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Potential
Effects of a

U.S.-Mexico
Free Trade
Agreement

The UnitL-G St:ltc.s and Mexico
ha\'c hegun negotialions for a

free lr:ldc :lgJ'L'\:.'menl lh.11 could
gener.:i1e modl"r-,lle-to-Iarge eco­
nomic cxp:lnsion in l\lexico and
cause productivity incrJ::I.'S(.-'S in hrnh
counlrie~. Negotiations follow the
U.S. Congress' vOle in f\lay to allow
13lks to occur on a f:l:-l tr:lck. If
~ucce.!o~ful. the negoliations with
i\lexico would produce the L'nitoo
5t:lIe:-.' lhird f1'L"e lrade aweement
since lhe mid-I98(b, following
IhoM: wilh Canada and Israel.

An :Igreemcnt will hring lllexlc"l
ncar-tenl1 benefiL.. 10 U.S. producers
o\"crall. ahhough there will be both
\\ inne!'.'; and losers. '111c ag1\:.'\:.'Tllcm
lll:ly aL-.o henefit consumers in both
COUlllrit.-":'o hy fL-'ducing production
COSt:'> :md price.. A n:.,\·iew of the
event:. Prt.'O.:."'ding [he <."!.IITem rx~'OIia­

tions :Illd lhe recem t.'COllOll1ic
histories of l)()lh nation~ is helpful in
llnde~t:lnding lhe potential impacl
or:t U.s.-}.h,;;"ico fr<-'C Ir.ll:.le agn.."Ll1K'nt.

A Closer Look at Mexico

,\texico is a far larger coumr}'
than man)' U.S. cilizens re:t1ize.
GeographiGllly. i\lexico is the 131h
1:lrgesl country in [he world. In
popubtion. i\lexico r.lnks Ilih.
~lcxico i.. more populous [han any
country in Europe, including Ihe
unifit..>d C<'""1111.,ny.

fo.'lexico is lht: United SI:llC:S' third
most import:1ll1 tr.:lding p:lnrx4', after
Canada andJ:lp:Ill. BUl hi~[orically.

the go\"emnlL--nl of Mexico has
followed :l poliq' of protectionism.
t\lcxico's protcctkmism. L'\"iOenl in
lhe higb tariff rales lhal in 1985
included 46.8 percenl for :Ipparel,
39.2 JX."rCcnl for tf:InSpOn:llion equip­
n)(.'ll and 35.5 pt."rcelll for electronic.....
wa:-. pan of a growth str.:ltegy. ,\Iexi­
<''':In.,, were cona.-'fTX.-'d lh:tt. O\'er time,
world dt."11l:md for raw lllatcri.,ls
would decline "dalive to the dt."11l:Ind
for manuElou1\:.'{\ goods. Poliq­
makers believed any count!)' lhal
L'tln<.-cntr.lIcd on r.:IW m:llcrials pro­
duction. a:s Mexico once had, would
Ix: lefl behind. Mexico adopted a
str.:dL'm' krx:1\\ n as impon subs/itl/fion,
which me:lll.'> attempting to generate
income by m.,nuf:lduring product:.
in i\lexico in.'~le:ld of importing them.
To encourage m:IOLlf:loLlring devel­
opmenl, fo.lexico prolecled manufac­
lurers behind high tariff walls and
Olher lrade b:lrriers.

This strah~!ty worked for a whilc
(Chan I). Aided by i~ proteoed
manufacturing sector, i\tcxico gre\\
rapidly during
mLlch of lhe
post-World
War II period.
Exp:msion wa:-.
\ cry strong
long before

nU" l niled :-il;tlt'S

Fau.~ a ",em. Recowf)
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Chart 1
Me~ican Real Gross Domestic Product
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Meanwhile, U.S. Trade
Policy Changes

The i\lexican govemmem, in
llel.'(1 of foreign exchange and a
jump:start for its stalled economy,
look :.tt:ps 10 subven U.S. prmec­
lionbm by opcning its own
economy. l\lexico lower<.--(I its

