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A la rge  number  o f  economis ts  have a l ready  in f l j c ted  the i r

attentions upon the attempts of Mexico and the United States to

enter into a free trade agreement, but some of i ts short-run and

long- run  imp l ica t ions  have rece ived less  cons idera t ion  than they

deserve,l  -Even-when'their research -ful 1y. 'cons-i  ders' the -dyn ami c

' imp1 ications of the change from no free trade agreement

to free trade agreement, economists tend to assume the effects of the

agreement  w i l l  remain  in  p lace  once i t  has  been ins ta l led .

Over t ime, much pressure may arise to erode the effects of the

agreement. l , lhi le most analysts treat the free trade agreement as a

cooperative game, the game may become noncooperative in later

j te ra t ions .  Moreover ,  most  o f  the  pressure  to  u l t imate ly  e rode the

effects of the agreement wjl l  probably come from the United States.

To apprec ia te  the  mot iva t ions  fo r  e ros ion ,  i t  i s  use fu l  to

cons ider  what  insn i red  Mex ico  to  in i t ia te  d iscuss ions  and to  reca l l

dif ferences between what the United States and l ' lexico get out of such an

agreemenr.

I .  The Death  o f  Hex ican ImDor t  Subs t i tu t ion

i jexico is the United States' third nost important trading partner,

after Canada and Japan. But historical ly, the government of l i lexico has

been pro tec t ion is t .  And t rad i t jona l  1y ,  Mex ico  has  so ld  more  to  the

United States than the United States has to l ' |exico.

l4exico's tradit ional protectionism was part of a growth strategy

that has characterized most Latin American countr ies since l , lor l  d l ,Jar I I .

Mex jco  based i t s  t rade po l  i cy  on  the  arguments  o f  Rau l  Preb isch  (1950,

'  A l though the
i  nvo l  ve  Canada,  th is

expected North American free trade
d i  scuss j  on  focuses  a lmost  en t i re ly

agreement  w i l l  l i ke ly
on the effects of a

Dact bethreen the United States and Mexico.
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1959). Prebisch argued that the terms of trade were turning against

nations whose chief exports were rarl  materials and were turning in favor

of exports of manufactured products. But, instead of focusing on

manufactuning for export,  .P,rebisch's thesis involved,import

subs t i tu t ion ,  In  accordance w i th  the  Preb isch  parad igm,  l i l ex ico

protected manufacturers with high tarj f fs and other trade barrjers, but

maintained an exchange rate pol icy designed to keep the price of

imported capital goods 1ow.

For  a  wh i le ,  th is  s t ra tegy  tu rned ou t  to  be  cons is ten t  w i th

persistent economic growth. Aided by i ts protected manufacturing

sector, Mexico grew rapidly during much of the post- l lor ld l , lar I I  period.

Expansion was strong we' l  I  before the oi l  boom of the 1970s. Between

1940 and 1970, l lexico's real GDP grew at an average annual rate of 6.4

percent ,  wh i le  per  cap i ta  GDP rose a t  3 .3  percent .

Dur ing  the  1970s,  when r i s ing  o i1  revenues s t imu la ted  growth ,  the

Mex ican government  spent  i t s  inc reased income by  ra is ing  subs id ies  and

other  suppor ts  to  domest ic  indus t r jes  and by  tak ing  ove l inso lvent

pr iva te  f i rms.  These s teps  a lso  invo lved de f ic i t  spend ing ,  wh ich  Hex ico

covered in  par t  w i th  fo re ign  1oans.  When o i l  p r i ces  fe1  I  in  the  1980s,

and Hex ico 's  money-1os ing ,  s ta te -owned en terpr jses  were  absorb ing

increasing amounts of government revenue, raw materials exports could no

longer earn enough foreign exchange to make foreign loan repayments on

schedu le .  To  rega in  i t s  in f lows o f  fo re ign  exchange,  Mex ico  prepared to

a l te r  i t s  fo re ign  economic  po1 icy .

