policies. That insures that gains are possible, and that avoidable damage to domestic production and
employment will not occur. The second prerequisite is removal of trade barriers to insure that trade
diversion will be minimal and that membership in the FTA will be consistent with an overall outward-
oriented trade policy. That in itself is, of course, growth-promoting. This last set of policies regarding
infrastructure is not, strictly speaking, necessary to FTA membership, but it certainly affects the size of
the gains that can be realized from a more outward orientation and FTA membership. There is little
benefit from exporters’ realizing lower costs if their shipments will be detained for unpredictable and
variable periods by delays in domestic transport or at port. Reliability and speed of communications
between suppliers and buyers are essential for success in selling most modern industrial goods. Similarly,
a 10-percent reduction in the costs of domestic shipping can be more valuable to potential exporters than
a change in the real exchange rate, affecting as it would both their costs of inputs and their receipts from
exports.

Appropriate attention to domestic infrastructure is essential for a resumption of growth. The
payoff for investing in appropriate facilities can, however, greatly increase in the context of an assured
open international market.

Negotiating an FTA From a Latin American Perspective

Given the importance of Canada and the United States in world trade, it is very likely that Latin
American countries will experience net trade creation as they join an FTA and simultaneously benefit
from assurances that U.S. and Canadian markets will remain open to them. The challenge in negotiating
an FTA is to assure maximum openness of Canadian and U.S. markets (as well as other Latin American
markets). That in turn implies the necessity for an across-the-board arrangement to prevent special-
interest groups in partner trading countries from pressuring for particular arrangements for their sectors.

As the preceding sections make clear, Latin American countries that have already liberalized their
trade regimes and stabilized their macroeconomic and exchange-rate policies stand to gain the most from
joining a WHFTA. Trade liberalization takes priority: if macroeconomic stabilization is gradual, a
consistent crawling-peg exchange rate policy can enable an FTA to provide gains even as macroeconomic
stabilization proceeds; by contrast, without prior trade liberalization the adjustment costs of an FTA will
be greater, as will the potential for trade diversion, once an FTA is formed. Moreover, countries that
have liberalized their trade regimes will themselves have fewer pressure groups seeking exemption from
the FTA if they have already liberalized their economies. That, in turn, will permit a stronger
negotiating position vis-a-vis pressures for negotiation sector by sector from other FTA members. In
regards to all economic policy measures, it is important that all economic policies immediately be based
in part on avoiding measures that will promote special interests that might oppose an FTA.

This is especially a consideration for subregional FTAs, for which there exists a real danger that
the low-cost regional producers will expand their capacity to sell within the regional FTA, and recognize
that they will lose that market if a hemispheric FTA is negotiated. Subregional FT As could be beneficial
if they accelerate the process of trade liberalization prior to entering a hemispheric agreement, but the
risks of building in new sources of opposition to an FTA (and strengthening opposition of existing
groups) are substantial.
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It is in the long-term interests of all Latin American countries to create a WHFTA that is open
and accessible to new entrants on roughly the same terms as those on which existing members entered.
It is in this connection that regional unity may well permit a better result for all than could be expected
from individual bargaining for particular terms for each country.

It is also important to negotiate as low a domestic-content requirement as possible within the
FTA, and to take domestic measures on such issues as health and safety standards that will preclude
restrictionist measures evoked on their account.

If an open, across-the-board WHFTA can be negotiated within the Western Hemisphere, and if
it strengthens the GATT and the open multilateral trading system, the opportunities for improved
economic performance will be great. More rapid economic growth throughout the hemisphere could
result and in turn spur increased trade within the region and with the rest of the world—much as in the
European Community in the 1950s and 1960s. The benefits from such a “GATT-plus” arrangement could
be substantial to all members and simultaneously contribute to the growth and stability of the open,
multilateral trading system.
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IS A GENUINE PARTNERSHIP POSSIBLE
IN A WESTERN HEMISPHERE FREE TRADE AREA?

Hans W. Singer

Free Trade Areas and the GATT
Trade Creation and Trade Diversion: Net Costs and Benefits

The chief debate surrounding free trade areas and regional trade blocs is that of trade creation
versus trade diversion. Regional blocs can lead to trade creation, in part by increasing trade within the bloc
and in part by increasing overall incomes and productivity within the bloc and hence leading to additional
demand for imports, including imports from within and outside the bloc. They can also lead to trade
diversion by reducing imports by countries within the bloc from countries outside the bloc, and by
diverting the resources of countries within the bloc away from exports to countries outside.

Trade creation increases welfare because it shifts production from less-efficient to the most
efficient producers within the free trade area (FTA). By providing larger markets for producers, it may
also bring increasing returns and new dynamic comparative advantages into operation.  This
growth-oriented rather than allocation-oriented aspect of a Western Hemisphere Free Trade Agreement
(WHFTA) would be of special importance to Latin American and Caribbean (LAC) countries. Trade-
diversion is welfare-reducing because it shifts production from efficient producers outside the FTA to less
efficient producers within the FTA. Given this dual potential effect, it is difficult to be categorically
confident as to whether FTAs increase or diminish welfare. Everything depends on the details of
arrangements within the FTA and on its policies and degree of openness toward outsiders.

FTAs and Multilateralism

The debate of whether trade creation will be dominant over trade diversion, or vice-versa, is linked
(although not always clearly) with the description of regional blocs as being either “stepping stones” to
global trade liberalization and trade expansion, or else becoming “fortresses” and thus acting as obstacles
to multilateral liberalization. This will depend on how the FTA is designed—in particular whether it
strictly complies with the General Agreement on Tariffs and Trade (GATT) rules under Article XXIV that
tariffs and other trade barriers against outsiders should not be increased and that the agreement must apply
to “substantially all” intrapartner trade. It will also depend on whether formation of the FTA takes place
in an international climate of progress toward multilateral liberalization or is adopted in response to
breakdowns and frictions that frustrate the pursuit of multilateral negotiations.

Given that the WHFTA proposal originally came at a time of great uncertainty and lack of
progress in the multilateral liberalization sought in the Uruguay Round, the GATT was clearly worried
about the potential trade diversion or other negative effects of a WHFTA, as indicated in its 1992 review
of United States trade policy. The GATT cites illiberal and protectionist features and tendencies in U.S.

1. The author gratefully acknowledges research assistance from Nicholas Georgiadis.
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trade policy (especially in antidumping action and countervailing duties, and unilateral actions under
Section 301) which it fears are indicators that WHFTA might be an instrument of trade diversion and
undermine the most-favored-nation (MFN) principle. On its part, the U.S. has reaffirmed its commitment
to a strengthened multilateral trading system (MTS) and clearly wishes the WHFTA to be considered a
stepping-stone toward such a system and an instrument of trade creation. Article XXIV of GATT, which
permits full free trade areas with 100 percent free trade within the area (although not partial regional
preferences—the logic of this is not entirely clear), is based on the latter assumption, i.e., that the free
trade area is formed in the context of movement toward global multilateralism as represented by GATT.

The trade-diversion effect will be especially important where there are structural or natural
limitations on the overall supply of export goods, for example, in the case of energy or other natural
resources. Trade diversion, by reducing incomes of countries outside, can then lead to trade reduction or
trade destruction. This danger is strongly reinforced if WHFTA provides incentives (or excuses) for Asian
and European countries and their regional groupings to adopt restrictive trade and investment policies. This
illustrates the importance of keeping WHFTA GATT-compatible, and making the negotiations transparent
for trading countries outside the WHFTA.

Pros and Cons for Latin America

From the point of view of LAC countries, the relationship between WHFTA and the MTS is
uncertain. Multilateral trade liberalization will dilute the benefits of WHFTA for LAC and also for North
American exporters to Latin America. On the other hand, multilateral liberalization will help LAC
exporters in third markets, and they will also benefit from a general trade expansion and rising incomes.
This is simply another “netting out” of pros and cons, and the results may be different for each country.
The future success or failure of the MTS is more or less a datum for LAC countries beyond their reach
of influence, and a scenario of no MTS and no WHFTA would be worse for Latin America than either
MTS and no WHFTA or WHFTA and no MTS.

From the Latin American point of view, the chief attraction of WHFTA and the MTS is that it
would prevent the marginalization that would result if the three big regional blocs in North America,
Europe (including Eastern Europe and continued preferential treatment of Lomé countries), Japan (with
the NICs and coming NICs in East and Southeast Asia) frustrate the MTS. This would be dangerous and
unfavorable for Latin America. If such marginalization were combined with continued slow growth of
the world economy, growing protectionism, continued debt pressure, and unfavorable terms of trade, the
outlook would be gloomy indeed. By contrast, the WHFTA appears to offer an escape, albeit a
second-best solution.

Difficulties in Predicting the Outcome

Dynamic Comparative Advantage

The problem of netting out the positive effects of trade creation and the negative effects of trade
diversion is one of the reasons why it is difficult to predict the ultimate impact of a WHFTA. Another

reason relates to the fact that the trade creation based on existing static comparative advantages is only
one part of the benefits expected from an FTA. The advocates expect equal or greater trade creation from
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the increase in efficiency of production and the development of new dynamic comparative advantages that
trade creation is expected to bring—longer production runs, increased specialization, investment in
specialized machinery, etc.—and the associated benefits of transfer of technology and increased
investment.

Such dynamic advantages are difficult to predict and impossible to quantify. The same is true of
the dynamic disadvantages and vicious circles that might follow in the wake of the harmful effects of trade
diversion or marginalization. Estimates of dynamic gains have been made in connection with NAFTA,
but their applicability to WHFTA is limited by the fact that the dynamic gains to Mexico arise in part
from the displacement of other Latin American exports that would not apply under WHFTA. These
dynamic comparative advantages are the most important for sustainable development. They are largely
created rather than natural. Thus it is crucial that LAC countries, not passively accept the opportunities
arising from location or natural resources. They must use the restructuring that will inevitably be required
for a WHFTA to create new dynamic advantages, as Japan and Korea have done. This will require
vigorous trade, industrial, education, training, and technology policies and careful selection of—and
concentration on—priority sectors. Such policies can and should be market-friendly, but they require more
than blind reliance on the market.

A Radical Change

The second reason why the ultimate effects of WHFTA are difficult to foresee is that it will be
a far greater change in economic trading relations than theories and economic models are able to deal
with. These tools are appropriate for dealing with relatively small changes in circumstances, not
revolutionary upheavals such as WHFTA, given its large scale and the fact that it is part of a trade,
investment, and debt-reduction package launched in 1990 under the Enterprise for the Americas Initiative
(EAI). WHEFTA is not really trade creation, but development creation.

Welfare Effects of WHFTA

The welfare-increasing and welfare-reducing effects of WHFTA must be carefully defined. A
WHFTA could be welfare reducing for the countries outside, but welfare increasing for the Western
Hemisphere. It could even be welfare increasing for some parts of the hemisphere but welfare reducing
for other parts, plus welfare increasing for some sectors but welfare reducing for others; such as welfare
increasing for large-scale modern producers within one sector but welfare reducing for small-scale
producers in another sector. In theory the net effect of gains and losses can be balanced by compensating
the losers (Pareto optimum). Such compensation arrangements are politically difficult to negotiate, and
the compensation process itself may set welfare-reducing forces into motion.

If the WHFTA becomes a “fortress,” the effects could be welfare reducing in the long run, even
in the absence of retaliation from Europe or Japan. The difficulty of predicting overall net effects is
heightened by making different assumptions about alternatives to WHFTA. [s the alternative the present
status quo? Is it a continuing multilateral liberalization? Is it strengthened or weakened regional
cooperation within Latin America? To what extent will Japanese and Western European investment flows
be diverted to Eastern Europe and the Commonwealth of Independent States? Will domestic opposition
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among more immediate losers in both North and South America be overcome in welfare-efficient ways,
or will it lead to distorting exemptions, injury clauses, and embittering trade disputes?

While different assumptions can be built into models constructed to forecast the impact of
WHEFTA, no model can correctly produce the actual future mix of economic and political circumstances
that will determine the outcome. Even at a future date we can never be sure: what would the situation
of LAC countries have been in the absence of a WHFTA, or with a differently constructed WHFTA?
Counterfactual evidence is notoriously difficult to pin down and open to subjective judgements. Thus,
if WHFTA is designed as a counter to possible West-East European or Japan-East Asian integration plans,
analysis will be based on a double counterfactual speculation, namely, (1) what would be the impact on
the Western Hemisphere of any such European or East Asian integration; and (2) what would be the
impact of WHFTA in an assumed world of European and/or East Asian integration? (The “and/or” in the
preceding sentence indicates the possibility of not one, but three counterfactual situations with which
Western Hemisphere countries could be faced.) Could WHFTA provoke the very European and/or Asian
bloc integration against which it may be designed as a defense? Will the existing preferential agreements
with nonhemispheric countries, under the GSP or otherwise, be maintained or modified while the WHFTA
is established? Would the alternative be increased U.S. protectionism? Will the FTA be accompanied
by increased aid or investment? The number of possible scenarios is large, and each change in scenario
will significantly alter the impact on Latin America.

Who will Seize the Opportunities?

The issue of trade efficiency adds to the difficulties of predicting the impact of WHFTA. It is
not simply a question of analyzing the new opportunities that may open to LAC countries in the North
American market and assessing their distribution among different LAC countries. The ability of different
countries to seize opportunities is another important factor, and the latter is far more difficult to predict
than the former. In the past, opportunities for manufactured exports were probably very similar for the
East Asian tigers as for Latin America, but the former proved to be better at seizing their opportunities
(and to some extent pre-empting them).

The Special Nature of WHFTA
Theory and Practice. Who Benefits from FTAs?

The “genuine partnership” (or “broad-based partnership,” as it is described in the letter to Congress
introducing the Enterprise for the Americas Act) proclaimed by former President Bush cannot be a
partnership of economic equals. It is an Enterprise for the Americas, not for America.

In theory, free trade areas may benefit weaker countries as much as, or even more than, the larger,
richer partners (the “small-country assumption™). This is supported by advocates of FTAs who put
emphasis on the resulting economies of scale that speed growth, a particularly important plus for the
relatively smaller and poorer countries. Poorer countries would tend to benefit as much as or even more
than the larger, richer partners since production would tend to move from high-cost regions to low-cost
regions and increase the amount of capital and the wage level in the low-cost regions. The result would
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be relatively higher growth of the less-developed countries and convergence of income levels within the
integration scheme.

However, this argument is founded on various simplifying assumptions: perfect competition, full
employment, constant returns to scale, and perfect mobility of factors of production across sectors. These
assumptions do not correspond with reality. To understand the nature of the problem requires going
beyond simplifications to observe that there exist a number of factors that are likely to cause relatively
less-rapid growth (or even decline) among the poorer members of an integration arrangement. Capital
may flow from poorer to richer areas because of their greater availability of economic infrastructure,
access to specialized services, proximity to large markets, greater relative development of capital markets,
and greater institutional and administrative capability.

Also, widening of markets due to trade liberalization in an integration scheme will often give
competitive advantages to the industries in the more advanced regions. Under these conditions, initial
differences in productivity and economic development can lead to “circular and cumulative causation” and
growing polarization between the members of an integration scheme: the creation and perpetuation of
inequalities that Hirschman calls “polarization” and Myrdal the “backwash.” Myrdal and Hirschman
believe that the play of market forces tends to increase, rather than decrease, inequalities between regions
in an integration arrangement. If, for instance, a region is not attractive for investment, it will tend to
enjoy less technological progress and benefit less from economies of scale than other regions; it will
become even less attractive for foreign investment. Furthermore, in order to take advantage of the positive
or “trickle-down” effects of the wider market, a poor region must have developed its infrastructure, human
capital, and administrative and institutional capability to a level that will allow the region to benefit from
growth stimuli from prosperous regions.

Political reality adds yet another dimension to the issue. Regional arrangements have
suffered—and sometimes fallen apart—because of dissatisfaction of weaker partners with a concentration
(real or imagined) of the benefits of the integration in the better-off countries. The real economic reason
for this is that the stronger countries have better infrastructure, technology, skills, transportation, and
industrial base to take advantage of new trading opportunities and larger markets as well as to withstand
intensified competition from abroad. They will also be more effective in negotiations to shape the FTA
agreement to take account of their national interests and in subsequent dispute settlements. It has been
suggested that the stronger partner will use superior bargaining strength and negotiating capacity to extract
“side payments” on other related matters.”

Unequal Partners in WHFTA

Labor productivity and per capita income. Labor productivity in manufacturing (measured by
value added per worker in 1990) in Latin America was less than one third of that in North America. This
difference was greater than that between labor productivity in Western Europe versus that in Eastern
Europe and the former USSR, where the differential is a little over 2:1, but less than that between Japan
and East and Southeast Asia, which is closer to 4:1. It should be one of the objectives of WHFTA to

2. G. K. Helleiner, Toward a New Regional Development Strategy for Latin America in the 1990s. Prepared for
a panel discussion at the Inter-American Development Bank Conference on Latin American Thought: Past, Present,
and Future, Washington, D.C., November 14-15, 1991.
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reduce this 3:1 differential. The discrepancy in per capita income levels is even greater, of the order of
7:1,

The labor productivity differential of Latin American countries versus the North American level
differs sharply between various sectors of the manufacturing industry. Based on 1990 data from the
UNIDO database, the overall differential is 3.3:1. The sectors that have a markedly more favorable
differential (and therefore should be in a good position to benefit from expanded trade opportunities under
the WHFTA) include textiles, leather and fur products, petroleum refineries, miscellaneous petroleum and
coal products, rubber products, iron and steel, and nonferrous metal products. By contrast, sectors in
which Latin American labor productivity is less than one fifth that of North America include food
products, tobacco products, wood and cork products, furniture and fixtures, various nonmetallic mineral
products, and nonelectrical machinery. These are the sectors which prima facie one would expect to be
adversely affected by WHFTA.

Without compensatory measures or a free flow of capital and labor, completely free trade between
two areas with such productivity differentials could widen the gap to the disadvantage of the weaker
partner. Free flow of capital was in fact emphasized by President Bush when he named investment as the
third pillar of his proposal, together with trade and debt reduction. (The vexed and explosive “hot potato”
of free movement of labor was not touched.) It can of course be argued that the productivity differential
between Latin America and North America is less important than actual progress in raising both
manufacturing employment and labor productivity in Latin America. But equally it may be true that
without some distribution of benefits favoring the poorer partner, the WHFTA proposal may not be
politically acceptable or sustainable in Latin America. Griffith-Jones, Stevens, and Georgiadis argue that
ancillary economic policies are necessary in WHFTA and propose a model of redistribution mechanisms
based on the experience of the European Community.’

Comparison with other potential blocs. North America would also be the larger partner in terms
of the volume of manufacturing employment (20 million versus 10 million). This is in sharp contrast both
to the situation in Europe, where manufacturing employment is in fact larger in Eastern Europe and the
former U.S.S.R. than in Western Europe, and also to the situation in East Asia, where manufacturing
employment in Japan is smaller than in East and Southeast Asia. As far as sheer weight of numbers is
concerned, the importance of the advanced “core” in relation to the “periphery” is greater in the case of
the WHFTA than in the two other potential blocs. This means that while the impact of WHFTA on North
American employment and the U.S. economy in particular may be small and submerged by other
economic trends and events, the impact on the LAC economies would be major and has to be carefully
analyzed and anticipated.

Export coverage. For the United States, the extension of the free trade area from Canada to the
rest of the hemisphere is a relatively small step in terms of export coverage, even including Mexico, from
21.0 percent by an additional 13.5 percent; whereas for the LAC countries the extension from Latin
American preferences to WHFTA is a very major step: overwhelmingly so for Mexico (from 7.6 percent
by an additional 66.0 percent) and Venezuela (from 9.0 percent by an additional 56.6 percent), and for
Brazil (from 12.9 percent by an additional 28.9 percent). From the point of view of the U.S., the big steps

3. SeeS. Griffith-Jones, C. Stevens, and N. Georgiadis, Regional Trade Liberalization Schemes: The Experience
of the ECC. IDB-ECLAC Project Working Paper WP-TWH-47, June 1993.
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in regional integration have already been taken. From the point of view of LAC countries, the big steps
are still to come.