Chart 2
Value 01 Mexican Energy Expol1S
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Mexico Turns Away from
Import Substitution
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negotiating with one COllnlry at a
time. 11l(~ Unitt--d States followed
thi., fX>licy within the framework of
tht: General Agret:melll on T.. riffs
and Trade (GAlT). IJndt:r the GAlT,
the l'nitcd Statc~ adhered to the
mosfflll'olt."f:tutJ/ioll prillciple. rne:m­
in~ tbat :mr reciprocal t.ariff redllaion
negot.iatt.--d between the Coited
<;;tatb and anr of its t.rade partners
:Ipplil.--d to all U.S. tmde partne~.

GAlT negotiation~also inyoh'ed
eliminating nontariff tr.l.de barriers.

But by lhe bte 19-<>S. the United
~tate., h.1d become frustr.lled \\ ith
\\ hat il So.1\\ as wide.spretd che:lling
among GAlT particip:mts and
unf:lir t.mdc pr.IClices br non-GAlT
membe...... l1le L'nited StaK~ began
to re.,pond wilh cOlOl/en'lIjlin8
flC/jQIIS. These measure:.. which
included raising barriers pre\'iou:sly
lo\\cr<.--d and filing charge:s of
dumping. accelerated oyer time
<Cbllr! 3). ·111e United St:IICS r.lised
barrit:..... to impons of sted and
textile., and apparel. In :sum, pro­
tectionism in the United St:IIt;.~. in
onc fonn or another. has been
incrt:;Isin~.

"v..
"
"•
•

"."."

As the-.e events unfokkd in
~lexico. other tr.ldc-rdalt.-cl <:hangt:~
occurred in the l"mll.-cl State.... Smce
the end of \X'orld \'\"ar II. L.S,
policym:lkcrs had :IUempll.-cl to
brC'.lk dO\\ n tmdc h:lrric...... through
multilatt:ml ;lgra111enh. r:lIhef Ilun

Ihe oil boom of Ihe 19-0:-.. But
during the 19-0-.. when ri~ing oil
re\·enucs stimul:ated growth. tltt:
go\'emmem ~pem il~ incrc;l.)l."d
income by r.lbing ..uh:.idil.... and
other suppon.... 10 domt.':.tic indu...­
trie.s and by 1:lkin~ comrol of
private finn:. that had hecome in­
solvem. By the time oil price~ fell
in the 198Cb. Mexico.... Illoney­
losing....t:ltC-oWIl(.--<! emerpri*:o. \\ ere
:Ibsorhing increa... ing alllounb of
go\·crnl1lt:nt re\"l'nuc. The C(luntry
was in trouble. ProtL'Ctioll . .,uh:-<idie~

and tht: windfall of high oil price...
had allowed the growth of indu:-<IrY.
but much of what re.,ulh.:d W:I ...

illefficjelll indu:-try.
Declining oil prices in the 19HOs

meant .serious reductions in nalional
income. And becau:-c incol11e from
oil came from foreigner:-. e;lch drop
in oil prices lower<..ocl e:lrning:. of
the foreign exchange that i\kxico
could U~ to pay ib l:Irgc- foreign
<kobt ((1J{/I1 2). To reg;lin il'> in­
flow... of foreign Loxch:lngco ,\kxico
prep:IrL"<:1 to change iL" fordgn
<.--conomic policy.