I I .  The Abr idgement  o f  U.S.  Mu l t i la te ra l  i sm

l fh i le  these events  were  tak ing  p1  ace in  Mex ico ,  o ther  t rade-
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related changes occurred in the United States, and i t  js important to

explain their background. From the end of l tor ' ld I ' lar I I  unti l  the early

1980s, the United States attempted to expand trade by means of the most

favored nat- ion c: lause of"the General -Agreement on'Tarif fs and Trade.

Accord ing  to  th is  c lause,  any  rec ip roca l  ta r i f f  reduc t ion  negot ia ted

between the United States and any of i ts trading partners would apply to

a l l  U .S.  t rad ing  par tners ,

The United States began to back away from this mult i lateral trade

po1 icy  by  the  beg inn ing  o f  the  las t  decade.  The Un i ted  Sta tes  was

frustrated over what i t  saw as widespread cheating and foot-dragging

among GATT part icipants, and unfair trade practices by non-GATT members.

In  re ta l  ia t ion  aga ins t  what  i t  v iewed as  the  contaminat ion  o f

mul t  i  l  ateral i  sm, the United States commenced a reign of trade terror

w i th  counterva i l ing  ac t ions ,  such as  ra is ing  the  bar r je rs  i t  had  lowered

and increas jng  i t s  f i l i ngs  o f  dumping  charges .  These ac t ions

accel erated over t i  me.

More  genera l l y ,  the  Un i ted  Sta tes '  f rus t ra t ion  w i th

nu l t i la te ra l  i sm a l lowed the  equ i l jb r jum leve l  o f  p ro tec t ion ism -  a t

wh ich  the  po l  i t ' i ca l  p ressures  f rom pro tec t ion is t  lobb ies  jus t  o f fse t

those f rom f ree  t rade lobb ies  - -  to  r i se .  Trade baru ie rs  in  tex t i les

and appare l  ,  and in  s tee l ,  began to  move up .

One major  v ic t im o f  bo th  counterva i l ing  ac t ions  and o ther

increases  in  U.S.  p ro tec t ion ism in  the  1980s was Mex ico .  In  re ta l  ia t ion

for al leged dumping by Mex' ican producers, the U.S. imposed a 58 percent

duty on imports of Mexican cement. U.S. producers a1 so successful 1y

demanded countervai l ing duties against iron and steel imports from
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lt lexico. Moreover, l t lexican iron and steel exports to the United States

are  sub jec t  to  h igh  U.S,  non- ta r i f f  bar r ie rs ,  as  a re  expor ts  o f

tex t i les ,  appare l  ,  and agr icu l tu ra l  p roduc ts .

I I I .  l t lexicols -Trade Liberral i .zat ion

Needing foreign exchange and a jump-start for i ts stal led economy,

the Mexican government moved to subvert U.S. protectionism by opening

its own economy. I f  the l i ' lexi can economy became more open, how could the

United States -- with i ts declared comni tment to free trade -- remain

cl osed to l . lexi co?

Hexico not only joined the General Agreement on Tarjf fs and Trade,

but opened i ts economy at a far nore rapid rate than i t  had agreed to.

In 1985, import tari f fs ranged from 0 percent to I00 percent but, by the

end o f  1987,  the  range was f rom 0  to  20  percent  (Sobarzo ,  1990;  l5 ) .

The trade-weighted average tari f f  decl ined from 24 percent in 1985 to

on ly  13  percent  in  1989.

In  add i t ion ,  wh i le  a l l  impor ts  fo rmer ly  requ i red  impor t  I i censes ,

Mex ico  dropped l i cens ing  fo r  a l l  bu t  l1  percent  o f  i tems appear ing  in

Mexican tari f f  law, or about 35 percent of the value of imports from the

Uni ted  Sta tes  a t  the  t ime.  (See Schatan ,  1991)  Mex ico  began to  permi t

cont ro l l ing  ownersh ip  by  U.S.  and o ther  fo re ign  cap i ta l  in  a  number  o f

fo rmer ly  res t r i c ted  indus t r ies .  Horeover ,  in  1987,  Mex ico  es tab l i shed a

spec ia l  negot ia t ion  f ramework  fo r  l ibera l i z ing  i t s  t rade w j th  the  Un i ted

States and fol lowed up with a more comprehensive negotiat ion framework

in  1989 .