Country diversity. One might expect the impact of WHFTA on individual LAC countries to
depend largely on the share of their exports to the United States and Canada. This is highest for Mexico
(66 percent), Venezuela (57 percent) and Ecuador (46 percent); considerable for Brazil (29 percent),
Colombia (41 percent) and Peru (32 percent); but low for Argentina (24 percent), Bolivia 817 percent),
Chile (19 percent), Uruguay (12 percent); and virtually nonexistent for Paraguay (4 percent). However,
it would be a very static assumption to make that countries would benefit from WHFTA in the same
order. On a different reading, a low share could be taken to indicate the existence of a large unused
potential that could reverse the order of benefit. Exports to nonhemispheric countries are over half of total
exports for Argentina (65 percent), Brazil (58 percent), Chile (67 percent), Paraguay (54 percent) and
Uruguay (61 percent); and under half for Bolivia (25 percent), Colombia (43 percent), Ecuador
(33 percent), Mexico (26 percent), Peru (49 percent) and Venezuela (34 percent). These figures could
indicate the various degrees by which LAC countries would be affected by any “fortress” developments
in WHFTA and possible retaliation by outside countries.

Imports from the U.S. also form the highest share of total imports in Mexico (66 percent) and
Venezuela (43 percent); range between 30 percent and 40 percent in Colombia and Ecuador; between
20 percent and 30 percent in Bolivia, Brazil, Chile, and Peru; and below 20 percent in Argentina,
Paraguay, and Uruguay. These figures indicate considerable variations in reliance on imports from the
U.S. Dependence on imports from outside the hemisphere is highest in Brazil (64 percent); between
40 percent and 50 percent in Argentina, Chile, Ecuador, Paraguay, Uruguay and Venezuela; between
30 percent and 40 percent in Bolivia, Colombia, and Peru; and lowest (28 percent) in Mexico. By
comparison, U.S. hemispheric exports to Latin America were under 10 percent of total exports (although
this figure jumps to 35 percent, comparable to the share of hemispheric exports by Argentina and Chile
if Canada is included). Similarly, the share of U.S. imports from Latin America is only 12 percent, and
the hemispheric share, even with Canada included, at 29 percent is still lower than that of any LAC
country. Naturally, these aggregate figures acquire real meaning for an assessment of the impact of
WHEFTA only when broken down by categories of goods. This further analysis is beyond the scope of
this paper.*

Is a Genuine Partnership Possible?
Conditions to be Met

Strengthening trade creation. The trade-creation effect of a WHFTA would be strengthened by
the free flow of investment and removal (or reduction) of distorting external pressures like the perverse
payments arising from debt servicing (both included in the EAI proposal) and also by improved transport
and information links within the area, freer movement of labor and stable, satisfactory terms of trade and
commodity prices (none of which were mentioned in the EAI message). Entirely free movement of labor
is clearly not a politically realistic expectation; what is under debate is the extent of controls on the
movement of labor including the “brain drain.” The ideal objective would be to reduce the incentive to

4. See Refik Erzan and Alexander Yeats, "Free Trade Agreements with the United States—What’s in it for Latin
America?" The World Bank, Policy Research Working Paper Series 827, January 1992.
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migrate from South to North by providing productive employment and better incomes in the South while
also liberalizing as much as possible conditions for entry into the North.

However, there seems to be a tendency to avoid this subject by tacitly assuming that creation of
employment in the South would have no impact on employment in the North. This is not the case. To
some extent it is unavoidable that the increased employment and increased exports from the South will
be at the expense of unskilled labor in certain industries and regions of the North. While the prospect is
that the net effect on employment in the North will be beneficial, both through increased employment in
technology-intensive and skill-intensive industries and as a result of a general expansion of trade and rise
in income. But there are bound to be losers among certain categories of workers and in particular
industries. These losses will call for adjustment and good social and compensatory policies in the North
to avoid popular and Congressional hostility to a WHFTA agreement (even though such a protectionist
backlash would be the worst possible response). The U.S. Trade Adjustment Act would have to be
strengthened and effectively implemented. Such adjustment, often from manufacturing into service
industries, may result in lower wages for some groups of U.S. workers.

Terms of Trade

The question of terms of trade and commodity prices is particularly important to LAC countries
in view of their frequent and recent experience of “immiserising trade expansion,” i.e., expansion of export
volume accompanied by falling or stagnant export revenue and/or real earned import capacity, as a result
of falling prices and deteriorating terms of trade.” During 1985-90, export volume expanded at an annual
rate of 4.3 percent, but all these additional revenues were wiped out by deteriorating terms of trade. There
was no increase in earned import capacity at all. This experience has not been limited to exports of
primary commodities, but has also extended to their trade in manufactures.® Trade expansion may be a
rational objective in itself for the world as a whole and for both partners taken together, but for an
individual trading country it is only a rational objective if it leads to additional earned import capacity.
(There is a qualification to this statement: insofar as employment creation is an objective in itself, the
expansion of the volume of trade is a good thing in itself, but there should be better ways of achieving
this than through immiserising trade.) Immiserising trade expansion will not help Latin America cope
with its debt.

Improving trade efficiency. The experience of immiserising trade expansion in the 1980s points
to a failure to compete abroad in terms of nonprice factors such as product quality, marketing
organization, supporting financial services, prompt delivery, etc. If the WHFTA can help to improve the
nonprice efficiency of trading, this would be not its least-important benefit to LAC countries; technical
assistance and other relevant support in this area would deserve high priority. Improved trade efficiency

5. See H. W. Singer, The Relationship between Debt Pressures, Adjustment Policies and Deterioration of Terms
of Trade for Developing Countries (with special reference to Latin America). Institute of Social Studies Working
Paper No. 59, July 1989, The Hague.

6. See P. Sarkar and H. W. Singer, "Manufactured exports of developing countries and their terms of trade since
1965." World Development, Vol 19, No .4, pp. 333-340, 1991.
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has in fact been put forward as a major argument in favor of an association of developing and industrial
countries in a preferential or free-trade area:

As the markets of the industrialized countries are the key markets for the nontraditional
exports of the developing countries a preferential trade arrangement with these countries
removes the uncertainty of export pessimism that often acts as a restraint in stimulating
export production in the developing economies. Secondly, the markets of these countries
may act as better “incubators” in assisting developing countries’ producers to acquire the
marketing experience in exports that they lack. The markets of the industrialized partners
are likely to be sophisticated enough to act as useful “incubator markets” whilst the
preferential arrangement offers them a breathing space by reducing the strength of
international competition within the preferential trade area. One can recall the case of the
preferential agreements of the EEC with a number of Mediterranean countries in
agricultural products (both processed and unprocessed) to see the relevance of this point.’

How Should the Gap be Closed?

Trade-promoting, developmental government. Active trade promotion requires a partnership of
government and business. The establishment of official export promotion agencies is neither a necessary
nor a sufficient condition; neither has it been invariably successful.® There are many possible forms the
required partnership of government and industry could take. However, the role of an active and selective
government policy is large and irreplaceable, whether in fiscal, credit, and exchange-rate policy, use of
diplomatic missions abroad, conclusion of framework agreements, and establishment of international
treaties and conventions. But the feedback to production to adapt it to the requirements of the foreign
market is certainly equally essential and requires nonofficial trade promotion facilities and institutions.

Japan, Korea, and Taiwan are model examples for active interventionist policies by a
developmental state to promote export efficiency. In the cases of Japan and Korea, this was done on the
basis of promoting domestic enterprise capacity and discouraging foreign direct investment, while in the
case of Taiwan, encouragement of foreign direct investment was an integral part of the policy. In all three
cases, this active government intervention can be considered successful overall. But this overall success
was based on special conditions (not easily replicated elsewhere) relating to good macroeconomic policies,
an enterprise-friendly government with understanding for and good relations with the private sector,
effective administration, and the existence of a sound infrastructure for trade development. In Korea,
preferential finance (subsidized credit) played a major role, but this is a tricky and somewhat dangerous
method of trade promotion, and its success in Korea should not be taken as a signal for indiscriminate use
of this specific method of trade promotion elsewhere.

Modification of Adjustment Policies. The question previously raised concerning the nature of the
connection between membership in WHFTA and adoption of free market policies can be sharpened by

7.  Yannopoulos, George N., Trade Policy Options in the Design of Development Strategies. University of
Reading Discussion Paper in Economics, Series A, No. 181, November 1986.

8. See Donald Keesing and Andrew Singer, "Why official export promotion fails." Finance and Development,
March 1992. However, this article underemphasizes the need for an active government role in trade promotion.
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asking, “Will required adjustment policies be modified to allow for regional cooperation and the
establishment of WHFTA as a ’genuine partnership’ or will the WHFTA be constructed in such a way
that it becomes an instrument to apply pressure for specific reform policies?” Negotiations will produce
compromises and establish a middle ground between the extremes. These negotiations will necessarily
extend over a number of years (perhaps, on historical precedent, five years after the U.S. presidential
elections). During this time the external global environment, the situation in the U.S. and Latin America,
as well as development thinking and the views of policy makers in both the North and South (and in the
Bretton Woods institutions) may change. LAC countries are likely to want to preserve the option of
pursuing active policies in key strategic areas, following the East Asian development model (both Japan
during the relevant period and South Korea), and to some extent the continental Western European model.
Such strategic policy intervention may be required in order to take full advantage of the new opportunities
in the North American markets opening up under WHFTA.

It should be a task for WHFTA to close, or at least reduce, the present productivity gap. Higher
productivity and expanding employment in Latin America would enhance the importance of Latin
American and Caribbean domestic markets, and with much of the additional demand directed to
nontradeable or other goods can be efficiently home-produced, there would be a natural process of
efficient import substitution not based on trade obstacles or distorted incentives. When the productivity
differential is in fact declining it will then become increasingly safer and more appropriate to engage in
further trade liberalization. This has lessons for the sequencing of the various elements of the WHFTA
proposal. Trade liberalization should complement, rather than precede, a strengthening of the productive
base of LAC countries. This is also in line with the relevant development experience of countries like
Japan and South Korea.

The need for infrastructure. One may generally predict that countries with a larger domestic
market, indigenous technological capacity, and good infrastructure for transportation, communication, etc.,
will be in a better position to derive advantage from a WHFTA than countries without these assets. The
more advanced countries are more likely to benefit than the less advanced ones. The policy conclusion
to be drawn is that the poorer countries deserve special consideration and perhaps compensation. The
establishment of preconditions for seizing opportunities in the poorer countries (infrastructure, technology,
information, etc.) should be assigned high priority in implementing the WHFTA.

The need for aid and ancillary policies. For the weaker partner in trade relations, there are two
reasons for not opening up to free trade, i.e., infant industries and the balance of payments. Both these
reasons are accepted as legitimate, not only in economic theory but also in GATT: Article XVIII(b). The
development of nontraditional exports by LAC countries under a WHFTA regime would inevitably require
industries that would initially be infant industries in need of protection. The balance-of-payments
argument, in the case of Latin American participation in WHFTA, would take the special form of
requiring not just balance-of-payments equilibrium but balance-of-payments surpluses if Latin American
debts are to be serviced; an alternative would be increased inflow of aid or nondebt-creating foreign
investment. If there were widespread debt forgiveness, balance-of-payments equilibrium would be
sufficient, but this is perhaps not a realistic scenario. In one way or another, protection for new, infant
industries and the balance of payments would have to be built into the WHFTA.

The impact of the proposal for aid to Latin America is somewhat ambiguous. President Bush’s

statement declared that “prosperity in our hemisphere depends on trade, not aid.” However, in the same
speech he also announced a new fund administered by the Inter-American Development Bank to create
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a new lending program “for nations that take significant steps to remove impediments to international
investment” to which the World Bank would also be expected to contribute, as well as a U.S. contribution
to a new investment fund “in response to market-oriented investment reforms and progress in
privatization,” with matching contributions from Europe and Japan. Furthermore, an indirect assurance
was given that aid to Eastern Europe would not be at the expense of Latin America. The Enterprise for
the Americas Act followed up on these proposals (Title I) by asking for authority to contribute $500
million in five equal annual installments to an Enterprise for the Americas Fund (the Multilateral
Investment Fund, MIF) which is being administered by the IDB. It was specified that the fund could
provide program and project grants as well as technical assistance with privatization. The activities of this
fund were projected to cover domestic as well as foreign investment in Latin America and the Caribbean.

Although the resources of the fund were very small in relation to the ambitious task the MIF was
set to perform, the proposal to create such a fund to help the LAC countries meet the “indicators of
readiness” was a significant initiative. The proposal recognized that an inflow of external resources is a
necessary complement to internal reforms. In addition, the MIF initiative recognized that swift, successful
adjustment in the investment sector in Latin America requires costly, one-time grant financing which the
multilateral development banks are not equipped to provide, to be used for crucial technical assistance,
to encourage the investment reform process, and to ease the burdens of adjustment. In the debt arena, the
Congress has enacted separate authority which allows the president to reduce the so-called PL-480
program and U.S. Agency for International Development debt of least-developed countries that are moving
toward market-oriented economies. In this direction, and in order to deal with debt issues in LAC
countries, the Initiative proposed an Enterprise for the Americas Facility administered by the Treasury
Department. Dept reduction, investment reform, and environmental protection were included in the
package. The facility was designed to support debt reduction programs for countries that meet certain
eligibility requirements:

(1)  The country should have an IMF standby arrangement, an arrangement under the World Bank
structural adjustment facility, or in exceptional circumstances, an IMF-monitored program or its
equivalent.

(2) The country should be receiving structural or sectoral loans from the World Bank or the
International Development Association.

(3) The country should have in place major investment reforms in conjunction with an IDB loan, or
it should be implementing an open investment regime.

(4) The country should have negotiated a satisfactory financing program with commercial banks,
including debt and debt-service relief (if appropriate).

This list of requirements raises an immediate question: is membership in the WHEFTA supposed
to be conditional on free-market reforms and “positive changes,” possibly verified by an IMF-World Bank
“seal of approval?” Or does this list merely express a hope that LAC countries will consider the prospect
of free and/or preferential access to the North American markets as an additional incentive to take the risk
of plunging into “free-market reform?”

The first alternative would clearly limit the freedom of LAC countries to formulate their own (and
possibly divergent) development strategies concerning the size and role of the public sector, exchange
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rates, monetary polices, fiscal policies, privatization, food subsidies, intellectual property rights, etc., and
powerfully reinforce pressures to follow policies of stabilization and adjustment ultimately geared to
enable them to service debts within an agreed policy framework. However, against this it should be noted
that in the initial proposal there was a direct link with the debt-reduction program that would reduce the
intensity of the adjustment required and thus make it easier for LAC countries to accept and implement
reform programs.

When the above conditions are met, the U.S. would provide new payment terms for outstanding
debt. The Initiative also provides for the reduction of a portion of assets held by the Commodity Credit
Corporation (CCC) and a portion of Export-Import Bank loans, provided the eligible country confirms that
debt relief assistance will be used to carry out debt-for-equity or debt-for-nature swaps.

Earlier in this paper it was stressed that free trade agreements based on negative integration
measures can seldom be equally beneficial between partners with sharply disparate levels of per capita
income and social conditions. The necessary “catching up” cannot happen without external resources and
support, and without some degree of “catching up” LAC countries will not be able to take full advantage
of the benefits of WHFTA and participate in a “genuine partnership” in the Western Hemisphere.

Focus on people. Apart from the impact on the poorer countries, there is the overall effect on
poverty to be considered. This is a question not only of distribution of benefits between countries but also
of income distribution within countries. According to World Bank estimates, the number of persons living
below the poverty line in Latin America almost doubled between 1985 and 1989 to over 100 million,
almost one quarter of the total population. This increase was both absolutely and relatively higher than
in any other part of the world, even including sub-Saharan Africa (although the incidence of poverty at
25 percent is less than in Africa or South Asia, where it is around 50 percent). About 70 percent of Latin
America’s poor are listed as extremely poor and live below an even lower poverty line; this proportion
is also as high as in sub-Saharan Africa and higher than in all other regions. The impact of expanded
trade on both the rural and urban poor in Latin America deserves special consideration in any negotiations.
The analysis of WHFTA should not concentrate solely on technical, financial, and economic feasibility
and consequences, but should include its impact on people. The UNDP, with its human resource
development experience, could offer useful assistance. One would also hope, in this context, that the
movement toward a WHFTA will be accompanied by greater emphasis on the social impact of structural
adjustment programs; considering the great influence of the U.S. on the policies of the IMF and the World
Bank, this could legitimately be included in the WHFTA negotiations.

Problems of Negotiation
Indicators of Readiness

The EAI was broadly designed to support the new commitment of Latin American and Caribbean
governments to democracy and market-oriented reforms through a program that would cut trade barriers,
promote investment, and help reduce debt.

As a first step, the U.S. negotiated bilateral framework agreements on trade and investment with
interested countries in the region. The framework agreements generally contain a statement of principles
covering the benefits of open trade and investment, the increasing importance of services in the economy,
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the need for adequate protection of intellectual property rights, the importance of observing and promoting
internationally recognized worker’s rights, and the desirability of effectively resolving trade and investment
problems. In addition, each framework pact establishes a Council on Trade and Investment that serves
as a bilateral consultative mechanism.

The United States has signed bilateral framework agreements with all LAC countries except Haiti,
Surinam, and Cuba. The framework agreements were seen as a mechanism that enabled the United States
and its prospective partners “to move forward on a step-by-step basis to eliminate counterproductive
barriers to trade and investment, and establish a channel to advance the EAI vision.” Prospects for FTA
talks depend on progress toward economic reform and political stability.

Some LAC countries are well positioned to participate in the WHFTA. Others, however, are not
yet sufficiently advanced in the process of structural reform and are struggling with short-term obstacles,
many of a political nature, that limit their potential to participate in the Initiative.

EAI entry rules remain an open issue, and no decision has been made about whether other
countries could accede to the NAFTA or whether separate FTAs would be negotiated. However, the
NAFTA treaty is still an important model for the countries of Latin America and the Caribbean regarding
the rights and obligations that the U.S. will expect in trade pacts with LAC countries.

The sequencing of prospective FTA negotiations is still not clear, but a serious phase of new talks
will soon begin. However, there are five possible scenarios for LAC countries:

(1) as LAC countries meet the preconditions, they negotiate bilateral FTA agreements with the U.S.;

(2) FTA agreements are reached between the U.S. and groups of subregionally integrated LAC
countries;

(3) LAC countries join NAFTA;
(4) NAFTA is extended to include subregionally integrated LAC countries; or
(5) all LAC countries join NAFTA at the same time.

A complete WHFTA will materialize only if all Western Hemisphere countries enter into a free trade
agreement with the United States and Canada. That can happen either simultaneously for all LAC
countries if scenario 5 is followed, or step by step in a combination of scenarios 1-4.

The Role of Regional Groupings

It is not clear what the role of existing regional groupings in Latin America and the Caribbean
will be in the coming WHFTA negotiations. Will the negotiations be with such regional associations as
a single negotiating partner, or will they be with the individual members of such associations? The
accession clause to NAFTA offers a route to a piecemeal, country-by-country movement from NAFTA

9.  United States Department of Commerce, "Enterprise for the Americas,” January 17, 1992.
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to WHFTA that has been described as “minilateral.” From the point of view of LAC countries, piecemeal
accession carries a danger of zero-sum games, i.e., preferential treatment of one LAC country may
displace trade of another LAC country that exports similar products to North America.

The relationship between WHFTA and existing or prospective regional groupings in Latin America
such as ALADI, the Andean Pact, the Central American Common Market, CARICOM, and MERCOSUR,
is clearly complex. In practice it will be difficult to avoid weakening these regtonal groupings as a result
of WHFTA. The U.S. is, in principle, supporting regional cooperation within Latin America. This means
that everybody wants to avoid bypassing or disrupting existing regional groupings through competition
among individual member countries to enter into direct negotiations on WHFTA and compete for access
to the U.S. market and the associated investment and debt packages. There is also a danger that any such
bypassing of existing regional groupings in favor of direct negotiations may conflict with the provision
common to all existing groupings that prohibit such bilateral treaties and provide that any tariff preference
with a non-LAC country (which would include the U.S. and Canada) must automatically be fully extended
to the other members of the regional grouping. The most realistic proposal in the circumstances seems
to be that arrived at by SELA.'® This suggests that the regional groupings should first define a common
position concerning the “criteria, rules of the game, and issues to be considered”—perhaps leading to a
common LAC position but leaving the detailed negotiations and conclusion of actual agreements to
individual countries or subregional groupings. This is a suggestion to be carefully considered, although
the distinction between “rules of the game” and an agenda for the negotiations on the one hand and the
actual negotiations on the other may not be easy to maintain in the actual unfolding of events, as
experience with the Uruguay Round and other GATT negotiations seems to suggest.