BAont ot 1985~

~

""
"~
"""
",
,-I-r,~~~~~~~~

"
"Declining oil fJlices in

the 1980s meant

se,iolls reductions ;',

llational income. .,
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Chart 5
Me:w.:ican E:w.:ports

a.w. 01 u.s. daIars
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"nJe increased cel1ainty

ofope" trade in the

j;(/flre will encourage

investment in both

Chart 4
Me:w.:ican Ad Valorem Import Tariffs
(Weighted by Product)
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could benefit hoth n:lIions hy
lowering prices to con:.UlllCr.. :md
increlsing the efficicncy of Ix){h
economies. In l"'.lch COllllll)', product
prices Ihat arc anificially high \\iII
fall as anificiallr:lde h;lrrie~di:-;llr
pear. ,\Ic.xico will :.top forcing
;\Iexicms to buy expensive i\IexiclO
products when L'.S. product.... arc
cheaper. 11lt: l'nih:d ~ate... ,\'i11 '>lop
forcing Americaru. to bur expel1.">ivc
l'.S. prod~ when .\lcxiCln pro-­
duelS 3rt' dlC::IIX'T. Finn.... \\ ill eXbt
1x.'C".llL.;c tht.·y arc effKi<:m. not
IX·C.llL'>C they have c.Jptivc m:lrkcL....

.\lort.'O\'er. :'JX'Ci:lli7...:ltion will
incre:l~. If Ir.Jde he!\\t:,'en Ihe
L'nited Slat(,'S and \lcxiu) Ix·come:.
freer. C".Jch COUllIl)' will incrc:!<;e
production of good.., and :;cr.-iet-os
for which il ha,... a comp;lrati\'(::
:!(h·ant:lgc. Ccner.Jllr. Mexico \\iIl
prodm:e mol"(': good:. Ihal henefil
from a low-w:lge. low-:.killed work
force. Tht' Cniled Slate:. \\iII

produce mol"<.' good... thai Ix:ncfil
from large amounl:. of phy... ical
capilal and :l highly skilled work
force. NOI only will the Uniled
SI:lIe... and Mt:xico ...ell Illore to each
other but. :1:-> their incrca... ing
efficiencies translate into more
competitive prices. hoth Ihe United
Siales :md i\lexico can scll more 10
third p:mies.

·111e increased cellainty of open
trade in the future will encourage
ilwe:.tmetlt in hoth l.:oumrics. As each

.......
"

,.....,1!i70-7~

If n~Oli:llion..... 1X:1\\t:.'l.'n Ihe
Cniled :o.131t:.':'> ;IO<.! J\lt::xico are
...ucce,sfu!. :1 ff't:.,'C Ir:.lde ;Igl"<.-cment

Chart 3
U.S. Countervailing Actions

lbe EfT«1s or Freer Trade

SOURCE Ct'o:ong·HJun-. "£.-T PfomoIIng
s..-:a., c---. Th-_, a'Id"
~"-'onT"'a'ldT_,-71lIf
Ko\:vt1 s.TIl E__ ",,",-,~,.7, p 73t

import lariff.. <(.11£111 ). If the ;\Icxi-
em ".'conomy opened. ho\\ could
Ihe l'niu:<.! ~t3tC'>-\\ ith il:. dt:.-'d:m.:d
commitment 10 fn.-c tr:.ldt:.'-rcmain
c!o:'t:.-'d 10 Mexico? ;\lcxico joint:.-'d the
CArr :lOd took mC'.l~lln..... to open
it.-'> ecollomy e\cn more rapidl}
Ih.'In promi~d, In 198-. i\lt::xico
e..lahli.o.hed a ..(X'Cial negOli:llion
framework for Iilx:r:.llizing ib tr:.Lde
wilh Ihe lInitt:.-d Siales and. in 1989,
:tllwndt:.-d Ih:ll fr:.ll11ework wilh
more comprehen... i,'e guidelines.

A factor compelling i\lcxico \0
M::ek frel.'r tr:.lde in the Iatc 1980...
wa... thc need to earn Iht:.' foreign
exchan~c nl.:CCss:lll' 10 pay thc
nation's fQl,:ign debts :lOd to revital­
ize it.... t:."Conomy. J\lexico's changing
L"Conol11ic circum..tances wcrc
forcing the COllTltl)' to rely on manu­
f:ldvrin,!.: r:nher than oil eXIx>rts.

j\lcxico's import substitution strJ.­
le~y had cnahlt.xt manufactur<:r.. to
frKUs on dome..tic market'> and lea"('
exports alone. But :1... Illanufacturing
oc"C:lmc more important in .\Iexia>s
1f>l:11 expOrt So'lll'.'>, th.1I ...tr:.lle!-'Y could
no longer work (C/)al1 5>. ;\Iexico
rc:.pondt.-'d to Ih<..~ new cjn:um­
l>lana..... by proposing the fn.-e tr:.ldc
agl'L'Clllcnt no\\ In 1lt:."Uoti:llion.....