These agreements were part ' icularly compell  ing for Mexico in the

late 1980s. To earn the foreign exchange i t  needed to pay foreign debts
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and to  rev i ta l  i ze  i t s  economy,  Mex ico  had to  re ly  inc reas ing ly  on

manufactured exports. Under the o1d import substi tut ion strategy,

manufacturers could focus on domestic markets and leave exports alone.

Under.Hexicol.s.new ci.pcumstancesl. . that-, 'strategy -wou]d-not work. During

the  la te  1980s,  Mex ico  success fu l l y  t r ied  to  inc rease i t s  expor ts  o f

manufactures to the United States. To further open U.S. markets to

l i lexican exports, l . lexico proposed a free trade agreement. In June 1990,

the presidents of l t texico and the United States endorsed the concept of a

conprehensive bi lateral free trade agreement.

IV. The United States' Motivations for a Free Trade Aqreement

I f  Mex ico  has  a l ready  l ibera l i zed ,  what  mot iva tes  the  Un i ted

States to sign a free trade agreement with Mexico? l ihi le l t lexico has

l ibera l i zed ,  ta r i f f  ra tes  no t  on ly  remain  h igher  in  l t lex ico  than in  the

United States, but other types of protect ' ion impede u.S. exports and

res t r i c t  U .S.  inves t rnent  there .  Desp i te  l jbera l i za t ion ,  impor ts  o f

computers, autos and parts, pharmaceut i  cal s ,  and some types of farm

products and of machinery remain protected. l t lexico's o1d import

subs t i tu t ion  po l i c ies  have no t  en t i re ly  d isappeared.

At  leas t  as  impor tan t ,  f rom the  po in t  o f  v iew o f  the  Un i ted

Sta tes ,  i s  the  cont inued res t r j c t j veness  o f  Mex ican laws on  fo re ign

inves tment .  l , lh i le  Mex ico  has  s ign i f i can t ly  l  ibera l i zed  these Iaws,  they

s t i l l  ensure  tha t  Mex ican inves tors  cont ro l  bank ing ,  insurance,  rad io

and te lev is jon  broadcas t jng ,  exp lo i ta t ion  o f  fo res t ry  resources  and a

number of other types of extract ive activi t ies. Moreover, the l i lexi can

government reserves for i tself  the extraction of petroleum and natural

gas .
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V.  l4ex ico 's  Mot iva t ions  fo r  Free  Trade

Compared with the United States, l . lexico's motivations focus less

upon investing in i ts trade agreement partner(s) and more on opening

export markets.2,An. imporntant addjt ional motivat. ion - is to convince

Mexico's domestic producers that the government's turn from import

substi tut ion is permanent, and that Hexico wil l  continue to concentrate

on the needs of i ts exporters.

I t  has long been common for Mexicans to complain that foreign

pro tec t ion ism impedes the i r  count ry 's  economic  g rowth .  S ince  Mex ico  has

iong focused on  i t s  own impor t -subs t i tu t ion- re la ted  pro tec t ive  po l i c ies ,

these compla in ts  have no t  car r ied  much we igh t  ( t le ' in t raub,  1990) ,  S ince

Mexico has for now turned at least part ial ly away from jmport

substi tut ion and toward export promotion, these concerns have taken on

more substance.

A number  o f  U,S.  t rade res t r i c t ions  impede l ' l ex ico 's  ab i l i t y  to

se l l  what  i t  w ishes  to  U.S.  buyers .  Not  on ly  does  the  Un i ted  Sta tes

protect i ts steel and apparel and text i le industr ies through "voluntary"

quota  ar rangements ,  bu t  the  U.S.  imposes  h igh  du t ies  on  sh ipments  f rom

Mex ico 's  impor tan t  hor t i cu l tu ra l  and f i sh ing  sec tors  and on  househo ld

g lass  produc ts ,  and res t r i c ts  the  U.S.  ac t i v i t ies  o f  l i l ex i  can  t ruck ing

and o ther  t ranspor t - re l  a ted  f i rms.