The negotiations for a WHFTA will be complicated and time-consuming whether the regional
groupings are involved or the negotiations are carried out country by country. This also raises the problem
and danger of an unequal partnership. Clearly the administrative and negotiating resources of LAC
countries and regional groupings are much more limited than those of the U.S. and Canada. Moreover,
there are many other claims on the administrative capacity of LAC countries: negotiations have to take
place with the IMF and the World Bank on structural adjustment, with official creditors and commercial
banks on debt problems, with aid donors and sources of technical assistance, etc. If complex new
negotiations on WHFTA are added to other heavy responsibilities, the capacity for dealing with structural
adjustment, debt, and aid problems may be adversely affected. All this establishes a case for easing the
administrative burden of negotiations as much as possible, e.g., by appointing lead countries to negotiate
on behalf of Latin America on specific issues, using existing institutions such as the Inter-American
Development Bank, Caribbean Development Bank, ECLAC, SELA, etc., to the greatest possible extent,
with technical assistance in the negotiations from UN organizations (for instance, assistance from FAO
on questions relating to the impact of WHFTA on agriculture, from ILO on the employment effects, from
UNIDO on the effects on industry, etc).

One major factor further complicating the negotiations is the fact that the major barriers to free
trade between Latin and North America are not tariffs but nontariff barriers, which are much less
transparent and much more difficult to negotiate. For example, U.S. nontariff barriers against imports
from Latin America have been estimated, in terms of tariff equivalents, as 40 percent for sugar and

10. SELA, The Enterprise for the Americas Initiative in the Context of Latin America and Caribbean Relations
with the United States. Consultation meeting on Latin America and the Caribbean relations with the United States
of America, Caracas, April 2-24, 1991, SP/RC-IA/DT No. 2.
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clothing, 30 percent for rice, 25 percent for dairy products, 20 percent for textiles, iron and steel, and
color television sets (with much higher possible, e.g., 80 percent for sugar, 50 percent for textiles and
clothing, etc)."" These NTBs include voluntary export restraints, antidumping and countervailing duties,
quotas, excise duties, etc., all of which may require different negotiating approaches and are also subjects
of various kinds of multilateral negotiations. Multilateral liberalization would of course reduce the value
of free trade access under WHFTA.

The inherent inequality in economic weight between North America and LAC suggests that from
the LAC countries’ point of view it is preferable to have as much as possible of the actual negotiations
take place after they have defined a common regional position, whereas the U.S. might prefer to negotiate
bilaterally or individually with the different subregional groups. Thus, the establishment of a proper
framework for the negotiations acquires great substantive importance. The relationship between WHFTA
and existing regional groupings in Latin America is a mirror image of the relationship between WHFTA
and the MTS. In both cases the lesser level of cooperation—regional Latin American groupings in
relation to WHFTA and WHFTA in relation to global trade liberalization—can be either a stepping stone
or a stumbling block.

Perhaps, after a successful conclusion and full implementation of a satisfactory WHFTA, existing
subregional groupings in Latin America may become less important. However, that day lies far in the
future and the WHFTA proposal would give regional groupings additional importance, both as a
mechanism of negotiation to improve what is essentially an inferior bargaining position and also as a
reassurance or fallback position against failure or delays in the establishment of WHFTA.

Lessons from the CUSFTA and NAFTA

Experience with the CUSFTA shows that even in the best of circumstances and with goodwill on
both sides an FTA does not resolve all trade difficulties between the partners. The existence of current
difficulties and tensions as well as their nature are instructive for LAC countries when they contemplate
the coming WHFTA negotiations. The existence of difficulties years after the initiation of the CUSFTA
and over a third of the way toward the benchmark of 1998 for the elimination of all customs tariffs
demonstrates the great importance of an effective agreement on trade-dispute settlement. This will not
be easy to reconcile with the implicit unilateralism of such U.S. trade legislation as Section 301 and claim
to determine injury to domestic producers unilaterally rather than submit to GATT procedures or deal with
disputes by negotiated treaty. (The problem may also apply in reverse if LAC countries wish to prevent
injury to domestic producers from cheap U.S. imports.) To avoid future disappointments and friction, this
matter should be clearly settled as part of the WHFTA negotiations. There are already precedents for the
targeting of LAC countries by 301 and Super-301 actions by the U.S. Between 1980 and 1985, out of 252
countervailing duties initiated by the U.S., 51 (20 percent) were against Brazil and Mexico."> The
CUSFTA experience and the NAFTA provide a hopeful model of dispute settlement on the basis of
binational procedures that could be readily extended to WHFTA.

11. See Erzan and Yeats, op. cit., p. 29.

12. Paolo Bifani, "International trade from the 1980s to the 1990s: the Latin American perspective," IDS Bulletin,
January 1990, p. 80.
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The nature of the tensions between the U.S. and Canada is also instructive in another sense. For
example, consider the dispute over a ruling that automobiles assembled in Canada failed to meet the local-
content requirement for duty-free access to the U.S. under the FTA. The definition of local content and
the operation of rules of origin are notoriously thorny questions. In the case of the WHFTA, there will
be the added problem of the extent to which origin will be determined on a purely national and bilateral
basis (say, goods from Brazil admitted duty-free to the U.S. if they satisfy a requirement of 50 percent
Brazilian origin) or on a hemispheric basis, say, Brazilian goods admitted duty-free as long as 50 percent
or more originates in the Western Hemisphere. One would imagine that in the spirit of a WHFTA the
latter would be the rule. The determination of rules of origin and local content would be especially
important to LAC countries in a WHFTA since one of the main advantages of WHFTA to them would
be the attraction of foreign investment from outside the hemisphere to take advantage both of lower wages
and of free access to the North American market. Since many of these investments would have an
assembly element and be based on global components, the determination of local origin becomes
especially difficult and especially important.

Difficulties in the CUSFTA concerning Canadian lumber exports are also instructive as a signal
of problems to be considered, and if possible anticipated. The U.S. Department of Commerce imposed
a tariff on Canadian lumber on the grounds that Canadian sawmills are subsidized by curbs on exports of
logs. Under a WHFTA, LAC countries would naturally be keen to increase the value of their exports by
upgrading their primary commodity exports through additional processing. In the interests of this natural
development strategy they might wish to curb exports of primary commodities in crude, unprocessed form.
Would this be considered an unfair subsidy to processors to be met by a tariff or other import constraints
under a WHFTA?
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BEYOND NAFTA:
EMPLOYMENT, GROWTH, AND INCOME-DISTRIBUTION EFFECTS
OF A WESTERN HEMISPHERE FREE TRADE AREA

Robert A. Blecker
William E. Spriggs

Introduction

‘ Negotiations for a North American Free Trade Agreement (NAFTA) to link the United States,
Mexico, and Canada had not even started when proposals for establishing a broader Western
Hemisphere Free Trade Area (WHFTA) began to be heard. Former U.S. President George Bush
quickly endorsed the idea with the Enterprise for the Americas Initiative (EAI). In practice, however,
hemisphere-wide integration took a back seat while the negotiation of the NAFTA was under way.

In the meantime, there has been a far-reaching debate over the likely consequences of the
NAFTA for the three member countries. In the course of this debate, it has frequently been observed
that the NAFTA will largely extend and deepen a process of U.S.-Mexican economic integration that
was already taking place. Mexico has made a phenomenal opening to foreign trade and investment in
the previous five years, a reversal of 70 years of efforts to develop autonomously. Mexico has
already acquired an unprecedented importance in U.S. foreign investment and in manufacturing
employment generated by U.S. firms.

For this reason, even though precise predictions are difficult to make (and to believe), it is
possible to infer how the NAFTA is likely to affect the United States and Mexican economies by
extrapolating from the effects of the ongoing integration process between them.! Of course, it would
be naive simply to project existing trends into the future, especially when both economies are
undergoing profound structural changes. Nevertheless, we believe that any serious discussion of the
NAFTA must begin with an appreciation of how U.S.-Mexican integration had already affected both
nations’ economies, rather than by making forecasts derived from theoretical models of trade
liberalization.?

From this perspective, the best way to look at the NAFTA (at least for the United States and
Mexico) is as an opportunity to regulate and manage a process that is already going on and which is
probably impossible to stop altogether. The issue was not whether the U.S. and Mexico would
become more tied together economically, but how they would be connected, and how the costs and
benefits of integration would be distributed among different groups in those countries and, by
extension, in Canada as well. Up to the present, the mobility of capital has already far outstripped
the ability of labor organizations, local communities, or national governments to respond to the
challenges that mobility poses. It is clear from the text of the NAFTA that its main intention is to

1. It is somewhat harder to draw inferences about the likely effects of the NAFTA on Canada, since (as will
be shown below) Canadian-Mexican trade is still minuscule. Since the present authors’ concern is principally
with the U.S. and Mexico, we will focus largely on those two countries.

2.  See Stanford (1992) for a critique of theoretically based models of U.S.-Mexican trade liberalization and
the NAFTA.
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extend the starus quo by giving greater protections and incentives to foreign investment in Mexico,
with less protection for the environment and none for labor rights or standards.

This paper draws largely on what the authors learned from the debate in the United States,
and to a lesser extent from the discussions in Mexico and Canada, about the probable effects of
NAFTA, in order to offer some hypotheses about the probable effects of a Western Hemisphere Free
Trade Agreement (WHFTA). While analysis of the NAFTA can proceed on the basis of ongoing
trends, analysis of a WHFTA is impeded by the much lower degree of existing economic integration
between the U.S. (or North America as a whole) and most of South America. Only in certain parts
of Central America and the Caribbean does the existing economic integration with the U.S. resemble
that with Mexico, and these regions are already part of a preferential trading arrangement with the
U.S. under the Caribbean Basin Initiative (CBI).

Most of the nations of Latin America and the Caribbean (LAC) have increased their
integration into the world trading system in the past decade. Most Latin American nations have
reduced their trade and investment barriers since the debt crisis of the early 1980s. Trade and
investment liberalization measures have been adopted as part of the “structural adjustment policies”
promoted by the United States government along with the IMF, the World Bank, and other
international organizations, in response to the perceived failure of past economic policies. But most
of these liberalization measures have trade and capital flows with all nations—not just the United
States. (Mexico’s trade and investment liberalization in the late 1980s was also unilateral, but
Mexico’s proximity to the U.S. market led to a concentration of the new trade and investment flows
in that direction.) In this respect, moving toward a WHFTA would be less of an extension of
ongoing liberalization measures, and more of a shift from unilateral liberalization to preferential trade
arrangements, for the nations of South America, as compared with Mexico or the Caribbean and
Central American nations included in the CBI.> With regard to South America especially, therefore,
it is necessary to adopt a comparative perspective in order to gain insights into the degree to which it
would or would not follow the Mexican model after the formation of a WHFTA.

The rest of the paper will examine recent trends in United States-Mexican trade, employment,
and investment relations as.preparation for a comparative analysis of hemispheric integration. It will
move from goods markets to labor markets to capital markets. Trends in economic development and
trade relations among the different countries and regions of the western hemisphere are the topic of
section two. Section three contains an analysis of the effects of the opening up of trade on employ-
ment, wages, and income distribution. Section four examines capital flows and macroeconomic
relationships both in the western hemisphere and between it and other regions. In each case, the
discussion starts from the more familiar territory of U.S.-Mexican relations and then assesses how
well conclusions about those relations can be generalized and applied to other parts of the hemisphere.
Finally, in section five the authors draw conclusions about policies for managing the process of
hemispheric integration based on the concerns elaborated in the rest of the paper. The intention
throughout is not to reach definitive conclusions but to raise questions that need to be dealt with by all
who are seriously concerned about this process.

3. The authors are indebted to H. W. Singer for suggesting this point.
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2. Goods Markets: Developmental Differences and Trade Flows
Basic Indicators of Development

This section begins by examining some standard “development indicators” for the United
States, Canada, and Mexico, as well as totals for Latin America (including Mexico) and the Caribbe-
an (LAC), shown in Table 1. Most striking are the differences between how these countries compare
in terms of population versus income. Mexico has about one third the population of the U.S. (based
on 1990 figures) and is projected to have nearly half the U.S. population by 2025; Latin America as a
whole has three quarters more people than the U.S. today and is expected to have more than double
the U.S. population by 2025. Yet Mexico has barely 4.4% of the GDP of the U.S., and all of Latin
America combined has less than one fifth of the U.S. GDP. The per-capita income (GNP) of all
Latin America is just one tenth of the U.S., and Mexico’s is about one ninth that of the U.S.

These figures should prompt skepticism about the alleged enormous market that the NAFTA
or the WHFTA would create for U.S. business. For example, it is often claimed that the NAFTA
created a $6-trillion economy. But 96% of that economy already exists in the U.S.-Canada FTA, and
87% of it is in the U.S. alone; only 4% is gained by adding Mexico. With Mexico included, the
three NAFTA countries had a total GDP of $6.2 trillion in 1990; without adding on Mexico, the U.S.
and Canada together already had a combined GDP of $6.0 trillion. And most of the Mexican
consumers who will be added on are much poorer than those of the U.S. and Canada. With per-
capita income one ninth of the U.S. level, and greater inequality, the ability of the average Mexican
family to purchase exported U.S. consumer goods must be quite minimal. The picture changes only
slightly if we shift the focus to a WHFTA. The U.S. alone would constitute 77% of a WHFTA, and
the U.S. and Canada together would make up 85%. The other 15 percent would be composed of
Latin Americans who, while more numerous, are also much poorer on average than their North
American cousins (and even, on average, poorer than most Mexicans).

It is difficult to see a priori how adding a relatively small and impoverished market could give
the U.S. significant aggregate gains from trade, either static or dynamic, regardless of whether one
assumes a model based on constant or increasing returns to scale. Of course, there could be large
gains in specific sectors that have significant exports to Latin America (which could be expected to be
mainly producer goods sectors), as well as large losses in specific sectors that compete with imports
from Latin America.

At first glance, there appear to be enormous potential gains for Latin American countries
from improved access to the vast United States-Canada consumer market. But the realization of that
potential depends on many factors. Latin America’s potential for export gains will depend heavily on
the growth of the U.S. market in the next decade. The U.S. market’s growth, fairly rapid in the
1980s, was largely fueled by unsustainable deficit spending and rising debt—much like that of Latin
America in the 1970s. The 1990s are likely to be a decade of slower growth in the U.S. economy,
given the sluggish recovery from the 1990-91 recession and the contractionary effects of President
Clinton’s initiatives for reducing the federal government’s budget deficit. The question of the
prospects for U.S. market growth will be revisited in section 4, below. It is worth mentioning here,
however, that if the U.S. market does not grow rapidly, Latin American countries will gain only to
the extent they can take market shares away from more efficient East Asian competitors. While the
trade preferences under a WHFTA would help, this would still be difficult for many Latin American
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Table 1
Basic Development Indicators for the United States,
Canada, Mexico, and LAC

U.S. Canada Mexico LAC
Population (millions)
1990 250 27 86 433
2025 (projected) 307 32 142 699
Population growth, average
annual percentage rate
1980-1990 0.9% 1.0% 2.0% 2.1%
Projected, 1989-2000 0.8% 0.8% 1.8% 1.8%
Working-age population
(15-64 years), in millions
1990 165 18 51 275
Projected, 2025 188 19 97 441

Gross national product :
per capita, 1990, 21,790 20,470 2,490 2,180
in U.S. dollars

Gross domestic product
(GDP), 1990, in billions 5,392 570 238 1,015
of U.S. dollars

Growth of GDP, average annual

percentage
1965-1980 2.7% 4.8% 6.5% 6.0%
1980-1990 3.4% 3.4% 1.0% 1.6%

Note: Data for LAC include Mexico.

Source: World Bank, World Development Report 1992, World Development Indicators (Tables 1, 2,
3, 5, and 26), and calculations of the authors.
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countries to achieve, especially those that have not already distinguished themselves as competitive
exporters of manufactured products.

While total products and per capita incomes are the most relevant indicators of likely gains
from trade, population and demographic data are more important indicators of the opportunities for
foreign direct investment (FDI) by multinational corporations (MNCs). Note especially that Mexico’s
working-age population (15-64 years) is projected nearly to double in the next 35 years (1990-2025),
with an increase of 46 million workers over the existing 51 million. This is an increase of more than
one million workers per year, and it means that the Mexican work force will leap from less than one
third of the U.S. work force today to over half in just one generation.

Even the highest estimates of the employment-creation effects of the NAFTA for Mexico
show that it would not suffice to absorb more than a small fraction of this projected increase in
Mexico’s labor force.* For the foreseeable future, then, the assumption of an infinitely elastic supply
of labor at a relatively constant real wage is a reasonable first approximation for Mexico. This vast
and ever-expanding source of cheap labor, and not the limited Mexican consumer market, is what
excites American corporate capital about the prospects for a NAFTA. Basic economic reasoning
suggests that giving American firms greater access to such a large and growing supply of labor cannot
help but depress wages for American workers.® The numbers also suggest that, even if some
Mexican workers get manufacturing jobs at the expense of U.S. workers, average Mexican real wages
are unlikely to rise substantially for a long time to come—especially if Mexican workers have to
compete with even lower-wage workers from other Latin American countries in a WHFTA. And
finally, these numbers suggest that the NAFTA will hardly make a dent in the prospective influx of
Mexican (or other Latin American) migrants to the U.S. in the next few decades. Taking account of
these demographic trends, as well as the disruptions to peasant agriculture caused by the liberalization
of agricultural trade,® the migration problem may well worsen rather than improve following the
adoption of the NAFTA if it is not accompanied by domestic policies to deal with rising structural
unemployment in Mexico.

4. This conclusion is based on a survey of models which generally show favorable effects of the NAFTA on
Mexican employment in the U.S. International Trade Commission (USITC), Economy-Wide Modeling of the
Economic Implications of a FTA with Mexico and a NAFTA with Canada and Mexico, Report on Investigation
No. 332-317, USITC Publication 2516, Washington, DC, May 1992. In this survey, the highest estimate of the
increase in Mexican employment is a once-and-for-all gain of 6.6%, based on the Bachrach-Mizrahi (Policy
Economics Group of KPMG Peat Marwick) model with additional capital invested in Mexico (none of which is
assumed to displace capital which would have been invested in the U.S.). Since the Mexican labor force is
projected to grow by 1.85% per year from 1990-2025, or 90% over a 35-year period, even this highly
optimistic estimate would provide jobs for only a few years’ net entrants into the Mexican labor force. Most of
the estimates of the change in Mexican employment from the models surveyed by the USITC are much smaller.
One other model (Sobarzo) implies employment gains in the range of 5.1 to 5.8%; the other estimates range
from —0.9% over ten years in one version of Clopper Almon’s model to +2.4% in one version of Roland-
Holst et al. (of the USITC Research Staff). Almon’s model is the only dynamic one; all the others are static.

5. On this point see the compelling analysis of Leamer (1992).

6. This problem has been emphasized in the studies by Levy and van Wijnbergen and by Robinson et al. in
USITC (1992), as well as by Hinojosa-Ojeda and Robinson (1992).
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Trade Trends

Table 2 shows data on the value, growth, and composition of merchandise trade for the United
States, Canada, Mexico, and other LAC countries. The total value of Latin America’s trade (exports
plus imports) is approximately equal to that of Canada, a country with one sixteenth the population of
Latin America (and just over half the GDP). Mexico’s total trade is only about one fifth of Canada’s.
U.S. trade, nearly $900 billion, dwarfs that of the other countries.

In terms of growth rates, the most notable difference is that between the rapid growth of U.S.
and Canadian imports in the 1980s and the negative growth of imports in both Mexico and Latin
America as a whole during that decade. When we consider that these are growth rates of nominal
import values, these negative growth rates are even more striking. The depression of Latin American
demand in the 1980s, a result of rising interest rates, falling terms of trade, the debt crisis, and
contractionary stabilization policies, clearly took a toll in reducing the continent’s ability to import
primary and manufactured goods.

It is striking that both Mexico and Latin America as a whole continue to rely on primary
products for the majority of their export revenue. For all of Latin America, primary products account
for two thirds (67%) of the value of exports, and excluding Mexico the primary product share of other
Latin American countries is even higher (70%). While these figures for primary products include oil,
the falling oil prices of the post-1982 period have demonstrated that oil is no exception to the
traditional problems of volatile and sometimes falling terms of trade for primary commodity exports.
Figure 1 shows that the terms of trade for non-oil commodity exports of developing countries declined
over the past three decades (despite the temporary commodity price boom of the 1970s) and fell very
sharply in the 1980s.” These declining terms of trade have hamstrung the development efforts of
countries relying on such exports to relieve tight foreign exchange constraints, service their debts, and
help finance their economic growth.

Most Latin American nations are hoping that a WHFTA would open the doors for them to
develop more exports of manufactures following the East Asia model. But given the current pattern of
trade and the compelling logic of comparative advantage, a WHFTA might instead reinforce the
traditional specialization of some Latin American countries in primary products. Most likely, those
nations that already have relatively well-developed and efficient manufacturing sectors (e.g., Mexico,
Brazil, Costa Rica, and the Dominican Republic) will be induced to move further in that direction,
while the other nations will find themselves squeezed out of manufacturing markets and relegated to
greater dependency on agricultural and mineral exports.