'"
""..,
'"
'"
'"
'"
'"
'",+-----~
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10.000'.000'.000

WC'".lter ll.-.c of rnaquibdor.l:-', whkh
would n:pbcc U.S. production with
foreign production.!

If the din..'Ct effect..., of a fn:..'C tmde
;Igl'L't:!l1ent an: likely 10 he ..,0 ..,m:lll
for l.S. producc~. then why h the
l'nilL"(l ~t;Ltt."" inIL'rcstctl? A fl'L'C lr:lde
agl'L't:ment witllower trade barriers
and. right no\\'. l'Ilcxico's a\er:lgc
t.. riff i~ ahollt double that of the
United State.... But another reason is
tll:1\ 1\lexic:.ll1 income per c"pita.
which i.~ !t:ss th:1Il one-tenth that of
the Unil(:d States. is not likely to
rt'lll;lin at iL.. current low Ic\'cI. A'"
the l\!exiG:I1l i..'<.'Onolll)' r.ltion:llizc~

through lr:ldc liberalization. throu~h
inCI'L":.L......... in foreign in\"L~tmeI1t and
through tt."(·hnologiC'al ad\";lfl{'t.... tit:.x1
10 an o\"L"rhalil in l\!cxi<:o\ intelkc­
Illal propt.'rty bws-whkh rna)' he
an IInport:mt ~ul*'Ct in Ih<: tr:ldc
lalk...--.tJ1\.." n:llion's bu)'ing lX)\\er
wilt ri.-.c. \ ProdUCli\;ty :md income
will il1(.'f"\.':I..,e nO{ onlr 1x.'Cltl:.(' of
tbe'>L.' lr:lde-linkL"<.1 ch.ang~. hut 31:.0
lhrou/-:h tl1\.." pri\"ali:r':\liun of f\lexico'~

public <.''()rpor:ltion~and thmugh the
def(.'gllbtion of tht: pri\":llC '>t.'CIor.

In the long tenn. the marc
impOl1;l11t irnplic:uiol1s of a U.S.­
I\lcxko free lr:lde agreement are

_.....

i,J.t1
-------~

• 000,

Nelhefl.ands

-

u.s. Winners and I.osers

l1lt~re i~ \\ ide di\ el'}tence in the
prediClion~of OUlcome.., for ">Ome

indu..,trit. 1I0\\e\\:r. among l'.~.

indu~tric lhe mo~t widely L'X-
pLx1cd \\innc.... indlldt.· chemical...
pl:blic:-.. madlil1l.'l). meuls. in~lnL­

Illenb. food proct.·..sin~ :lI1d-in
agricllltllrt:-~r:tilhand oiL-.cc.:d",.
But expc.:clcd ~ain.. arc not lar~e for
any of thc.~e indllstric... 111 onc
highly cktai!t:d Mudy. thc higgest
winner W;l~ in..lnllnent~. \\ ho:.e
output ro:-e a liltlc iliOn: than I
percen!.1

L'.5. I<N:I" \\ ill include citrus
crops and \egi..1;lhlt...... 'Oug:lI". 3p(XIrcl.
furnilure. relail Ir.ldc and lowL'r-price
gb.,.. product... 111e hiAAt.">l: I~,.
could Ix' Ihe highly prol:l't.1L'd ..ugar
industry. with a dL'Cn..-::l ....... in produc­
lion of nt.":.lrly I pt.'rc.-ent.