7.  See Sarkar (1986) on the falling commodity terms of trade.
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Table 2
Value, Growth, and Composition of Merchandise Trade
for the United States, Canada, Mexico, and LAC
U.S. Canada Mexico LAC
Value of trade, 1990
($ billion)
Exports 371.5 125.1 26.7 123.2
Imports 515.6 115.9 28.1 101.1
Average annual growth rates,
1980-1990 (%)
Exports 33 5.9 3.4 3.0
Imports 7.6 8.4 -1.1 -2.1
Composition of exports,
1990 (%)
Machinery and transport
equipment 47 37 25 11
Other manufactures 31 26 19 21
Primary products 22 37 56 67
Composition of imports,
1990 (%)
Machinery and transport
equipment 40 50 36 31
Other manufactures 36 33 37 35
Primary .products 24 17 27 34

Note: Data for Latin America include Mexico.

Source: World Bank, World Development Report 1992, World Development Indicators (Tables 14 and
15), and calculations of the authors.
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Table 3
U.S. Bilateral Merchandise Trade Balances With Latin America
and Other Countries, 1980, 1985, 1990

(USS$ million)
Country 1980 1985 1990
World -36,178 —148,474 —123,914
EEC 18,873 —22,623 2,541
Japan —12,183 —49,749 —44,485
Other Asia —4,476 —32,580 —43,424
Canada —6,604 -22,176 -10,821
Other Western Hemisphere -170 —18,076 —13,223
Mexico 2,311 -5,757 —-2,422
South America 2,127 —11,505 -13,063
Argentina 1,838 —446 —485
Bolivia -17 19 =72
Brazil 352 —5,007 —3,524
Chile 795 -176 101
Colombia 409 12 —1,371
Ecuador -89 —1,384 —867
Paraguay 24 74 251
Peru -271 —656 -74
Uruguay 80 =510 -191
Venezuela —994 -3,431 —6,831
Central America and the Caribbean —4,608 —-814 2,262
Costa Rica 93 —148 -113
Dominican Republic -33 -289 —169
El Salvador —-171 33 301
Guatemala 88 —43 —114
Haiti .47 -10 122
Honduras -99 —125 2
Jamaica —114 112 333
Netherlands Antilles —2,231 —408 89
Nicaragua 23 -8 53
Panama 346 208 616
Trinidad & Tobago —1,774 —800 —646

Notes: - Data for other Asia for 1980 include an estimate for Taiwan. Other western hemisphere includes all
countries in the hemisphere except U.S. and Canada. Regional totals include countries not shown separately.
South America excludes the Guyanas, which are included in Central America and Caribbean.

Source: International Monetary Fund, Direction of Trade Statistics, various years, and authors’ calculations.
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Table 4

Value

Growth rates

Shares of U.S. total

---- (US$ millions) - e (% increases) --—-- e (%) --—--
Country 1980 1985 1990 1980-85 1985-90 1980-90 1980 1985 1990
World 220,781 213,146 393,106 -3.5% 84.4% 78.1% 100.0% 100.0% 100.0%
EEC 58,861 48,994 98,032 -16.8% 100.1% 66.5% 26.66% 22.99% 24.94%
Japan 20,790 22,631 48,585 8.9% 114.7% 133.7% 9.42% 10.62% 12.36%
Other Asia 28,781 28,639 60,774 -0.5% 112.2% 111.2% 13.04% 13.44% 15.46%
Canada 35,395 47,251 82,959 33.5% 75.6% 134.4% 16.03% 22.17% 21.10%
Other Western Hem. 38,745 31,020 53,960 -19.9% 74.0% 39.3% 17.55% 14.55% 13.73%
Mexico 15,146 13,635 28,375 -10.0% 108.1% 87.3% 6.86% 6.40% 7.22%
South America 17,149 10,780 15,106 -37.1% 40.1% -11.9% 7.77% 5.06% 3.84%
Argentina 2,630 721 1,179 -72.6% 63.5% -55.2% 1.19% 0.34% 0.30%
Bolivia 172 120 138 -30.2% 15.0% -19.8% 0.08% 0.06% 0.04%
Brazil 4,352 3,140 5,062 -27.8% 61.2% 16.3% 1.97% 1.47% 1.29%
Chile 1,354 682 1,672 -49.6% 145.2% 23.5% 0.61% 0.32% 0.43%
Colombia 1,736 1,468 2,038 -15.4% 38.8% 17.4% 0.79% 0.69% 0.52%
Ecuador 864 591 680 -31.6% 15.1% -21.3% 0.39% 0.28% 0.17%
Paraguay 109 99 307 -9.2% 210.1% 181.7% 0.05% 0.05% 0.08%
Peru 1,172 496 778 -57.7% 56.9% -33.6% 0.53% 0.23% 0.20%
Uruguay 183 64 145 -65.0% 126.6% -20.8% 0.08% 0.03% 0.04%
Venezuela 4,577 3,399 3,107 -25.7% -8.6% -32.1% 2.07% 1.59% 0.79%
Central America and
the Caribbean 6,450 6,605 10,479 2.4% 58.7% 62.5% 2.92% 3.10% 2.67%
Costa Rica 498 422 992 -15.3% 135.1% 99.2% 0.23% 0.20% 0.25%
Dominican Republic 795 742 1,658 -6.7% 123.5% 108.6% 0.36% 0.35% 0.42%
El Salvador 273 446 556 63.4% 24.7% 103.7% 0.12% 0.21% 0.14%
Guatemala 553 405 759 -26.8% 87.4% 37.3% 0.25% 0.19% 0.19%
Haiti 311 396 478 27.3% 20.7% 53.7% 0.14% 0.19% 0.12%
Honduras 376 308 563 -18.1% 82.8% 49.7% 0.17% 0.14% 0.14%
Jamaica 305 404 944 32.5% 133.7% 209.5% 0.14% 0.19% 0.24%
Netherlands Antilles 449 428 542 -4.7% 26.6% 20.7% 0.20% 0.20% 0.14%
Nicaragua 250 42 68 -83.2% 61.9% -72.8% 0.11% 0.02% 0.02%
Panama 699 675 867 -3.4% 28.4% 24.0% 0.32% 0.32% 0.22%
Trinidad 680 504 430 -25.9% -14.7% -36.8% 0.31% 0.24% 0.11%

Notes: See Table 3 for notes on country definitions.

Source: International Monetary Fund, Direction of Trade Statistics, various years, and authors’ calculations.



Table 5
U.S. Merchandise Imports from Latin America and Other Countries, 1980, 1985, and 1990

Value Growth Shares of U.S. total
— (US$ million) - — (percentage increases) — ——— (percent) —
Country 1980 1985 1990 1980-85 1985-90 1980-90 1980 1985 1990
World 256,959 361,620 517,020 40.7% 43.0% 101.2% 100.00% 100.00% 100.00%
EEC 39,988 71,617 95,491 79.1% 33.3% 138.8% 15.56% 19.80% 18.47%
Japan 32,973 72,380 93,070 119.5% 28.6% 182.3% 12.83% 20.02% 18.00%
Other Asia 33,257 61,219 104,198 84.1% 70.2% 213.3% 12.94% 16.93% 20.15%
Canada 41,999 69,427 93,780 65.3% 35.1% 123.3% 16.34% 19.20% 18.14%
Other Western
Hemisphere 38,915 49,096 67,183 26.2% 36.8% 72.6% 15.14% 13.58% 12.99%
Mexico 12,835 19,392 30,797 51.1% 58.8% 139.9% 4.99% 5.36% 5.96%
South America 15,022 22,285 28,169 48.3% 26.4% 87.5% 5.85% 6.16% 5.45%
Argentina 792 1,167 1,664 47.3% 42.6% 110.1% 0.31% 0.32% 0.32%
Bolivia 189 101 210 -46.6% 107.9% 11.1% 0.07% 0.03% 0.04%
Brazil 4,000 8,147 8,586 103.7% 5.4% 114.7% 1.56% 2.25% 1.66%
Chile 559 858 1,571 53.5% 83.1% 181.0% 0.22% 0.24% 0.30%
Colombia 1,327 1,456 3,409 9.7% 134.1% 156.9% 0.52% 0.40% 0.66%
Ecuador 953 1,975 1,547 107.2% 21.7% 62.3% 0.37% 0.55% 0.30%
Paraguay 85 25 56 -70.6% 124.0% -34.1% 0.03% 0.01% 0.01%
Peru 1,443 1,152 852 -20.2% -26.0% -41.0% 0.56% 0.32% 0.16%
Uruguay 103 574 336 457.3% -41.5% 226.2% 0.04% 0.16% 0.06%
Venezuela 5,571 6,830 9,938 22.6% 45.5% 78.4% 2.17% 1.89% 1.92%
Central America
and the Caribbean 11,058 7,419 8,217 -32.9% 10.8% 25.7% 4.30% 2.05% 1.59%
Costa Rica 405 570 1,105 40.7% 93.9% 172.8% 0.16% 0.16% 0.21%
Dominican Rep. 828 1,031 1,827 24.5% 77.2% 120.7% 0.32% 0.29% 0.35%
El Salvador 444 413 255 -7.0% -38.3% -42.6% 0.17% 0.11% 0.05%
Guatemala 465 448 873 3.7% 94.9% 87.7% 0.18% 0.12% 0.17%
Haiti 264 406 356 53.8% -12.3% 34.8% 0.10% 0.11% 0.07%
Honduras 475 433 561 -8.8% 29.6% 18.1% 0.18% 0.12% 0.11%
Jamaica 419 292 611 -30.3% 109.2% 45.8% 0.16% 0.08% 0.12%
Neth. Antilles 2,680 836 453 -68.8% -45.8% -83.1% 1.04% 0.23% 0.09%
Nicaragua 227 50 15 -718.0% -70.0% 93.4% 0.09% 0.01% 0.00%
Panama 353 467 251 32.3% -46.3% -28.9% 0.14% 0.13% 0.05%
Trinidad 2,454 1,304 1,076 -46.9% -17.5% -56.2% 0.96% 0.36% 0.21%

Note: See Table 3 for notes on country definitions.

Source: International Monetary Fund, Direction of Trade Statistics, various years, and authors’ calculations.
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Trends in U.S. Bilateral Trade

The next three tables provide perspective on the United States’ bilateral trade with the
countries of the Western Hemisphere in comparison with its trade with the rest of the world. Table 3
shows U.S. bilateral trade balances for 1980, 1985, and 1990.2 From 1980 to 1990, the U.S. trade
deficit with the entire world widened from $36.2 billion to $123.9 billion.” Most of that increase was
accounted for by larger deficits with Japan and other Asian countries (principally South Korea,
Taiwan, and China), as well as by a reduced surplus with the European Economic Community (EEC).
However, the U.S. trade balance with the Western Hemisphere also worsened by about $17 billion,
$4 billion with Canada and $13 billion with Latin America.® The worsening of the U.S. trade
balance with Latin America from 1980 to 1990 was more than accounted for by a $15 billion decline
with South America, and a $5 billion negative swing with Mexico (this has since been reversed''),
while the balance with Central America and the Caribbean improved by about $6 billion (about half of
which is due to cheaper oil imports from Trinidad and Tobago and the Netherlands Antilles).

Table 4 shows the corresponding trends in the value of United States merchandise exports (in
current or nominal dollars). The total value of U.S. exports fell by 3.5% from 1980 to 1985, but
then shot up by 84.4% from 1985 to 1990 for a gain of 78.1% over the decade. U.S. exports to Japan
and the rest of Asia grew at notably above-average rates, while exports to Europe grew at less than
average rates. In the Western Hemisphere, exports to Canada also grew at a rate that was significantly
above average. Growth of exports to Mexico was only slightly above average over the decade, but in
the 1985-90 period growth was almost as fast as exports to Japan and the rest of Asia.”” Exports to
all of Latin America (Latin America is shown as other Western Hemisphere including Mexico) grew
by only 39% over the decade, and exports to South America (excluding the Guyanas) actually fell by
nearly 12% between 1980 and 1990.

8.  The U.S. trade balance improved somewhat in 1991, mostly as a result of the country’s economic
recession and the falling value of the dollar (see Blecker, 1991b).

9.  These data are taken from the International Monetary Fund, Direction of Trade Statistics, various years.
This source shows a notably larger deficit for the U.S. in 1990 than some U.S. government sources show. On a
balance of payments basis, the U.S. merchandise trade deficit as reported by the Department of Commerce,
Bureau of Economic Analysis, was only $108.9 billion for 1990 (revised as of June 1992). However, on a
Census basis, exports (fa.s.) less imports (c.i.f) was -$123.4 billion in 1990. The IMF data are closer to a
Census basis.

10. In this context, "Latin America" refers to all western hemisphere nations other than the U.S. or Canada.
11. By 1992, the U.S. had a merchandise trade surplus with Mexico of $5.4 biilion (according to the U.S.
Department of Commerce, Census Bureau, "U.S. Merchandise Trade: December 1992." released on February 18,

1992). This remarkable shift was due partly to the large capital outflows to Mexico, partly to the growing
overvaluation of the peso, and partly to the U.S. recession.

12.  This and all other growth rates in Tables 4 and 5 are total rates for the periods shown, rot average
annual rates.

13.  Since 1991, U.S. exports to Mexico have been one of the fastest growing parts of U.S. trade.
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The relatively slow growth of U.S. exports to most of Latin America also shows up in a
reduced Latin American share of U.S. exports (last three columns of Table 4). The total Latin Ameri-
can share fell from 17.6% in 1980 to 13.7% in 1990. While the Mexican share (including components
for assembly operations) rose slightly, from 6.9% to 7.2%, the share of South America was more than
halved, from 7.8% to 3.8%. Meanwhile, the shares of Canada, Japan, and other Asian countries rose

sharply.

Table 5 shows changes in United States imports between 1980 and 1990. The total value of
United States imports from the entire world increased by 101.2%. Imports from Asia roughly tripled,
however, with increases of 182.3% from Japan and 213.3% from the rest of Asia. Aside from
Uruguay, whose exports to the U.S. were minuscule to begin with, the only Latin American country
whose sales to the U.S. increased at an Asia-like rate was Chile. U.S. imports from Chile grew by
181.0%, almost the same rate as from Japan. Other Latin American countries with relatively rapid
growth of sales in the U.S. included Costa Rica (172.8% growth), Colombia (156.9%), and Mexico
(139.9%), with Argentina and Brazil just behind. U.S. imports from Latin America as a whole grew
by less than three quarters of the average rate for all countries (72.6%). These figures make it clear
why many Latin American nations might view a FTA as essential for increasing their access to the
U.S. market. Only by a preferential trading arrangement can most Latin American countries hope to
restore the shares of U.S. imports they had a decade ago.

From the perspective of the United States, these figures show that there is also a tremendous
range in the degree to which Latin American countries are poised to take advantage of an opportunity
to penetrate the U.S. market. Beyond Mexico, a few Latin American countries (especially Chile,
Colombia, and Costa Rica) have had outstanding success in exporting to the U.S. in the past decade.

Trends in Multilateral Trade

Consideration now shifts to the broader multilateral perspective of Western Hemisphere
countries’ trade with each other and with the rest of the world. Table 6 shows the shares of the
exports of the United States, Canada, Mexico, and the rest of Latin America going to various countries
and regions as of 1990. The data in this table show striking differences in the regional composition of
trade in different parts of the Western Hemisphere. Both Canada and Mexico send about 73% of their
exports (by value) to the U.S. Their interest in free access to the U.S. market is clear. But other
Latin American countries excluding Mexico sell on average only about 31% of their exports to the
U.S. The EEC’s share is not far behind: 26%.

These average percentages conceal important differences among the other Latin American
countries, especially between the nations of Central America and the Caribbean, which do export a lot
to the United States, and many South American countries (notably Argentina, Brazil, Peru, and Chile)
whose exports are more oriented toward Europe. Clearly, the current trade orientation of many of
these Latin American countries does not suggest that they place a high priority on forming a trading
bloc with the U.S. and Canada. For many of these countries, the WHFTA option seems to be of
interest mainly because other avenues that might be superior—especially greater access to all industrial
country markets via multilateral GATT negotiations or increased trade through regional Latin
American FTAs—seem to be blocked. There is also the fear of losing out as a result of trade and
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investment diversion in Europe, through the strengthening of the European Community (EC), and in
North America, due to the NAFTA.

Table 6 shows that intra-Latin American trade is only a small percentage of the region’s total.
Trade between Mexico and the rest of Latin America is almost negligible, just 5% of Mexican exports
and barely 1% of other Latin American exports. Excluding Mexico, the other nations of Latin
America conduct, on average, only 16% of their trade with each other, although they do send an
average of 50% of their exports to the entire Western Hemisphere. And Latin America is far from the
most important export market for the United States. It accounts for just under 14% of U.S. exports,
about evenly divided between Mexico and the rest of Latin America. In contrast, Canada accounts for
21%, and the EEC for about 25%.

The intra- and interregional trade flows described by these data are uneven and asymmetric.
In particular, Canada, Mexico, and the rest of Latin America are all far more dependent on trade with
the United States than vice-versa. While this demonstrates the economic importance that FTAs with
the U.S. can have for those countries, it should also give Canadians, Mexicans, and other Latin
Americans pause to consider how much political bargaining leverage they can expect to have within a
NAFTA or WHFTA. This should be of special concern to the smaller Latin American and Caribbean
nations that do not have enjoy the leverage of a Mexico, Chile, or Brazil."

Conclusion on Trade and Development Issues

Considering the huge asymmetries and divergences in both levels of development and in trade
flows, the purely commercial rationale for a WHFTA seems weak for many countries in the
hemisphere, especially in South America. Extending the NAFTA framework to embrace the rest of
the Western Hemisphere would bring together a group of countries with disparate domestic structures
and diverse patterns of trade. Some of the most important South American countries (such as
Argentina, Brazil, Chile, and Peru) conduct most of their export trade with nations outside the Western
Hemisphere'® and sell more of their exports to the EC than to the U.S. Many Caribbean and Central
American countries have proportionally more of their trade with the United States, but they already
have preferential access to the U.S. market via the CBI.

These anomalies raise the question why there is so much interest in a WHFTA. Part of the
answer lies more in the political realm than in the economic. The EC seems to be turning inward, not
only in regard to trade but also in terms of investment flows, which are going increasingly to low-
wage regions within Europe.

14.  Similar considerations lead H. W. Singer to support a collective approach of Latin American countries to
negotiating a WHFTA, in his contribution to this publication.

15. Exports to the entire western hemisphere, including the U.S., Canada, and all other countries, are only
40.7% of total exports for Argentina, 37.3% for Brazil, 31.1% for Chile, and 29.7% for Peru, as of 1990
(calculated from data in IMF, Direction of Trade Statistics, 1991 Yearbook).
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Table 6
Shares of Merchandise Exports from the United States, Canada,
Latin America, and Mexico to Selected Destination Countries, 1990
(percent)
Exports From:
Exports United Latin Other Latin
to: States Canada America® Mexico America®
World 100.00 100.00 100.00 100.00 100.00
Industrial 63.89 87.81 73.48 91.75 68.00
countries
USA 0.00 72.66 40.44 73.12 30.64
Canada 21.10 0.00 2.18 242 2.11
Japan 12.36 5.44 5.89 5.37 6.05
EEC 24.94 7.59 22.64 10.16 26.38
Developing 35.05 7.63 24.14 7.56 29.11
countries
Latin 13.73 1.57 14.51 5.40 17.24
America
Mexico 7.22 0.37 0.81 0.00 1.06
Other Latin 6.51 1.20 13.70 5.40 16.18
America
Other
developing 21.32 6.06 9.63 ‘ 2.16 11.87
countries®
Total
Western
Hemi . 34.83 74.24 57.13 80.94 49.99
emisphere
Total for coun-
tries 98.94 95.44 97.62 99.31 97.11
shown®
Notes:

Includes all countries in the western hemisphere except United States and Canada.

Includes all countries in the western hemisphere except United States, Canada, and Mexico.

Includes countries not shown separately.

Developing countries excluding Latin America (as defined in note a).

Total for the hemisphere, including United States, Canada, Mexico, and all of Latin America.

Does not add to 100.00 percent due to the exclusion of the former U.S.S.R. and certain other formerly
Communist countries.

X NS

Source: International Monetary Fund, Direction of Trade Statistics, 1991 Yearbook; and authors’ calculations.
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What would be the consequences for trade flows if a WHFTA were actually formed later in
this decade? A few hypotheses may be ventured. One is that the growth of export-oriented
manufactures will continue to be concentrated in limited parts of Latin America, especially Mexico,
certain Central American and Caribbean countries, and the more industrially advanced South
American nations such as Brazil and Argentina. Many of the poorest Latin American nations,
especially in Central America and the Andean region, will find their high degree of specialization in
primary product exports reinforced. Latin Americans who hope to follow the path of the prosperous
East Asian NICs should remember that Korea, Taiwan, et al. achieved their stunning successes in
export-oriented industrial development with significant government intervention and the strategic use
of trade protection, not through deregulated “free markets” or complete trade liberalization (Amsden
1989, Smith 1991, Wade 1990).

While all the nations of Latin America could potentially attract more foreign investment in
low-wage, labor-intensive manufactures, not all are likely to succeed. The economies of scale and
scope that arise from investing in a small number of countries will tend to keep such investment
concentrated largely where it is currently going. Moreover, Mexico and the Caribbean countries have
natural advantages in access to the U.S. market as a result of geographical proximity and relatively
low transportation costs. All of these are obstacles that nations such as Ecuador, Bolivia, or Paraguay
will find difficult to overcome. Competing on the basis of who can offer the lowest wages and least
protection of workers’ rights and environmental safeguards is not a beneficial game to play.

Foreign investment in the countries that are specialized in primary products would
undoubtedly increase under a WHFTA, but that investment would most likely flow to traditional
mineral and agricultural areas. At best, some of the poorer Andean countries could hope to emulate
Chile by moving into nontraditional primary products such as winter fruits and vegetables for the
U.S. market—but even there they will face stiff competition from Mexico as well as Chile. More
countries trying to sell the same products in the same market at the same time is a sure way to
depress the commodity terms of trade rather than to boost economic development.

There is one positive commercial scenario that seems possible for the parts of Latin America
that have relatively little to gain from access to North American markets. Although the initial
attraction of the WHFTA concept is mainly to secure freer access to the United States market, a
WHFTA would result in “plurilateral” trade liberalization across Latin America. Nations that are
disappointed in the growth of their exports to the U.S. under a WHFTA could try to reorient their
trade toward other Latin American countries. There are pitfalls here too, due to (1) the fact that most
of the poorer Latin American countries tend to export products that are substitutes rather than
complements (especially agricultural commodities), and (2) the risk that the smaller Latin American
nations will be overwhelmed with manufactured exports from the larger nations such as Brazil, thus
stifling domestic manufacturing development. These are the same difficulties that have contributed to
the failure of most efforts at forming effective trading blocs within Latin America or its subregions.

3. Labor and Income Distribution
Current discussions of the potential impact of the NAFTA and WHFTA have concentrated on

trade flows. As the previous discussion has shown, a WHFTA would have ambiguous effects on
hemispheric trade patterns, but there are clear incentives for industrial capital to relocate investment
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in countries with abundant labor and low wages provided that productivity and quality can be
maintained. These considerations suggest a shift in attention to investment flows and their effects on
labor.

Most recent analyses of the effects of the NAFTA on labor have not been grounded in
empirical studies of the North American labor market and have de-emphasized the role of investment
flows within the continent.’® Despite the evidence from the U.S.-Canada FTA, and from the recent
opening of the Mexican market and its change in investment laws, economic modelers’ guesses about
the future dominated the debates over the effects of the NAFTA, and insufficient attention has been
paid to the empirical evidence of the actual trends during the current integration of the North
American market.

In part, the economic theorists excuse themselves from discussing the impact of foreign
investment by assuming that products made in different countries, even if they bear the same label,
are differentiated by consumers. This makes trade between countries more important than the
location of production of MNCs. To assume that U.S. consumers differentiate between a Zenith
television or Smith-Corona typewriter made in Mexico or in the U.S. is insupportable.

Unconstrained by the existing evidence, modelers have been free to make assumptions about
the future that ignore the facts of the North American labor market. Most of the models start and end
with the theoretical construct of comparative advantage—a “win-win” scenario. With two of the
assumptions required to make trade advantageous to countries—full -employment and balanced
trade—the models constrain countries to specialize in the products they are comparatively most
efficient at producing.

The full employment assumption ignores the past 20 years of poor performance by the U.S.
labor market. Average real wages of U.S. workers of most education levels except postgraduate have
fallen. The weakness of the U.S. labor market has made U.S. workers skeptical of economic models
that assume the labor market to be in equilibrium and declare U.S. workers to be on a path to higher-
wages. This paper concentrates instead on the actual pattern of employment creation and wage
changes in the U.S. economy without the assumption of full employment. The focus of this section is
particularly on the empirical evidence of the last six years, during which Mexico lowered its tariffs
and lifted major restrictions on foreign direct investment, and the U.S. and Canada entered a FTA.

Table 7 shows the flow of goods between the United States, Mexico, and Canada, and the
flow of goods among U.S.-owned affiliates operating in Canada and Mexico. Looking at all North
American trade, 42% ($93.18/220.75) can be accounted for by the movement of goods among U.S.-
owned affiliates operating in Canada and Mexico. Of course, much of the trade by U.S.
multinationals is in the U.S.-Canada free trade area. Still, of the almost $25 billion that the U.S.
exports to Mexico, $7.6 billion are shipments to U.S. multinationals operating in Mexico—roughly
30 percent of U.S. “exports.” A similar proportion of U.S. imports are from U.S. multinationals

16.  The best summary of the models and their prediction of the impact on labor is by Stanford (1993). A
more suspect summary is by Hinojosa-Ojeda and Robinson (1992), who assume that the U.S. faces a serious
shortfall in labor supply well into the next century. This, they proclaim creates a labor market complementarity
between the U.S. and Mexico, because of Mexico’s labor surplus. But Mishel and Texeira (1991) have shown
that an honest evaluation of U.S. labor market indicators does not show any sign of a labor shortage developing.
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operating in Mexico. This may seem a small figure when compared to U.S. multinationals and their
activities in other countries, but because of past investment restrictions in Mexico, U.S. firms in
Mexico are highly concentrated in manufacturing and virtually absent in primary products. The
previous section noted that over half of Mexico’s exports are in primary products. In that context,
the involvement of U.S. firms is not small. Regardless, a large and growing portion of U.S.-Mexican
“trade” is less about the shipment of goods based on comparative advantages, and more about the
decision where to produce an item based on minimizing unit labor costs. In order to assess the
impact of a FTA, therefore, it is necessary to model the behavior of U.S. multinational firms.

Table 8 shows the potential impact of decisions of United States MNCs on production
workers in North America. The table compares employment by U.S. multinationals with domestic
U.S. employment. it shows U.S. multinational affiliate employment in Canada and Mexico compared
to total employment in the U.S. to capture all the sources of job creation and job loss at home
including national firms (those with no foreign affiliates) and foreign firms with affiliates in the U.S.
as well as the “parents” of U.S. multinationals. The absolute level of multinational affiliate
employment appears small compared to the total for all U.S. manufacturing, but the changes in these
levels and the trend of those changes over the last few years are of great interest.

Although all the absolute figures for Mexico in Table 8 may appear relatively small, in fact
the annual changes in U.S. MNC employment in Mexico are large enough to have a substantial
impact on the U.S. labor market. The number of workers at MNC affiliates in Mexico rose from
370,200 in 1986 to 462,500 in 1990, an increase of 92,300 or 24.9%. The total number of U.S.
domestic manufacturing production workers was much larger to start with, about 12.9 million in
1986. This number increased by 392,000 (3%) from 1986 to 1989, and then fell by 295,000 from
1989 to 1990, for a total increase of only 97,000 (0.8%). Thus, at the margin, the number of jobs
created by U.S. multinational affiliates in Mexico is comparable in magnitude to the number of jobs
created in the U.S. domestic manufacturing sector in recent years. The claims that Mexico is too
small to have an appreciable effect on the U.S. manufacturing work force are therefore not credible.

In fact, the type of comparison made in Table 8 actually understates the extent to which
changes in the North American labor market reflect shifts away from employment in the United States
and Canada. This is because only the actions of U.S. multinational affiliates are considered when
looking at Canada and Mexico, while all firms are included in the U.S. domestic figures. Thus, for
example, the data do not include jobs created by Japanese or European firms in Mexican manufac-
turing. The data may also undercount U.S. multinationals’ true employment in Mexico. Some U.S.
corporations have used “shell” operations to limit the risk of outright ownership of a Mexican plant.
These shell operations still result in increased employment in Mexico under their control (Sinkin
1990).

In 1986, Canadian workers at U.S. multinationals represented 24.1% (472.7/1,959)"7 of
Canadian manufacturing workers. Despite the importance of U.S. multinationals to the Canadian
labor market, the decline in Canadian workers in U.S. firms from 1988 to 1989 is offset by a net
increase in total Canadian manufacturing employment. From 1988 to 1989, Canadian manufacturing
employment increased 0.9%, from 2.072 million to 2.09 million. It also must be remembered that a

17. ECD, Labour Force Statistics 1969-1989 (1991). Pages 84-85.
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Table 7
North American Trade, 1989
All Trade and Trade by U.S. Foreign Affiliates
Operating in Mexico and Canada

($ billion)
All exports from Exports from U.S. multinationals
located in
Exports to U.S. Canada Mexico U.S. Canada Mexico
U.S. 87.95 27.16 40.14 7.27
Canada 78.81 1.43 | 38.18
Mexico 24,98 52 e | 7.59
Totals 103.79 88.37 28.59 45.77 40.14 7.27

Source: U.S. Dept. of Commerce, Survey of Current Business, Vol. 71 (October, 1991): Table 19, page 51 and S-16, S-17
for all U.S. trade; IMF, Direction of Trade Statistics, Yearbook 1991, page 156 for Canada-Mexico trade statistics; and
authors’ calculations.

decline in employment with U.S. firms is not necessarily a decline in employment in Canada. The
sale of a U.S. affiliate could leave Canadian employment constant but decrease Canadian employment
in U.S. affiliates. And, while the table includes employment growth for U.S. workers resulting from
direct foreign investment in the U.S., the table ignores gains that Canadians may have realized from
direct foreign investment from countries other than the United States.

These shifts in the location of employment by United States firms should be interpreted
carefully. The fact that U.S. firms hired as many Mexican manufacturing workers as Canadian by
1990 does not necessarily mean that U.S. firms are part of the cause of the downturn in the Canadian
labor market. But the fact that U.S. firms in 1990 were still increasing their employment in Mexico
while cutting employment in the U.S. and Canada may be contributing to the slow recovery in
employment in the U.S. after the recent recession. Further, should that pattern continue, U.S. and
Canadian manufacturing employment may not return to their prerecession levels. The point that U.S.
firms created almost as many net new manufacturing jobs in Mexico as in the U.S. between 1986 and
1990 does not necessarily imply that these shifts are a cause of the downturn in the U.S. market.
However, the data do suggest that such shifts may be part of the explanation for the slow recovery of
manufacturing jobs since the 1990-91 recession. -

Supporters of the NAFTA often argued that changes in total jobs are unimportant, and only
the sectoral reallocation of employment matters. They admitted that the NAFTA will cause some loss
of low-wage jobs in the U.S. but claimed that this will only free up American workers to enter more
highly paid jobs in other sectors. In fact, about three quarters of the manufacturing jobs created in
Mexico by U.S. firms in the last several years have been in just two sectors: transportation
equipment (especially automobiles and parts), and electronics. Manufacture of automobiles is a
highly capital-intensive industry with above-average wages, while electronics is a “high-tech” industry
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Table 8
Employment of Manufacturing Production Workers in North America,
at U.S. Multinational Affiliates in Mexico and Canada,
and Domestic Manufacturing Production Workers in the U.S., 1986-1990

Annual change in
Numbers of workers ("000) number of workers (1,000s)
U.S. MNC U.S. MNC
affiliates Total affiliates Total
domestic domestic
In Canada In Mexico U.S. In Canada In Mexico U.s.
1986 472.7 370.2 12,877.0
1987 469.7 377.0 12,970.0 -3.0 6.8 93.0
1988 483.0 397.4 13,221.0 13.3 20.4 251.0
1989* 475.6 443.5 13,269.0 -7.4 46.1 48.0
1990 452.0 462.5 12,974.0 -21.1 185 | —295.0
Percent Change Total Change

1986-1989 0.6% 19.8% 3.0% 2.9 73.3 392.0
1986-1990 —4.4 249 0.8 -20.7 92.3 97.0

* There is a break in employment data from 1988 to 1989 caused by the Benchmark Survey taken in 1989 that was more
inclusive than for the annual data used in 1988. In the aggregate, the benchmark caused a net decline of 46.3 thousand
workers in all U.S. affiliates—worldwide, and regardless of industrial sector. This is because there were more losses from
affiliates leaving the survey, than gains from affiliates being added to the survey. However, there was a net gain in
employment among affiliates through an increase in affiliates and an increase in employment in affiliates that operated in
both 1988 and 1989. The effect of the benchmark is only for the year to year comparison from 1988 to 1989, and data
before 1989 with 1989 and later. The net change in worldwide U.S. affiliate employment represents 17.5 percent of the
gross change in worldwide affiliate employment. The effect'for individual countries may vary. A revision of the data is
forthcoming possibly in 1993.

Source: U.S. Dept. of Commerce, Survey of Current Business, Vol. 72 (August, 1992): Table 13.1 and Table 13.2, pages
77-78; Vol. 71 (October, 1991): Table 20.1 and Table 20.2, pages 52-53; Vol. 70 (June, 1990): Table 6, page 37; Vol. 69
(June, 1989): Table 7, page 33 for employment by U.S. multinationals in Canada and Mexico; U.S. Dept. of Labor, Bureau
of Labor Statistics, Hours, and Earnings, United States, 1909-90, Volume 1, Bulletin 2370 (March, 1991), page 61,
Supplement to Employment, Hours, and Earnings, United States, 1909-90 (July, 1991), page 11, and authors’ calculations.
Numbers for U.S. affiliates’ employment in Canada and Mexico is for all manufacturing workers. Employment in the U.S.
is for production workers only. Employment in the U.S. includes all U.S. firms including U.S. multinationals, domestic
U.S. and foreign direct investors in the U.S.
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Table 9
U.S. Multinationals and U.S. Domestic Employment

Manufacturing Production Workers in Selected Industries in Mexico and the U.S,,
(Thousands of workers, 1986-1990)

Mexican Employment in Nonbank U.S. Domestic Employment of Production Workers
U.S. Affiliates in Selected Industries in Selected Industries

Electric & Transportation Electric & Transportation i Motor Vehicles &

Electronic Equipment Electronic Equipment H Equipment
19868 772 7.8 1,184.2* 1,258.6 i 6870.7
1987 83.2 733 1,175.2* 1,279.0 i 873.7
1088 98.6 841 1,113.7 1,274.2 i 668.3
1989 110.6 92.5 1,103.9 1,279.3 ; 664.9
1980 116.5 102.6 1,055.4 1,2183 : 615.2

Absolute Change Absolute Change
1986-1989 334 20.7 -80.3 20.7 i -58
1986-1990 39.3 30.8 -128.8 -403 : -555
Percent Change Percent Change

1986-1989 43.3% 28.8% -6.8% 1.6% i ~0.9%
1986-1990 50.9 42.9 -10.9 -3.2 : -83

* For 1986 and 1987 these are the sum of production workers in the 1988 two digit code 36, i.e. SIC 361-369.

Source: U.S. Dept. of Commerce, Survey of Current Business, Vol. 72 (August, 1892): Table 13.1 and Table 13.2, pages 77-78; Vol. 71
(October, 1991): Table 20.1 and Table 20.2, pages 52-53; Vol. 70 (June, 1990): Table 8, page 37; Vol. 69 (June, 1989): Table 7, page 33
for employment by U.S. multinationals in Mexico; U.S. Dept. of Labor, Bureau of Labor Statistics, Hours, and Earnings, United States, 1809-
90, Volume 1, Bulletin 2370 (March, 1991) pages 61, 200, 320 and 332, Supplement to Employment, Hours, and Earnings, United States

1909-90 (July, 1991), pages 11, 49, and 58; and authors’ calculations.

with close-to-average wages.’* These two industries would probably be considered important ones
for the U.S. to keep if it is to move in a high-wage direction. Yet the record shows that the U.S. has
been steadily losing jobs in these sectors over the last few years, while U.S. affiliates have been
increasing jobs very rapidly in these two sectors in Mexico.

Table 9 shows employment by United States multinationals in electrical and electronic
products and in transportation equipment in Mexico, 1986-91, along with total domestic employment
in the analogous industries. Motor vehicle and equipment production workers are shown separately
for the U.S. because most of the transportation equipment jobs in Mexico are in that industry,
whereas the transportation equipment category for the U.S. also comprises the aircraft, ship building,

18. In 1990, the average hourly wage for production and nonsupervisory workers was $10.30 in electrical
and electronic equipment and $14.59 in motor vehicles. These may be compared with averages of $10.02 for
the entire private sector, and $10.83 for all manufacturing. Data are from U.S. Department of Labor, Bureau
of Labor Statistics, Supplement to Employment, Hours, and Earnings, United States, 1909-90, July 1991.
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railroad, and aerospace industries. Therefore, the transportation equipment category in the U.S.
includes some employment trends which are not directly comparable to those in Mexico.

While total United States manufacturing production jobs increased between 1986 and 1989, as
shown in Table 8, U.S. domestic employment in these two industries lagged behind. U.S.
employment in the electronics industry declined by 80,300 workers (6.8%) from 1986 to 1989, which
was before the U.S. recession. In the meantime, Mexican employment in U.S. firms in that industry
increased by 33,400 (43.3%) during that period. U.S. domestic employment in motor vehicles
declined by 5,800 workers (0.9%), while overall employment in transportation equipment (including
aircraft, etc.) increased by 20,700 (barely 1.6%)—just over half the rate for all manufacturing
(3.0%). Mexican employment in U.S. firms in the transportation equipment industry increased by
20,700 (28.8%) during the 1986-1989 period.

If we move to 1990, employment in the United States in all the sectors shown in Table 9 fell
during the recession. But employment by U.S. MNCs in Mexico in these same industries continued
to rise in 1990. Over the whole period 1986 to 1990 these two sectors were responsible for 70,100
new jobs at U.S. multinational affiliates in Mexico, or 75.9% of the 92,300 total new manufacturing
jobs in those affiliates over that period. Meanwhile, domestic employment in these two sectors fell
by a total of 184,300 jobs over the same period even though total manufacturing jobs increased
slightly in 1990 over 1986 (Table 8). Thus, in the very type of industries which the U.S. should be
seeking to preserve, the jobs created in Mexico were quite large relative to the jobs lost in the U.S.

The shift in workers was matched by a shift in passenger car production by the “Big Three”
auto makers (Chrysler, Ford, and General Motors). In 1987, 87.2% of passenger cars assembled in
North America by the Big Three were made in the U.S., and 2.3% were made in Mexico
(calculations based on data presented in Herzenberg 1991). By 1989, the U.S. share fell to 83.6%
and the Mexican share grew to 3.7%. In absolute terms, U.S. assembly of Big Three passenger cars
fell from 6.5 million to 5.8 million cars between 1987 and 1989; a fall in production of 11.2%. In
Mexico, on the other hand, production for the Big Three increased from 167,000 to 254,000
automobiles, an increase of 52.1%.

The United States’ share of passenger car assembly by all manufacturers in North America
declined from 86.9% to 83.4%, while Mexico’s production increased from 3.4% to 5.4%. The
largest shifts in production were by Nissan and Volkswagen: the U.S. share of Nissan’s North
American production fell from 66.9% to 57.1%. In 1987, 60.4% of Volkswagen’s production was in
the U.S. The company now produces autos for sale in North America only in Mexico.

These trends raise the question of why United States firms have been shifting employment in
these particular industries rapidly in recent years. Supporters of the NAFTA often argued that the
incentives for such job shifts are minimal, because the low wages of Mexican workers are offset by
their lower productivity. But while Mexican labor has low average productivity, it can be highly
productive in sectors where foreign capital has brought in up-to-date technology and management. In
domestic corn production, for example, Mexico’s productivity is very low. But in sectors such as
electronics and automobiles, its productivity has in recent years been converging on that of the U.S.
rapidly. As Mexico’s productivity has approached America’s in these industries, Mexico’s wages
have remained far lower. Mexico has acquired an enormous competitive advantage in unit labor costs
(wages relative to productivity).
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The productivity and wages (hourly compensation) of Mexican workers relative to U.S.
workers in electronics and transportation equipment are shown in Table 10. The period covered is
1975 to 1984, the latest period for which data on sectoral productivity are available. Much of the
convergence in productivity between the U.S. and Mexico is related to the share of the Mexican
sector that is made up of U.S. firms. With the increase in U.S. investment in Mexico in these sectors
since 1984, it is very likely that there has been even further convergence in productivity.