Anary'>l~ di:-.;lgl'L"t.' ;llx)ut the dl"t.'d:>
of a fl'L"C tr:ldt.· ;lgl'L't'ment on the
dt.'ClIOnic. ;l1ld computing L'qllip­
menl indu.-.trit...... '111L' di:-.pute focu.-.cs
on \\ht.lht.·r the opening of \lexico'~

fairly n:'>lrkthc nl;lrkt.l~ in the-.e
industric:-. witt me;ln incrca",--d S:lle",
hy the lTniled Stall::. or whether the
opening of u.s. ll1;lrket... will [e:ld to

Chart 7
Texas EJo:ports. 1989
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country 1"\.:organizcl> ib producthc
cIJXlcit)'. im'c~tmcnt will incrca.-.c.
A frt'c trade ;lgrt."t'nwnt ;Ibo \\ ill
gh'c i\lcxico insurance ag;lin~t

future L'.S. protectionism. Indcl:."<.I.
thi:, protenion is one of ,\Icxic()..
principal mOlin:s for initiating thi~

agn:.."C'lllcnL
111c marked accclcrmion of

U.S. eXlx>n:> during ~lcxi('()\ tr:.ldc
libcr.lli:r':ltion~ of the latc 198(}.,

"'llRgl'...L... Ihal Ihe addition:11 open­
ing... from a frec tr:lde agreement
will h;l\,e some lX>sitivc dfeCI... for
the United Stales. But ne;lr-tl'nn
gain.~ for the United State... may be
small. Onc reason U.S. ~;lin ... will
not be larger is becau:>c l\lexico
;llready ha... lowered many of it'>
lr:lde harriers.

Another re;Lwn the United ~t;lIe,>

~hould not exJXX-' large ncar-U..'m1
production incrt"".lses fmm ;1 fn:..'\:'
tr:lde agreement i:. t'\"ident in Chan
6. \'\1lik.' ~Ie.xi<.'o'" population b.

ahout (lI1e-thinJ:b b.rgc a.') the l'nitt..'d
Slatt.~·. ,\lcxi<.'o·~ gl'ON> income b.

only ;Ibout oj pert.x:nt of the l'.~.

loul. i\lost ..tudit-..., sugg<.'~ that l'.~.

output \\i11 ilKT<.':lSC hy no more than
0.1 percent or 0.2 percent under;1
U.S.--,\!cxico free tr:lde agl'L't:lllenl.

For l\lcxico. the impact may be
far /-:re:ller. l\lost studie.. :.u~e ..t
that ;1 frcc tr:lde agreement will
increase Mt.'xico·s gross output...
het wecn 3 percent :u1d 10 percent.

Chart 6
Gross National Product In the United
States, Mexico and Canada
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Chart 8
Texas' Top Six Export Sectors

Electr""", EquiplTMlnl

AoricuhuraJ Production

Food and Kindred Products

, ,

SOURCE Ta.as De9artmenl of Commerce

those involving U.S. :tecess to tr'..ldc
with :l population the siZe of
~lcxico'~ and :l govr.:rnmenl th:u is
:lllcmpting to r:lise productivity and
income through economic liI~r:ll­

ization. Another incentive for the
United States i:-- that a frec tr:lde
agreement means tht: fuller open­
ing of j\kxico as:l ha:-.e for U.S.
manufacturing opel:ltions. Without
the agreement. many of the:-e
operations would take plan:: :lCroS:-­
the Pacific. Indeed, Federal HC:--t:rve
Bank of D:dbs research strongly
suggests that many jobs in ~lcxicm

maquilador:ls would Ix: in Asia if
tile maqllibdor:l .... did not exist.
Wlhen slIch jobs do go to Mexico
in:.tead of A::.ia. the United St:llt:S
bent:fits through higher sales of
U.S. guod:--.'

The Impact on Texas

As a tr:Kling pal1ner, ~1cxico is
far more important to Tt:x:l.s than to
tilt: United State:, :1,'" :1 whok. Tcxas
exports to 1\lexico an: fOllr times
higher than expOrt'> to any Olht:r
fordgn lTlarket (O){II"! 7).