Table 10
Mexican Labor Productivity and Hourly Labor Compensation,
as Ratios of U.S. Levels, 1975-1984

1975 1979 1982 1984

Electronic equipment Productivity 0.63 0.74 0.66 0.83
Compensation 0.24 0.24 0.20 0.15

Transportation equipment Productivity 0.53 0.61 0.59 0.57
Compensation 0.31 0.28 0.20 0.13

Note: Productivity is measured by value added per employee. Transportation compensation is for motor vehicle equipment.

Sources: Magnus Blomstrom and Edward N. Wolff, “Multinational Corporations and Productivity Convergence in
Mexico,” National Bureau of Bconomic Research Working Paper No. 3141 (Cambridge, MA: October, 1989): Table 8,
page 25; U.S. Dept. of Labor, Bureau of Labor Statistics, Office of Productivity and Technology, Hourly Compensation
Costs for Production Workers, 40 Manufacturing Industries, 34 Countries, 1975 and 1979-89, Unpublished Data (September,
1990): pages 86 and 95; and calculations of the authors.

Productivity is measured as value added per employee in the industry. The table also shows
worker compensation cost (wages plus mandated and negotiated benefits and taxes) differential in the
two industries. During the period shown, the cost of employing Mexican workers, relative to the cost
of U.S. workers, was declining. In electronics, Mexican workers’ wages fell from 24% to 15% of
U.S. wages in that industry, and in transportation equipment Mexican workers dropped from 31% of
U.S. wages to 13%. Yet in transportation equipment, Mexican workers were between 53% and 61%
as productive as U.S. workers. In the electronics industry, the difference is even more stark:
Mexican workers were from 63% to 83% as productive as U.S. workers. Thus the unit labor costs
of production in Mexico are much lower than in the U.S. It would not be surprising, therefore, to
see U.S. companies seeking to increase employment in Mexico relative to the U.S. And again, these
are not low-wage industries by U.S. standards. These are “high-tech” (electronics) and capital-
intensive (transportation equipment) industries.
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The effect of slow job creation in the U.S. is reflected in the stagnant wages and benefits of
production workers in manufacturing. As a shift in investment would suggest, there is a possibility of
wage convergence. The shift could lead to convergence in wages through two paths. First, if the
shifts in employment are for similar positions, the wages of U.S. production workers would drop
toward the Mexican wage level. Or, second, if low-wage U.S. jobs are not being created but
Mexican jobs are created at higher wages, then wages would also converge. The shifts could lead to
a divergence in wages if Mexican wages do not rise as fast through new job creation as U.S. or
Canadian wages by the loss of the lowest-wage workers. But Table 11 (next page) shows that this is
occurring only in Canada.

Table 11 shows that some convergence is taking place between wages in Mexico and the
United States. The real wage of Canadian manufacturing production workers is increasing relative to
the Mexican and U.S. work force. During the period 1986-1989 (before the U.S. and Canadian
recession), convergence between U.S. and Mexican wages was the result of wages in the U.S. falling
faster than wages in Mexico: -4.4% for the U.S. compared to Mexico’s -2.4%. But while U.S.
manufacturing production wages and employment continued to fall during the U.S. recession,
Mexico’s production wages and employment continued to rise. As a result, over the period 1986-
1991, the convergence in wages is almost equally divided between a rise in Mexican wages (5.3%
higher) and a fall in U.S. wages (6.1% lower). Mexican and Canadian wages diverged between 1986
and 1989 because Canadian wages rose while Mexican wages fell. The effect of the Canadian
recession was a slowing of Canadian wage growth. For the period 1986-1991, there is some
convergence between Canadian and Mexican wages because Canadian wages did not rise as fast as
Mexico’s.

The pattern of job creation and changes in wages for the period 1986-1990 is consistent with
U.S. companies’ creating jobs in Mexico that are similar to those no longer being created in the U.S.
These data on shifts in employment in specific industries, productivity differences, and compensation
differences suggest that the current trends in employment location may be more than short-lived. It
should be remembered that six years is a short period, and they include the most recent U.S. and
Canadian recessions. The 1990 U.S. recession, as a macroeconomic phenomenon, had many causes
and, measured by lost GDP, it was short and shallow. The correlation of employment and wage
movements between the U.S. and Mexico in the 1986-1990 period does not prove a causal relation-
ship, and the effect of such a shift on the entire U.S. work force may not be entirely negative. If
employment and wages are rising elsewhere, this trend—if it is a trend—would represent only part of
the reshaping of the U.S. labor market.

The effect of slow job creation in U.S. manufacturing is also reflected in the wages of U.S.
workers. Table 12 shows the wages of U.S. men, by education, for the period 1987-1990. The
wages reported are weighted by the number of workers rather than by the number of hours to control
for the bias of excluding low-wage workers during economic downturns. The table makes it clear
that, for all education levels except two years of postgraduate college study, real wages have been
falling. Since only 7.8% of the U.S. male work force has two years of postgraduate college study,
this means that real wages have been falling for over 90% of U.S. men during this period. The table
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Table 11
Hourly Compensation* of Production Workers in Manufacturing
Canada, Mexico, and the United States, 1986-1991

Real compensation in home currency Real compensation in US$, 1991
(1991 prices)
Canada Mexico U.S. Canada Mexico U.s.
1986 19.29 6,221.23 16.46 | $16.84 $2.06 $16.46
1987 19.15 5,813.88 16.19 16.71 1.93 16.19
1988 ' 19.32 5,591.26 16.02 16.86 1.85 16.02
1989 19.41 6,071.21 15.73 16.93 2.01 15.73
1990 19.74 6,222.31 15.52 17.23 2.06 15.52
1991 19.84 6,549.00 15.45 17.31 2.17 15.45
Percent change:

1986-1989 0.6% -2.4% ~4.4% 0.5% ~2.4% -4.4%
1986-1991 2.8 53 —-6.1 2.8 53 —-6.1

* Hourly compensation includes all payments made directly to the worker (pay for time worked—-basic time and piece
rates plus overtime premiums, shift differentials, other premiums, and bonuses paid regularly each pay period, and cost-
of-living adjustments, pay for time not worked--vacations, holidays, and other leave, seasonal or irregular bonuses and
other special payments, selected social allowances, and the cost of payments in kind--before payroll deductions of any
kind) and employer expenditures for legally required insurance programs and contractual and private benefit plans.

Source: For wage data and exchange rates, U.S. Dept. Of Labor, Bureau of Labor Statistics, International Comparisons of
Hourly Compensation Costs for Production Workers in Manufacturing, 1991, Report 825 (June 1992) Table 4, page 8 and
Table 6, page 10; for inflation adjustment using consumer price index, International Monetary Fund, International Financial
Statistics, Volume XLV (April, 1992) Pages 150, 370 and 554; and calculations of the authors.

also shows the real wages of men in 1973, which reveal that the recent declines in wages are part of a
longer-term trend. The lower price levels that are supposed to result from the lower unit labor costs
embodied in imported goods have not been sufficient to benefit U.S. workers. Instead, the wages of
U.S. workers have not kept pace with inflation. So far, only a tiny fraction of U.S. workers have
benefited from the mix of U.S. trade and domestic policies.

In addition, the U.S. labor market has shown structural weakening since the late 1960s.
Table 13 shows unemployment rates during each expansion and contraction of the U.S. economy,
beginning with the peak in March 1969. Until July 1990, each successive peak followed a path of
higher and higher unemployment, and even the July 1990 unemployment rate of 5.5% was still well
above the rates at the cyclical peaks in 1969 and 1973. Up to 1982, each recession trough occurred
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Table 12
U.S. Men, All Industries, All Occupations, Real Wages
(constant US$, 1991, 1973 and 1987-1990)

High-school High-school Four years of College plus 2

drop-out graduate college years

1973 11.48 13.50 18.99 21.09

1987 9.35 11.55 17.55 20.85

1988 9.29 11.43 17.38 20.74

1989 9.01 11.15 17.13 21.05

1990 8.70 10.88 17.14 21.20

Percentage change:

1987-1990 -7.0% -5.8% -2.3% 1.7%
1973-1990 -24.2% -19.4% -9.7% 0.5%

Source: Lawrence Mishel and Jared Bernstein, “Declining Wages for High School and College Graduates: Pay and Benefits
Trends by Education, Gender, Occupation, and State, 1979-1991,” Economic Policy Institute (Washington, DC: 1992); and
authors’ calculations.

at a higher and higher unemployment rate. While the most recent recession looks better by the
criterion of theunemployment rate, it actually demonstrated worse labor-market performance by other
criteria. With the number of jobs virtually unchanged for more than a year after the official recession
trough (March 1991), the unemployment rate continued to rise well into the recovery and reached a
maximum of 7.6% in June 1992 (shown as the most recent recession trough in the table)."

The data reviewed here show that the U.S. labor market has been deteriorating in its ability to
provide rising real wages and expanding employment opportunities for the last 25 years. In light of
this worsening performance, the enhanced freedom of firms to shift jobs under the NAFTA must be
given careful consideration. The protection afforded to cross-border investment shifts under the
NAFTA is far greater than the ability of labor markets to handle the resulting shifts in employment
patterns, and there is no coordination of labor market policies across the three North American
partners.

19. In the first 22 months after the cycle trough (March 1991 to January 1993), the increase of 498,000 jobs
was only 0.5% of the pre-recession peak level of total employment. Except for the abortive 1980-81 recovery,
this was far and away the slowest job growth in a recovery in any business cycle since the late 1960s. Based on
authors’ calculations from unpublished U.S. Department of Labor, BLS data for 1992, and the U.S. Department
of Commerce, Bureau of Economic Analysis, Survey of Current Business, October 1992, for earlier data.
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Table 13
Workers in the United States:
Peak-to-Peak and Trough-to-Trough Unemployment Rates
(All civilian workers, seasonally adjusted)

Business cycle peak Unemployment rate
December 1969 35
November 1973 4.8

January 1980 6.3
July 1981 7.2

July 1990 55

Business-cycle trough Unemployment rate

November 1970 5.9
March 1975 8.6
July 1980 7.8
November 1982 10.8
June 1992 7.6

Note:  According to standard criteria, the last cyclical trough was reached in March 1991 when the unemployment rate
was only 6.8%. However, due to the unusually slow recovery that followed, unemployment continued to rise for
more than a year and reached a peak of 7.6% in June 1992. The latter month is shown in the table.

Sources: Dates of business cycles (except trough in 1992), U.S. Dept. of Commerce, Survey of Current Business, Vol. 71
(October 1991): page C-45. Unemployment rates, monthly, seasonally adjusted, U.S. Dept. of Commerce, Survey of
Current Business, Vol. 71 (October 1991): page S-10, and U.S. Dept. of Commerce, Business Statistics, 1961-88
(December 1989): page 249.

Indeed, labor market policies in the United States are not prepared to handle the quick shifts
in conditions brought about by increased international capital mobility and economic integration. The
inadequacy of U.S. policies can be inferred from the data on government spending on labor market
programs. Table 14 compares public expenditure on labor market programs in the U.S., Canada, and
Germany. Germany is shown since many like to compare the issues faced by the U.S. and Canada
by the inclusion of Mexico in a NAFTA with the issues faced by Germany with the inclusion of Spain
and Portugal in the EC. The data shown are for the same period shown above, 1986-1990.
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Table 14
Public Expenditure on Labor-Market Programs as a Percentage of GDP
Canada, Germany, and the United States, 1986-1990

Country Program 1986 1987 1988 1989 1990

Canada® | Labor market training 0.35 0.29 0.26 0.26 0.27
Youth measures 0.02 0.02 0.02 0.02 0.02
All active measures® 0.62 0.55 0.50 0.51 0.52
Income maintenance® 1.86 1.64 1.57 1.57

Germany | Labor market training 0.24 0.30 0.32 0.33 0.38
Youth measures 0.05 0.06 0.05 0.05 0.04
All active measures® 0.91 1.01 1.07 1.02 1.02
Income maintenance® 1.32 1.36 1.36 1.22 1.16

U.S.A.” | Labor market training 0.12 0.11 0.11 0.10 0.09
Youth measures 0.03 0.03 0.03 0.03 0.03
All active measures® 0.28 0.27 0.26 0.25 0.25
Income maintenance® 0.56 0.51 0.44 0.47 0.60

For the U.S. and Canada data are for fiscal years beginning and ending with calendar years
1986-87 and 1990-91.

Active labor market policies include public employment services and administration; labor
market training (including training for unemployed adults and those at risk, and training for
employed adults); youth measures (including measures for unemployed and disadvantaged
youth, and support of apprenticeship and related forms of general youth training); subsidized
employment (including subsidies to regular employment in the private sector, support of
unemployed persons starting enterprises and direct job creation in the public or non-profit
sector); and, measures for the disabled (including vocational rehabilitation and work for the
disabled).

Income maintenance includes unemployment compensation and early retirement for labor
market reasons.

Source: OECD Employment Outlook (July 1991): pp. 239, 241, and 249.
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The shifts in job creation that are already occurring, and which are likely to accelerate under
the NAFTA, imply that labor training and support for training youth will be very important. Though
all three countries invest roughly equal percentages of their GDP on youth, Germany invests
proportionally far more than the U.S. or Canada in training for adult workers. Even more disturbing
is that during the period under discussion Germany was increasing its commitment to training as the
U.S. and Canada decreased theirs. Canada began the period behind Germany in investment in active
measures to shape its labor market (0.62% to Germany’s 0.91%), but ahead in the key area of
training (0.35% to Germany’s 0.24%) and slightly behind in youth measures (0.02% to Germany’s
0.05%). Only in the area of youth measures are the U.S. and Germany investing at roughly the same
rates. At the end of the period (1990) Germany was investing at a rate that was only 0.01% of GDP
higher (0.04% for Germany to 0.03 for the U.S.) than for the United States. But, for total active
labor market policies, the U.S. is investing in its work force at a rate that is one quarter that of
Germany.

There is no support in the current pattern of job creation in the United States for the notion
that more of the same policies will lead to increased incomes in the United States. Instead, the
current pattern of slow creation of manufacturing production jobs in the U.S. and faster creation of
those jobs outside the U.S. exacerbates a longer downward trend in the U.S. labor market. The labor
market policies of the U.S. have been inadequate to reverse that trend, and are certainly inadequate to
cope with even greater shifts in the labor market. This weak labor market gave U.S. workers great
pause during the NAFTA debate. Policies that encourage a shift in U.S. investment in hopes of
changing U.S. trade patterns to offset job losses from investment shift are not showing themselves to
be sufficient to reverse deterioration in the U.S. labor market. Absent some other policies, if the
logic of the NAFTA is pushed into a WHFTA, we would not expect any significant income growth in
the United States from U.S. workers moving to higher wage jobs.

Table 15
Mexican Wages as a Percent of GDP,
1980-1990
1980 36.0%
1981 37.6
1982 35.3
1983 29.4
1984 28.7
1985 28.7
1986 28.3
1987 26.5
1988 25.9
1989 15.8
1990 15.0

Note: Data for 1989 and 1990 are, respectively, preliminary and estimated figures.
Source: Instituto Nacional de Estadistica, Geografia e Informatica (INEGI).
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It is far from clear that losses for American workers are necessarily gains for Mexican
workers. Table 11 showed that the real wages of Mexican production workers fell after Mexico
joined GATT in 1986, and returned to that level only in 1990. Only since 1990 have they made real
gains from the opening of the Mexican economy. The economy-wide gains of Mexican workers are
even less clear. Table 15 shows wages as a share of Mexico’s GDP. Prior to the debt crisis,
Mexican wages were between one third and two fifths of Mexico’s GDP—37.6% to 35.3%. After the
debt crisis and before the opening of the Mexican economy, the share of wages fell to slightly under
one third of GDP—28.3% to 29.4%. And after the opening of the Mexican economy in 1986, the
wage share is estimated to have fallen to around one fourth to slightly less than one sixth of GDP:
26.5% to 15.0%.

Of course, new job creation from foreign direct investment is only one element of the health
in a labor market. Any positive effect can be easily dwarfed by macroeconomic policy. In
particular, policies aimed at containing inflation by fiscal authorities, or currency management by
central bankers can be more important. Workers in the hemisphere may not see the theoretical
benefits touted by the economic modelers of trade because of macroeconomic forces that are more
important. As an example, Mexico’s labor market may not be seeing the benefits of a shift in job
creation because of measures taken to keep the peso’s exchange value high in order to control
inflation, which produced high interest rates and a trade deficit in the early 1990s. The high interest
rates in turn tend to shift GDP towards interest payments and away from wages unless productivity
can increase at a very fast rate.

Table 16
Employment by Nonbank Foreign Affiliates of U.S. Parent Companies,
Other Western Hemisphere, Selected Countries and the Caribbean,
1977 and 1982-1990 (°000)

Other Dominican
Western Argentina Brazil Chile Colombia Republic  Caribbean  Venezuela
Hemisphere

1977 976.9 108.0 435.7 10.1 61.3 46.6 49.1 101.2
1982 880.3 80.6 425.6 12.7 54.5 12.6 44.0 102.7
1983 799.7 82.1 377.0 12.6 54.0 10.9 41.8 83.4
1984 786.7 81.0 377.0 12.7 51.7 10.6 41.2 76.4
1985 764.6 709 3920 119 50.2 7.4 32.5 74.3
1986 753.3 68.4 4032 13.2 40.7 9.8 29.2 68.2
1987 795.1 68.4 432.7 129 44.2 9.7 29.5 74.3
1988 791.1 67.4 4246 145 45.8 11.6 28.9 71.6
1989 780.7 60.3 440.1 18.6 39.4 18.1 28.0 60.1
1990 781.8 57.7 4450 220 40.1 18.7 27.8 61.7

Note: “Other Western Hemisphere” is the Western Hemisphere excluding the U.S., Canada, and Mexico. The
Caribbean column includes the Bahamas, Barbados, Bermuda, Jamaica, the Netherlands Antilles, Trinidad and
Tobago, and the United Kingdom Islands.

Source: U.S. Dept. of Commerce, Survey of Current Business, Vol. 71 (October 1991): Table 4, page 34; and
Vol. 72 (August 1992), Tables 13.1 and 13.2, pages 77-78.
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Table 16 shows employment with United States multinationals in Latin America and the rest
of the Western Hemisphere except Canada and Mexico, and in specific countries. This table shows
total employment with U.S. multinationals including all industries. Overall employment with U.S.-
based firms in the hemisphere is down from earlier. The pattern in most countries is a drop in
economic activity following the debt crisis in 1982, with a slow recovery beginning in 1985-1986.
Job creation from U.S. multinationals has followed the health of the local economies.

However, countries such as Argentina, Colombia, and Venezuela show a persistent decline in
job growth from U.S. foreign direct investment. The most dramatic growth has been in the Domini-
can Republic, though this is still far below the higher levels of the 1970s. The Dominican Republic,
like Mexico, has an “in-bond” manufacturing sector that enjoys favorable duties in the United States.
It is also closer to major U.S. markets than many other countries in the hemisphere.

Chile has also experienced growth, but not in manufacturing. Most Chilean jobs with United
States-based companies are in other industries. If a WHFTA reinforces current trends, then it is not
likely that many other countries will see investment-led job growth in manufacturing unless their
economies are healthier. And it is possible that if barriers are lowered for intrahemispheric trade, the
investment that has been induced to avoid trade barriers may not be present even if the local
economies are healthier. Existing job creation patterns, like the trade patterns discussed in the
previous section, may create more pitfalls for the poorer Latin American countries.

4. Foreign Investment and the Macroeconomics of Western Hemisphere Integration

It is clear from the preceding discussion that the main impetus for the NAFTA and WHFTA
proposals, both for American business and for Latin American governments, is the prospect of
massive new infusions of foreign investment (especially direct investment) into Latin America. This
section will analyze recent trends in U.S. foreign investment in Mexico and what those trends imply
for future growth and job creation in North America. As before, this study will consider the extent to
which these trends are likely to be followed in the rest of Latin America under a WHFTA.

Creating an Integrated Capital Market

Although the NAFTA is, on the surface, a trade liberalization agreement, in fact it is just as
concerned (if not more so) with investment liberalization. The NAFTA contains stringent and
unprecedented guarantees for foreign investment in each country, intended mainly to secure U.S.
multinational firms from nationalization or even more moderate restrictions on the mobility of their
capital invested in Mexico. Coupled with provisions to liberalize trade in financial services, it is clear
that the goal of the NAFTA is to create an integrated capital market along with an integrated goods
market—although no integration of labor markets was contemplated. NAFTA will therefore have
repercussions for capital flows both within North America and with other regions. This makes it
imperative to consider the macroeconomic repercussions of what is really a free trade and investment
agreement.
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Macroeconomic Repercussions for the United States?

It is ironic that the prospects for increased capital mobility under NAFTA have been the
source for the biggest projected gains and losses in output and employment for the United States.
American NAFTA supporters such as Dornbusch (1991) and Hufbauer and Schott (1992) argue that
an increased net capital outflow from the U.S. to Mexico will improve the U.S. current account
balance, ceteris paribus, and thus raise U.S. GDP and employment.” American NAFTA critics
such as Koechlin et al. (1992) have assumed that increased foreign investment in Mexico comes
largely if not exclusively at the expense of domestic investment in the U.S., thus causing losses of
output and employment there.

To sort out this debate, it is necessary to recall the national income identity:
GDP=C+I1+G+X—-M),

where C is personal consumption expenditures, I is gross domestic investment, G is government
purchases, X is exports of goods and services, and M is imports of goods and services.”” Based on
this identity, it is clear that both sides in the debate took only partial and incomplete approaches to the
question of income determination (and employment determination, assuming employment is roughly
proportional to GDP in the short run). The supporters looked mainly at the likely changes in the
trade balance, X—M, arguing that these are likely to be positive for the U.S. The critics looked
mainly at the domestic investment term I, claiming that it is likely to be reduced in the U.S. Critics
also tended to argue that the U.S. trade balance X—M would be decreased by the NAFTA, as the
U.S. imports more labor-intensive manufactures from Mexico. Each side implicitly assumed that the
effects considered by the other side either would not happen or would be inconsequential.

: A more complete analysis must address both the question of how much foreign capital will be

invested in Mexico as a result of the NAFTA, and the degree to which this capital will be diverted
from domestic investment in the United States. Consider, for example, a decision by an American
corporation to relocate a particular production activity from Michigan to Monterrey. This will entail
capital outflows and, at least initially, reduced investment at the company’s facilities in the U.S. The
question is whether that reduced investment will automatically be replaced by some other investment.
Supporters of NAFTA essentially assumed that this corporation or other corporations would

20.  The discussion in this section draws heavily on Blecker (1993), which provides a formal mathematical
model for some of the relationships discussed here.

21.  Of course, this argument implied that Mexico would have increased trade deficits. But this need not
reduce employment in Mexico, and may even increase it, if one assumes that Mexican industry operates at full
capacity. With output and employment constrained by available capital, a current account deficit brought about
by increased capital inflows can relieve the domestic savings and foreign exchange constraints in a two-gap
model, thus permitting increased investment and capital accumulation.

22. In the American national income accounts, public sector investment is included in G; most other
countries’ national accounts include public sector investment in I. Using GDP as the income aggregate, the
trade balance (X—M) excludes net factor income (factor service receipts) from abroad. Those would be
included if a GNP aggregate were used instead.
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necessarily fill the void by investing in new activities, perhaps targeted at exports to Mexico. Critics
of NAFTA questioned whether this is likely to happen.

Traditional neoclassical economic theory, which assumes that investment is determined by
available savings, implies that the savings thus released will necessarily find a more profitable outlet
somewhere else in the country. But even that conclusion need not hold once the capital markets of
the two countries are integrated. That is precisely why the capital market integration features of the
NAFTA are so important. Even if investment is constrained by savings in the aggregate, in an
integrated North American capital market that would only imply that North American savings would
have to be used to finance investment somewhere in North America—not necessarily in the country
where those savings originate. And if one takes the Keynesian view that investment is the indepen-
dent variable, and savings adjust (through changes in income levels and factor shares), then there is
not even any sense in which there is a predetermined amount of savings “released” which must find
an outlet somewhere., In that case, there could be no presumption of the foregone domestic
investment being replaced.

The issue of capital flows is further complicated by the potential for investment diversion
effects. For example, a U.S. (or foreign) corporation with operations in several countries could
decide to increase its investments in Mexico at the expense of its investments in another developing
country, rather than at the expense of its investments in the United States. This would bring new
foreign capital into Mexico, but without producing capital outflows from the U.S. As an alternative,
a foreign corporation seeking access to the U.S. market could decide to invest in Mexico rather than
in the U.S. itself, once trade barriers were eliminated. This would reduce domestic investment in the
U.S., but without creating a capital outflow from the U.S. that would improve the trade balance.
Given these complexities, it is hard to know a priori whether the increase in (X—M) or decrease in /
will predominate in the U.S. macroeconomy. The estimation of the relative importance of the
different factors involved is an important priority for research on this topic.

Furthermore, the dynamics of the foreign capital flows must be considered. Presumably, a
large capital outflow is the result of a stock-adjustment process. American firms respond to lower
perceived risks and higher expected discounted profits from operations in Mexico, as a result of the
trade and investment liberalization provisions of NAFTA, by increasing their desired stocks of capital
in Mexico. Capital outflows then occur over time as needed to bring actual stocks of U.S. assets in
Mexico into line with the new desired level. Considerable lags may prolong this adjustment process
because of such factors as sunk costs in U.S. facilities, learning about suitable foreign locations,
obtaining the necessary financing, training of workers, construction of new facilities, etc. Investment
projects may also be delayed by slowdowns in demand growth (the accelerator effect) or shortfalls of
cash flows (which may constrain external as well as internal financing in imperfect capital markets).
In addition, some of the increased investment in Mexico is financed with locally raised capital, which
does not result in capital outflows from the U.S.

Once the new level of desired foreign capital in Mexico is reached, we would expect the net
new capital outflows from the U.S. to be reduced. At that point, the U.S. trade balance with Mexico
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would fall.® At best, then, the prediction of huge net capital outflows is valid for the short-to-
medium run, but is not likely to be sustained in the long run. And even this analysis assumes a stable
adjustment of foreign capital in Mexico to a new desired level; the swings in the balance of payments
could be even more dramatic if there is a boom-bust cycle characterize by overinvestment in Mexico
in the short run followed by a subsequent withdrawal of capital as occurred in U.S. bank lending to
Latin America in the late 1970s and early 1980s.

What will be sustained in the long run are the changes in the competitiveness of each
country’s industries that follow from the new locational pattern of investment. In this respect, the
long-term consequences for the U.S. trade balance could well be negative, once the net capital flows
(and the associated exports of capital equipment produced in the U.S.) fall off. As argued in the
previous section, if plants located in Mexico are able to combine highly productive modern
technology with continued low wages to produce manufactured goods with comparatively low unit
labor costs, they can undersell American products in a wide range of products including some that are
apparently “capital-intensive” or “high-tech” (such as autos and electronics). Such competitive
advantages could be offset by appreciation of the peso, by increased wages of production workers in
Mexico, or by shifts of U.S. manufacturing into more knowledge-based products where labor costs
are less important. But even if the net effects on U.S. employment are minimal in the long run, the
gross job losses and dislocations in sectors such as automobiles, textiles, and electronics are likely to
be considerable.

The integration of capital markets also has important implications for the exchange-rate
dimension of the NAFTA and, by extension, of a WHFTA.* The peso is somewhat overvalued in
real terms. This is partly a deliberate consequence of Mexico’s anti-inflationary policies, and partly
the result of the increased capital inflows into Mexico in recent years, and in turn helps to account for
Mexico’s growing trade deficit in the early 1990s. Indeed, the real appreciation of the peso is an
important “transmission mechanism” for endogenously making the trade balance adjust to the capital
account surplus (just as occurred with the U.S. dollar in the early 1980s). If the NAFTA causes
capital inflows into Mexico to grow even more, and if Mexico retains its current anti-inflationary
fiscal and monetary policies, the peso could rise even more in real terms in the short run. This would
help ameliorate the possible negative effects of any investment shifts on the U.S. by making Mexican
products relatively less competitive and helping to ensure a bilateral U.S. trade surplus with Mexico
over the first few years of the agreement. But this would also lessen some of the short-term gains to
Mexico. And this is also a warning to other Latin American countries contemplating entering a
WHFTA; Latin American countries have a long history of micro-level export-promotion policies that
fail partly because of exchange rate misalignment.”

23. The current account balance would fall less than the trade balance due to increased net inflows of
investment income. However, net investment income is not included in the (X—AM) term when the national
income identity is defined in terms of GDP.

24. The following discussion was suggested by a conversation with Daniel Schydlowsky.
25. Often, Latin American currencies have become overvalued as a result of high differential inflation rates
(relative to the industrial countries) not fully offset by nominal devaluations. While the current Mexican case is

similar in this regard, the Mexican government is doing this consciously as an anti-inflationary measure.
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In the long run, however, the overvaluation of the Mexican peso cannot be sustained
indefinitely. Once the net capital inflows fall, there will be downward pressure on the peso and it
will be in Mexico’s competitive interest to allow that to happen, assuming fears of high inflation have
subsided by then. This would threaten the U.S. with trade deficits, but there would be little the U.S.
could do as there is no agreement in the NAFTA to stabilize exchange rates. As in Europe, then, the
integration of commodity and capital markets will bring pressures for exchange rate management,
macroeconomic policy coordination, and possibly a monetary union. While no politicians in North
America have dared to make such suggestions yet, the European experience suggests that they may
not be far off. The recent conflict between Germany and the other countries in the European
Monetary System (EMS) over interest rates and exchange-rate parities demonstrated the problems that
smaller countries can face when the hegemonic power in a trading (and monetary) bloc decides to
base its policies on domestic considerations, with no concern for the effects on the other states in the
bloc.

These same dynamics of capital flows, investment shifts, and exchange-rate effects will be
played out across Latin America to a greater or lesser extent, and with different variations, if a
WHFTA is created. One would expect, however, that the total amount of U.S. capital that might
move to Latin America over the next few decades is not unlimited, and that the addition of more
countries to the Western Hemisphere trading bloc will only dilute the effects on any individual
country such as Mexico. Thus, the formation of a WHFTA is not likely to add greatly to the
aggregate costs and benefits to the U.S. of integrating its capital market with Mexico, but it could
divert some of the gains Mexico hopes to realize to other Latin American countries. Indeed, the fear
of diversion of capital to Mexico under a NAFTA may account in part for the interest of some other
Latin American countries in joining a WHFTA when prospective trade gains alone are not likely to be
large.

Recent Trends in U.S. Foreign Direct Investment in Latin America

It is often argued that the amounts of U.S. FDI in Mexico are inconsequential for its
economy. It is true that the magnitudes are small, although how small depends on the basis of
comparison. The largest predictions of job gains or losses for the U.S. from NAFTA are on the
order of 500,000, less than 0.5% of total U.S. employment. Nevertheless, just as the job creation by
U.S. MNCs in manufacturing in Mexico has been substantial in comparison with the job creation in
domestic U.S. manufacturing, so the increases in U.S. FDI in manufacturing in Mexico have also
been impressive.

Often, the magnitudes of FDI are dismissed as negligible by comparison with total U.S. gross
private domestic investment, which has been on the order of $700-800 billion since 1987. But this
total includes roughly $200 billion of residential investment, which is clearly internationally
immobile, as well as some nonresidential structures and equipment that are also largely irrelevant to
the issues in the NAFTA debate (e.g., commercial and office buildings). Since most of the concern
in this debate is over the fate of American manufacturing, the most relevant benchmark is new plant
and equipment expenditures (NP&EE) in domestic manufacturing.

Table 17 presents data on U.S. FDI in manufacturing to Mexico and other developing
countries over the last five years, compared with U.S. domestic NP&EE in manufacturing. At first
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glance, even these FDI figures look small by comparison. As of 1991, total FDI in manufacturing in
all developing countries was only about 4% of domestic NP&EE in manufacturing, of which about
one third went to Mexico. But what is more noteworthy are the trends in these data. While U.S.
domestic NP&EE rose by only 30% from 1987 to 1991, manufacturing FDI by U.S. multinationals in
all developing countries rose by 69%, and U.S. manufacturing FDI in Mexico rose by 222% (i.e.,
more than tripled) during the first four years following Mexico’s liberalization of foreign investment
rules.

The extent to which this extraordinary growth came at the expense of domestic investment in
the United States versus foreign investment in other countries is impossible to tell. Some evidence for
investment diversion is found in the fact that the Mexican share of all U.S. FDI in manufacturing in
developing countries rose from 19% in 1987 to 35% in 1991. U.S. domestic NP&EE in
manufacturing fell in 1991 due largely to the recession, but could possibly have been higher than it
actually was if capital outflows to Mexico (and other countries) had not continued to be strong. It is
plausible, although there is no definitive proof, to surmise that the unusually sluggish behavior of
domestic investment in the U.S. economic recovery in 1991-92 may have been due, to some degree,
to the fact that American and foreign companies were shifting their North American manufacturing
investment to other nations such as Mexico.

Finally, the data in Table 17 may give some hints about the interest of other Latin American
nations in a hemispheric FTA with similar provisions on foreign investment. After a boom in 1988-
89, U.S. FDI in manufacturing in other Latin American countries fell off sharply in 1990 and 1991
while the FDI in Mexico continued to grow. It is possible that the rest of Latin America was already
feeling some diversion of U.S. FDI to Mexico. This would support the view that the rest of Latin
America seeks a WHFTA in part as a defensive move to prevent Mexico from capturing a larger
share of U.S. FDI (as well as trade) in the western hemisphere.

The Question of Markets

In all of the discussions of the NAFTA and WHFTA there has been remarkably little attention
to the problem of generating effective demand sufficient to utilize fully the increased productive
capacity that would result from greater capital flows and technology transfers. Indeed, there is
considerable incongruity between the expectations of Mexicans and other Latin Americans that export-
led growth will cure their economic ills on the one hand, and on the other the current concerns in the
U.S. and the EC—the main sources of demand for Latin American exports—that the 1990s will be a
decade of slow growth. It would be tragic for Latin America if it were to embark on a liberal trading
regime for the first time in over a half century, only to find that the industrialized countries were
entering a period of depressed global market expansion.

In the mid-1980s, the great motor of world demand growth was the expansionary fiscal policy
of the United States under President Ronald Reagan. U.S. budget deficits, coupled with debt-financed
spending by American businesses and households, contributed to huge trade deficits at a time when
most foreign countries were pursuing contractionary macro policies (Blecker 1991a, 1992). The
resulting trade surpluses for Japan, the former West Germany, and the East Asian NICs (principally
South Korea and Taiwan) in the mid-1980s in turn stimulated their economies, and in the late 1980s
led to pressures on those countries to appreciate their currencies and expand their demand in order to
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Table 17
U.S. Direct Investment in Manufacturing in Mexico and Other
Latin American and Developing Countries, 1987 to 1991
($ billion)
N 1 U.S. direct foreign investment
ew plant (sum of capital outflows plus
a}nd reinvested earnings)
equipment
expenditures Mexico Other Other Total
in U.S. manu- Latin developing developing

facturing America countries countries
1987 141.1 0.8 1.8 1.7 43
1988 163.5 1.3 3.0 1.6 6.0
1989 183.8 1.6 5.7 1.6 8.8
1990 192.6 2.4 3.2 2.4 8.1
1991 183.6 2.5 2.0 2.6 7.2

Percent of U.S. new plant and equipment expenditures
1987 0.56% 1.26% 1.19% 3.01%
1988 0.82% 1.86% 0.97% 3.65%
1989 0.86% 3.10% 0.84% 4.81%
1990 1.27% 1.66% 1.26% 4.18%
1991 1.39% 1.09% 1.44% 3.91%
Rate of increase, 1987-91
30.2% 221.9% 11.8% 57.8% 69.0%

Sources: U.S. direct investment abroad is from U.S. Department of Commerce, Bureau of Economic Analysis, Survey of
Current Business, various August issues; new plant and equipment expenditures for U.S. domestic manufacturing are from
Bureau of the Census data reported in U.S. Congress, Joint Economic Committee, Economic Indicators, June 1992, p. 10;
and authors’ calculations.

redress the “global imbalances.” Thus soaring American demand for foreign products spilled over
into an economic boom in the 1980s, a less than global boom since most of Latin America and sub-
Saharan Africa were left out.

But the 1980s are past, and the proverbial chickens have come home to roost. In 1990-91 the

U.S. suffered a recession which, although not unusually deep, was unusually prolonged. Although
the recession officially ended in mid-1991, the annual growth rate from 1991 to 1992 was only 2.1%,

158



Beyond NAFTA: Employment, Growth, and Income-distribution Effects of a WHFTA

and the prerecession peak real GDP of $4,902.7 billion (in constant 1987 dollars) in second quarter
1990 was not surpassed until the third quarter of 1992.% With a budget deficit on the order of $300
billion, a national debt approaching $4 trillion, and an annual net interest bill of over $200 billion,”
the U.S. government was unable to play its traditional countercyclical role in stimulating the economy
during the recovery.

At the same time, U.S. corporations and households have been struggling with huge debt
overhangs and are reluctant to increase capital expenditures. Banks in turn are seeking to restore
their balance sheets after more than a decade of imprudent lending (which continued domestically
after they were curtailed in Latin America) and are rationing credit even to creditworthy customers.
The legacies of the excesses of the 1980s have become obstacles to renewed U.S. growth in the
1990s.

In February 1993 President Clinton revealed his economic program, which combined a
modest fiscal stimulus with larger tax increases, with the net effect of cutting the projected annual
federal budget deficit by about $140 billion by 1997. This essentially contractionary shift in fiscal
policy will further slow the medium-term growth of the U.S. economy while holding other factors
constant. Reductions in long-term interest rates and further dollar depreciation could partly offset the
contractionary effects of reducing the budget deficit, but the most likely scenario is for continued slow
growth of the U.S. economy in the mid-1990s. Putting all this together, the prospects for rapid
growth of the U.S. consumer market in the 1990s are poor.

The picture is not much better in other potential markets for Latin American exports.
European growth has been slowed by the high interest-rate policy of Germany, adopted by the
Bundesbank in response to the high fiscal costs of integrating the former East Germany into the
Federal Republic. On the other side of the world, Japan is in a recession and most of the other major
economies of East Asia are competitors of Latin America rather than potential markets.

For Latin America all of this implies that this is a particularly risky time to be putting all of
its eggs in the one basket of a FTA with the United States. Especially if the Latin American nations
are counting on exports to the U.S. to fuel their own recovery and growth, they could be setting
themselves up for a major disappointment. Of course, their exports can grow in the short run as
industry relocates to Mexico or other Latin America nations, either at the expense of American
manufacturing or through investment diversion from East Asia. But these will be one-time static
gains unless the overall U.S. market starts to grow again.

In this century, Latin America has had a long and sorry history of implementing new
development strategies just when the conditions that motivated them passed. Import substitution
policies were largely a response to the stagnation of the 1930s, when global depression led to
collapsing commodity prices and the wartime shortages of the 1940s. But import substitution policies
were pursued most strongly between the 1950s and the 1970s, when global markets were generally

26. Data from U.S. Department of Commerce, Bureau of Economic Analysis, "Gross Domestic Product:
Fourth Quarter 1992 (Preliminary),” release of February 26, 1993, and U.S. Congress, Joint Economic
Committee, Economic Indicators, December 1992,

27. Data from U.S. Congress, Joint Economic Committee, Economic Indicators, December 1992.
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booming and those developing nations that did choose an export-oriented strategy did relatively well.
In the 1980s, the East Asian NICs took advantage of the United States’ open markets and demand-
driven boom to achieve rapid export-led growth, while most Latin American countries were struggling
to recover from the debt crisis and to implement “stabilization” and “structural adjustment” policies.
Now, just when Asia and Europe are turning inward and the U.S. economy has stagnated, Latin
America should think twice before accepting a WHFTA as the only framework for growth.

In this context, it is also important to consider the macroeconomic consequences of the
distribution effects of the NAFTA or a WHFTA. The implication of the analysis in section 3 above
is that these FTAs are likely to increase the share of profits (capital income) in national income both
in the U.S. and abroad—in the U.S. by reducing the bargaining power of industrial workers, and in
Mexico by raising the productivity of labor relative to real wages (which are likely to be held down
by surplus labor supply). The redistribution of income toward profits could only be exacerbated in a
wider WHFTA, if more poor countries end up competing over who can offer the lowest wages (as
well as the lowest taxes and least regulatory controls) to foreign capital.