To :-.omc extent, gains and losses
among Texas industries will mirror

10 15

Percent

those in U.S. m:lrkets. If U.s. rt:tailing
lose:-- o\'er..llJ. Tt:x:I.s will likely ex­
perience .simibr diflkultics IJI-'<-';Illse
~Iexic:m shoppt:rs contributl' :1

signif1C:lnt portion of s:lles in South
Texas. on Ihe border and in I [Ollston.
In Ihe long mn, however, this threat
should :-oubside I)t:C:1USr.: of f\kxico's
growing r.:conomy and Tex:ls' ability
to offer higher incOI1lt: :--pL~iahy

ret:liling th:u prol);lbly will not soon
Ix: :Iv:lilablc in f\k:xico.

I [Ol1iCU!tllr..ll production, which
includes dtms fntits and wil1l(.'f vege­
tableS, is abo widely acknowledgc."d
In be a likel}' loser from:1 U.S.-f\k:xico
f fCt: tl:ldc agreement. Aside from
rt:tailing and hOl1icullllre. the majorily
of thc most widely :lcknowledged
10.->1:1":-. have.: light represent:llion in
TL:x:l.s. These include apparel, which
is:1I1 ebhing indusllY in 1Ill' state.

Texas will likely ('lllerge :IS a net
winnl.'r under a U.S.-Mexico fret.:
tr..lde agt'ecmt:lll (Gbarf 8). Ch(,l1li­
cab and nonek<-·trical m:lchinery.
Tcxa:.· 1\\'0 principal expon prod­
llcl.'>-:lIld ;l1so ilS t\\O most illlpor­
\:lnt manufactured products-will
:llmo.'t certainly benefit from the
agreement. Food :mcl kindred
products. :Inother probal)le winner

nation:llly, is :lIso important in
Texas. a:, are the field crops that
~lexico will be buying. Perhaps the
most likely candid:l1e for a net gain
is lhe service sector, which includes
transponation, business services.
banking and finance.

Conclusion

[n sum, freer U.S. trade with
!\lexico will benefit both countries.
Many consumer prices will be lower.
and O\·er..tll output will Ix: higher.
The incre:lsed emci('m.y induced by
freer tr..lde will push up Mexican ;tnd
U.s..>;;'ll('s to third countries. But the
benefits of freer trade arc nOI limiwd
to economic gains. The United
States, for example. will gain the
adv:lntage of greater political stability
on its southem border. \X'hile e:lCh
country will have some losers from
freer tr..ldc. ultim:uely both the
United States and f\[cxico wil1lJt:
winners.

-Willi;tl1l C. Gnlbcn

, KI',\IG Peal i\1:ll"lick. Policy Economics
Group. Ex,,-'Cutll'c SUllll11;Uy of 111....
EffL"Cts of a FfL'C Trad.... Ag..........m.... nt

Iktll ........ n Ihe U.S. and i\1o:xico- (I'rcp:m:cl
for lhe U.S. Council of lhe i\1 ....xin)....U.:..
\jll~ille:>.~ CommiUL't:. I'hOltX'opy. 1991).

'111C i\kxicm m(lquil(ldora sector b;)
large and Rrowing :I,;..-;cmbl:lgc of foreign.
0\\ nL'(1 m:U1uf:lcluring pl:tnlS Ih:lI prodUCt:

chiefly for export 10 the Unil ....d St:ltes.

, N(ltiOl/alizatiOIl rekr~ 10 Ih,' u:><': of
..;<;icmific managemcm and indu'lrial
org:lIlizalion in produrtion.

• GmlX'n, \\'il1l:11ll C. (1990), -Mcxic;tn
M:lquilador.J Growlh: Does tt Cosl U.s.
Jobs~- FL'<.lCr.11 Heser'l'e Hank of 1):llIa,
f:'wl/omie Neviell' (janll:ll)'),
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