Structuralist macroeconomic theory (Taylor 1983, 1991) implies that such a redistribution
toward capital can have a depressing effect on overall aggregate demand since workers have a higher
marginal propensity to consume than capital owners. A redistribution of income toward profits thus
raises the average saving rate by giving a greater weight to incomes that are saved at higher marginal
rates. But this in turn reduces effective demand through the Keynesian “paradox of thrift.” This
implies that even consumer demand (C in the national income identity above) could be adversely
affected by FTAs with investment liberalization in the Western Hemisphere. And if that happens,
Latin American nations counting on the U.S. market to fuel their own export-led growth will also
suffer.

There are potential offsets to this loss of consumer demand from wage earners. Reduced
prices of consumer goods due to production with cheaper labor could help to preserve purchasing
power over tradeable consumption goods, although this would not help in regard to nontradeable
goods and services. Investment demand, stimulated by the higher profitability, could substitute for
consumption demand. Exports to other regions of the world economy such as Europe, Asia, or the
Middle East could replace some domestic demand. And finally, demand for luxury consumption
goods by upper-income groups throughout North and South America could substitute for workers’
demand for basics, a phenomenon already observed in the United States during the so-called
consumption binge of the 1980s (Blecker 1991a). But all of these offsets, even if realized, would
imply a new pattern of growth based on low wages and highly unequal income distribution, with the
benefits of the growth skewed toward the wealthy throughout the trading bloc.
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5. Conclusion: The Political Economy of an Integrated Western Hemisphere

This paper has raised questions and point out potential problems with the NAFTA and its
proposed successor, the WHFTA. Definitive answers to many of the questions posed here are not yet
possible. Nevertheless, if the reader has thought critically about the current rush to form FTAs in the
Western Hemisphere, and has taken seriously some of the likely obstacles, then this paper will have
served to advance the discussion. At a minimum, the paper has suggested an agenda for future
research on issues that are critical to understanding how FTAs will affect the majority of persons in
the Western Hemisphere.

Hemispheric integration is far from a free lunch and far from certain to be the panacea it is
often made out to be. This concluding section identifies the main policy issues that are likely to be
important in future hemispheric negotiations and may determine the eventual social impact of the
integration process.

NAFTA is no mere agreement to liberalize cross-border trade. It also contains a set of rules
that provide guarantees to foreign investors and a set of restrictions on the kinds of domestic
economic regulations and industrial policies member countries can adopt. It does allow for the
continuance of some degree of consumer health and safety regulations, but it does less to prevent
“environmental dumping” of pollution produced at the site of production. Moreover, it does little to
guarantee the enforcement of humane labor standards and workers’ rights throughout North America.
Thus goods that were produced in factories which dump toxic wastes or expose workers to harmful
substances in one country could not effectively be kept out of the other countries under the NAFTA.
Given the looser enforcement of such laws in Mexico today, NAFTA alone could provide incentives
for multinational firms to circumvent U.S. environmental and labor standards by moving production
to Mexico, and that would in turn make it harder to maintain and strengthen environmental and labor
standards in the United States. A WHFTA patterned on the original NAFTA would only worsen
these problems, especially if it encourages more countries to offer lax environmental protection and
weak worker rights to attract foreign investment.

The history of modern efforts at economic integration shows that, if successful, the liberaliza-
tion of trade and investment eventually leads to moves for further social and political integration as
well as macroeconomic policy coordination. The European Community is a case in point, in spite of
its current difficulties. In an integrated North American market for goods and capital, citizens of all
three countries will inevitably become more aware of conditions in neighboring countries. And since
such an integrated market will make workers and communities in the three countries compete against
each other for jobs, labor market conditions and social externalities throughout North America will
become subjects of legitimate public debate and concern. Thus while NAFTA itself is likely to create
pressures to level social regulations downward, there will be (and already are) countervailing political
pressures to level them upward instead. The realization that investors have been protected far more
than workers, consumers, or the environment led to calls for extending the protections of the NAFTA
beyond what it initially encompassed.

These same considerations apply to the more strictly economic consequences of trade and
investment liberalization. Potentially massive dislocations of labor in all the countries involved could
have a regressive impact on income distribution even if net changes in employment are relatively
small. These problems must largely be dealt with by domestic institutions and policies that can be
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adopted unilaterally by each member of NAFTA. In particular, there is a desperate need to
strengthen policies such as adjustment assistance and labor retraining for workers who lose jobs, as
well as to work on the eventual international harmonization and enforcement of labor standards.
Mexico also has serious needs in this area and might require foreign financial assistance to address
them. It would also be in the interest of the U.S. to provide such assistance, in order to relieve
migration pressures. The manner in which these concerns were dealt with in the NAFTA will set
important precedents for eventual WHFTA negotiations.

Finally, nations will not be able to combine their economies successfully to the degree implied
by NAFTA without eventually having to coordinate their monetary and macroeconomic policies. This
is a central lesson of the European experience, and it is confirmed by the fact that the recent lack of
policy coordination between Germany and the other countries in the EMS made that system of
exchange-rate parities unsustainable. All of North America will have to have reasonably consistent
fiscal and monetary policies in order to keep interest rates and inflation rates in line, and thus to
prevent destabilizing exchange-rate fluctuations and balance-of-payments crises. For all practical
purposes, this means that the Bank of Canada and Banco de México will have to subordinate their
monetary policies to the U.S. Federal Reserve until a more international monetary authority is
established. In effect, the Canadian dollar and Mexican peso will have to be pegged more closely to
the dollar, in real (inflation-adjusted) terms. Such problems of coordination would only be multiplied
in a WHFTA.

In all of this, the need to provide expanding markets for the products of all member nations of
the FTA (NA or WH version) will have to be met. Anti-inflationary policies, while necessary at
times, have a contractionary bias, and if combined with regressive income distribution could lead to
chronically depressed demand. Many of the problems this paper has identified, including especially
the problems of labor dislocation, could be ameliorated if growth is robust and new jobs and
opportunities are continuously created. A stagnant hemispheric economy, on the other hand, is bound
to stir more conflict both within and between nations. There will have to be renewed attention on
reviving domestic growth, consistent with maintaining low inflation and preventing environmental
degradation. These are fine lines indeed to draw and walk, but if they are not handled correctly the
whole process of Western Hemisphere integration is unlikely to succeed in the long run.
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STRATEGIES FOR TRADE LIBERALIZATION IN THE AMERICAS

Graciela Chichilnisky

Introduction: Trading Blocs and the GATT

Regional free trade zones have been unexpectedly successful in the last decade. Since 1980 the
European Community enlarged significantly its membership and its scope. It now includes southern
European countries, and market-integrating features allowing goods, people, services and capital to flow
freely around an area accounting for about one fourth of world economic output.

In what appears to be a strategic response, the United States has entered into similar agreements
with its neighbors. The recent trading and investment agreement with Canada was signed after many
decades of doubtful consideration, and the trend is expanding to the rest of the Americas starting with
Mexico. This trend is observed also in other regions. The six members of the Association of South East
Asian Nations—Singapore, Malaysia, Thailand, Indonesia, the Philippines, and Brunei—have began this
year to build their ASEAN free trade area AFTA as a future counterweight to other international trading
blocks, even though at present most of their trade is with Europe, Japan and the US and not with each
other. The Japanese have increasingly focused their economic attention in their own region, leading to
more investment in and imports from the new East Asian manufacturing exporters. Even the Andean pact
seems to be progressing in Latin America after several decades of aimless discussions, with MERCOSUR
following suit.

The relationship between the multilateral trade system (MTS) and the success of the regional trade
pacts raise disparate reactions. One view is that the emergence of regional trade pacts is a step in the
right direction. In this view free trade is not defunct, but rather being organized and approached
differently. But another, quite natural, reaction is to fear that “customs unions,” as regional free trade
pacts are usually called, are inherently opposed to global free trade. Do custom unions increase free
trade with insiders at the cost of diverting trade with outsiders? Since the classic works of Meade (1955)
and Viner (1950) classifying the issues into trade creation and trade diversion, there has been little
conceptual advance on this issue. But the issue is very alive today, and requires our full attention.

It is the purpose of this paper to re-examine the positive and negative aspects of trading blocs as
they relate to gains from free trade. The paper is primarily a discussion of conceptual issues, although
it is based on facts and on particular cases which are of interest to the trade liberalization in the
Americas.

We take a somewhat different approach to a familiar issue. Rather than asking the standard
question of whether regional blocs help or hinder global free trade, we ask a more detailed question: what
type of customs union is likely to lead to a trade war between the blocs, and what type of custom union
is, instead, likely to lead to expanded global trade. In practical terms: what type of trade policies within
the blocs will provide economic incentives for expanding free trade.

We shall compare the impact on the world economy of free trade blocs organized around two
alternative principles: one is traditional comparative advantages, the other is economies of scale. The
aim is to determine how the patterns of trade inside the blocs determine the trade relations among the
blocs.
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The paper has four parts. The first part reviews the existing economics of trading blocs, and uses
this to explain the current situation in the EC and NAFTA. The second part presents a new conceptual
approach to the economics of preferential trade, focusing on the internal organization of trading blocs and
the economic incentives that this generates with respect to the rest of the world. The third part is a
conclusion which pulls the arguments together for an evaluation of NAFTA and an American free trade
zone, and of global free trade. The fourth part is an Appendix which provides a formal general
equilibrium model of trading blocs with increasing returns to scale and proves the mathematical results
which underlie the discussion in the text.

Part I. The Economics of Trading Blocs
Free Trade and Market Power

The last ten years have seen new developments in international trade, focusing on the study of
economic dynamics and of market imperfections leading to strategic issues in game theory and industrial
organization. But the central tenet of the theory remains the Pareto efficiency of the static and
competitive world market. In competitive markets, free trade leads to Pareto efficient allocations. There
is no way to make someone better off without making someone else worse off. This is a general
proposition which holds for several countries and several markets interacting with each other
simultaneously. Called the first theorem of welfare economics, the result that static competitive markets
have Pareto-efficient equilibria seems to loom the larger, the more special cases of market imperfections
are pointed out.

In view of the efficiency of competitive markets, the failure of the MTS to bring countries to an
agreement about a world of free trade seems, at a first sight, irrational. It would appear that countries
act as if they could, but prefer not to, achieve a Pareto efficient allocation. Indeed, some believe that
the failure of GATT is simply a version of the well-known prisoners’ dilemma. The words “prisoners’
dilemma” are used to describe a generically inefficient situation, one which, with appropriate
coordination, can be altered so as to increase the welfare of each and all players.

Such a view would be incorrect. The problems derive not from irrational behavior, nor from a
lack of coordination or “prisoners’ dilemma.” The reason is that while free trade in competitive markets
leads to Pareto optimal solutions, free trade may not lead to Pareto efficient allocations when the countries
are large and have market power. For example, large countries may freely choose the quantities they
export in order to manipulate to their advantage world market prices, much the same way that a
monopolist freely chooses to supply a quantity that maximizes its profits considering its impact on prices,
inducing Pareto inferior allocations. For free trade to be Pareto efficient markets must be competitive,
and countries must have no market power. When countries are sufficiently large to have an impact on
market prices, then they often have an incentive to impose tariffs on each other.

Furthermore, under classical assumptions, a move from tariffs to free trade will typically make
some countries better off but other countries worse off. It is true that if a competitive allocation were
reached, it would be Pareto efficient. But in a world with tariffs, as we have today, under traditional
assumptions some country will loose if free trade is adopted.
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One may ask why large countries have protectionist incentives? The reason is that it is possible
for large countries to improve their welfare by improving their terms of trade. This is of course not true
in competitive markets where the traders, by definition, have no impact on prices. But the theory of
trade proves that under traditional assumptions, a large country does have an economic incentive to
impose tariffs on others. This is the standard theorem on the existence of optimal tariffs, which is
discussed in more detail in Part II, below. A tariff can improve the terms of trade of a large country,
even though it may distort its production and consumption. What the theorem says is that, under
traditional assumptions, there is always an optimal tariff, one at which the gains from improving its terms
of trade through tariffs exceeds the losses due to distortions. A textbook analysis of a simple case is
found, for example, in Krugman and Obsfelt (1988). This theorem is widely accepted, understood and
applied.

The argument in favor of optimal tariffs is not true for small countries. It is essential that the
country should be large enough to have the ability to have an impact on prices. Furthermore the larger
is the country, the more market power it has, and the more it can gain from imposing tariffs on others.
The implication of this is that if a world of small competitive economies merges into a few trading
blocks, then under traditional assumptions, after the blocks are formed, there are more incentives for
imposing tariffs than before. In other words, regional free trade associations, under traditional
conditions, lead to protectionism. The optimal tariff which we have just discussed is imposed by one
country on others unilaterally. The theorem does not consider the possibility of retaliation by other
countries. But what if they retaliate? What if other countries also impose tariffs in response?

We now move to a world of strategic considerations, a world with tariff wars. Each country
imposes tariffs on each other, and does so strategically so as t0 maximize its welfare given the actions
of others. The outcome of this tariff game was studied in Kennan and Riezman (1988, 1990). If each
country chooses as its tariff the best response to the others’, a market equilibrium with tariffs is reached.
We call this an optimal tariff equilibrium to distinguish it from the free trade equilibrium.

In an optimal tariff equilibrium some countries are better off than they would be at a free trade
equilibrium, Kennan and Riezman (1988, 1990) and Riezman (1985). In other words, not all countries
would benefit if the world were to move from the optimal tariff equilibrium into a world with free trade.
Furthermore, these works show that the larger the country, the more it can improve its welfare at the
optimal tariff equilibrium from the level that it could achieve at a free trade equilibrium

To a certain extent the current situation in the world economy can be described as an optimal
tariff world. Each country imposes tariffs on others strategically. In this light the difficulties of the MTS
have a reasonable explanation. The unwillingness of countries to agree to multilateral free trade is neither
irrational nor a coordination problem. It is a rational response to economic incentives of countries with
market power.

One immediate implication is that, under traditional conditions, regional trade blocs which
increase the market power of the market participants will naturally lead to tariff wars. The larger is the
market power of a trade bloc, the larger is its incentive to impose tariffs on others. Even after retaliatory
moves are taken into account the same proposition holds: the larger the market power of the bloc, the
greater is its possible gain from a tariff war. Therefore if the formation of regional trade blocs increases
the market power of the participants, the creation of regional free trade zones encourages trade wars.
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We have remarked that the results on optimal tariffs and on the optimal tariffs equilibria hold
under traditional assumptions. Since each of these results predicts that regional free trade zones create
incentives against global free trade, it becomes crucial to examine the role of these traditional assumptions
closely. For whenever these conditions are satisfied, regional free trade inevitably leads to trade wars.
And the larger the free trade zones, the more likely is that they will lead to trade wars.

We shall examine these conditions in some detail in the next section. This examination will be
conceptual, but focused on particular cases of immediate interest. Drawing on classical results on tariffs
of A. Lerner (1936) and of L. Metzler (1949), and on new results on trading blocs with economies of
scale Chichilnisky (1992) reported also in the Appendix, we shall show that if the blocs are organized
internally around the principle of economies of scale, the optimal tariff theorem breaks down. This
means that, under conditions of increasing returns, it is not true that a country is better off by the
unilateral imposition of a positive tariff on its imports. But before we turn to the new results, we shall
explore the implications of the optimal tariff theorem on the European Community and on NAFTA.

We shall argue that trade patterns can be based on traditional comparative advantages or on
economies of scale. It is to a large extent a matter of policy choice. The trade policies within a trade
bloc determine the extent to which the trade bloc will aid or hinder global free trade. The argument for
this result, and its implications for trade policy, occupy the rest of this paper.

EC and NAFTA

We now turn to the possible motivation for the United States to form a free trade zone with its
neighbors. The argument uses simple strategic considerations based on the results discussed in the
previous section. NAFTA—and any further extension to a larger free trade zone in the Americas—can
be seen as a strategic response by the U.S. to the creation of the European Community. The European
Community is a free trade zone with a quarter of world output. In seeking to form a trading bloc with
its natural trading partners in the Americas, the US appears to respond to the creation of more market
power, with an attempt to create more market power. This is a rational response if the US expects a
united Europe to impose tariffs on the rest of the world. The emergence of a region with increased
market power generally provides an incentive to other regions to seek similar status.

More explanatory power still can be extracted from the results of Kennan and Riezman [12][13]
and Riezman (1985) on who wins trade wars. Following the creation of a custom union, the incentives
are to create or join another free trade zone, but not at random. The economic incentive is to join
another free trade zone with the largest possible market power. This result allows us to predict that the
US should not only seek a free trade deal with Canada, but one with as many countries in the Americas
as possible. The aim is to reach market power which exceeds that of a unified Europe.

Trade Creation and Diversion

Once a new free trade zone is created, how do we measure the gains and losses from trade? A
naive view is that since free trade in competitive markets is Pareto efficient, any move towards free trade
is positive. As we saw, this would not be correct. We argued that regional trade blocs, being larger than
their components, will have more market power and therefore an incentive to impose tariffs against
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outsiders under traditional conditions. Therefore one of the first negative effects of the formation of a
trading bloc is that it can hurt the countries outside these areas. We shall argue below that these negative
effects can be mitigated if the trading patterns within the blocs are organized around economies of scale.

But are the damages of free trade zones limited to protectionism with the rest of the world? The
answer to this question is generally no. There is a second danger in the formation of regional trade
blocs. Even if the trading blocs are not accompanied by increased protectionism against the rest of the
world, they can still lead to trade diversion. This means that a regional free trade bloc may lead to the
wrong specialization within the bloc. The classical argument about trade diversion is found in Viner
(1950), whose work remains a benchmark of analysis of preferential trade agreements. We shall
summarize his argument here in order to show that, if trade within the blocs is organized around
economies of scale, then Viner’s argument breaks down. With economies of scale, the negative effect
of trade diversion can be mitigated.

Viner’s point is that there are “trade creating” free trade zones, in which the increase in imports
by members from one another replaces domestic production. These are desirable. However, free trade
blocs could also be “trade diverting” in the case that imports are diverted from a lower cost source
outside the bloc to other sources inside the bloc which are less productive, but with more attractive prices
after the tariffs were selectively dropped.

The extra trade among the members of the trading bloc is, generally, an improvement of welfare.
The trade which is not additional but a diversion from efficient outside sources to less efficient insides
sources, lowers welfare. If northern Europe is induced by the entry of southern Europe, to buy oil from
Portugal rather than an equivalent from the US, and the US source is more efficient but less competitive
after the tariffs are dropped in Europe, there has been a welfare loss. Generally speaking Viner’s
approach evaluates free trade zones by the extent to which more trade is created, rather than existing
trade diverted from one source to another.

Viner’s original insight remains central to the analysis of preferential free trade zones. But, in
practice, it misses an important aspect. The increase size of the market can sometimes lead to more
efficiency and competitiveness. Even in the cases where Viner’s analysis predicts welfare losses, namely
when the trade bloc diverts trade from outside sources to less competitive inside sources, welfare can still
increase with economies of scale.

Economies of scale can therefore have a major impact on trade policies. We shall argue in what
follows that they can also limit another major negative effect of a trading bloc: the incentives for large
blocs with market power to impose tariffs on others.

What does the empirical evidence show? It is widely believed that economies of scale were an
important factor in the success of the Treaty of Rome. Economies of scale were central to the success
of the European Common Market which was formed in 1958. While a strong possibility for trade
diversion existed a priori in the EC, in reality huge inter-industry trade emerged in manufactures. The
increase in market size and the associated rationalization in production led to efficiency gains which took
precedence over possible trade diversion. Krugman (1991) discusses this issue in some detail, without
however offering a conceptual relation between economies of scale and the economics of trading blocs.
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Hopes for large benefits from both the US-Canada free trade agreement and Europe 1992
rest largely on an increase in competition and rationalization. In the North American
case, the estimate of Harris and Cox, which attempt to take account of competitive or
industrial organization effects, suggest a gain for Canada from free trade that is about
four times larger than those of standard models. In Europe the widely cited and
somewhat controversial figure of 7 percent gain due to 1992 presented in the Cechini
report Commission of the European Communities 1988 rests primarily on estimates by
Alisdair Smith and Anthony Venables of gains from increased competition and
rationalization.

In practice, therefore, economies of scale can eliminate trade diversion losses, and transform these
into gains. I shall also argue below that they can also eliminate incentives for tariff wars between blocs,
so that the formation of trading blocs can become a parallel, complementary effort towards the
liberalization of world trade.

Part II. Trading Blocs with Economies of Scale
Intra- and Interbloc Trade

Although predictions are inherently dangerous in an area so circumscribed by political action, our
conclusion is that regional free trade can have different effects on global markets and it should be to a
certain extent the choice of well informed and reasonable economic agents which one will prevail.
Regional trading blocs based on traditional comparative advantages will generally divert trade. They will
also typically hinder the prospects of global negotiations. In this case, as the bloc has more market power
than its part<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>