By  and la rge ,  l t lex ico 's  fo re ign  marke t  i s  the  Un i ted  Sta tes .  The

United States absorbs about two-thirds of al l  l , lexican exports and more

than four-f i f ths of i ts manufactured exports. t^l i thout substantial

changes in  l ' l ex ico 's  expor t  pa t te rns ,  wh ich  are  inc reas ing ly  un l i ke ly  in

'  The Uni ted States is  a l ready large ly  open to  Mexican investors .
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the  face  o f  European economic  un i f i ca t ion  and As ia 's  lack  o f  in te res t  in

Hex ican produc ts ,  ra is ing  expor ts  means ra is ing  expor ts  to  the  Un i ted

Sta tes .

l , lhi le*no -one--knows the .ult imate-configuration of-the North

American Free Trade Agreement, most est jnates of i ts long-run impacts

suggest greater percentage growth rates for the lilexi can economy than for

the United States. There are exceptions, Both scenarios . in a study by

K lopper  A lmon e t  a l  .  (1990)  suggest  pos i t i ve  e f fec ts  fo r  the  Un i ted

Sta tes  and negat ive  fo r  Mex ico .  But  v i r tua l l y  a l l  o ther  s tud ies

(H ino josa  0 jeda and l l cC leery ,  1991;  H ino josa  0 jeda and Rob inson,  l99 l ;

Peat  Marwick ,  1991 ;  U .S.  In te rna t iona l  Trade Commiss ion ,  1991)  no t  on ly

suggest  h igher  g rowth  ra tes  in  Mex ico ,  bu t  ra tes  o f  expans ion  tha t  a re

severa l  t imes as  h jgh  as  in  the  Un i ted  Sta tes .s

These conc lus ions  shou ld  surpr ise  no  one.4  Even though the  U.S.

3  H ino5osa 0 jeda and McCleery  (1991)  show rea l  GDP in  Hex ico  in  the  year
2000 at a I  i t t ' le more than ten percent higher with a free trade agreement than
under post l{orld l . l lar I I  poi icy regimes or regimes of the late 1980s. In their
model ,  the FTA actual ly lowers U,S, growth. In a more disaggregated model ,
H ino josa  0 jeda and Rob inson (1991)  o f fe r  a l te rna t ive  scenar ios  fo r  t rade
l ibera l i za t ion  be tween the  Un i ted  Sta tes  and Mex ico .  The grea t  ma jor i t y  show
posit ive GDP growth for both Mexjco and the Un' i ted States. Peat Marwick
(1991)  shows pos i t i ve  rea l  income growth  fo r  bo th  the  U.S,  and Mex ico .
Depending on the scenario, Mexico grows about ten to f i f teen t imes as large as
the  Un i ted  Sta tes .  The USITC (1991)  o f fe rs  on ly  qua l  i ta t j ve  remarks ,  bu t  the
authors clearly expect percentage l i lex' ican growth from the FTA to be stronger
than tha t  o f  the  U.S. .  Sobarzo 's  (1991)  computab le  genera l  equ i l ib r ium mode l
addresses only the effects of alternative trade l iberal izat ion schemes upon
Mexico. The overal l  effects are always posit ive. According to Young and
Romero 's  (1991)  dynamic  dua l  mode l  o f  the  impact  upon Mex ico ,  the  long run
effect is a 6.5 percent increase in l ' lexi can net domestic product under real
jnterest rates of 15 percent and a 9.0 percent increase under real interest
ra tes  o f  l0  percent ,  In  sum,  the  resu l i s  o f  the  A lmon e t  a l  .  (1990)  s tudy ,  jn
wh ich  the  Un i ted  Sta tes  ga ins  wh i le  l ' l ex ico  1oses ,  a re  h igh ly  anomalous .

a An important dif ference between these studies is how they account for
the  e f fec ts  o f  Mex ico 's  l ibera l i za t ion  o f  fo re ign  inves tment  ru les ,  In  a
d iscuss ion  o f  the  Peat  l ' l a rw ick ,  USITC,  and A lmon e t  a l  .  s tud ies ,  l . leade (1991)
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economy is already more open to Mexican exports than the [t lexican economy

is to U.S. exports, the U.S. econony represents such a larger market

than the l . lexi can economy that the impact on l ' lexican growth wil l  be

greater. . . . , l lbi le l , lexico's populat ion-.. is about one-third-that of the

United States, l t lexico's gross domestic product is less than 4 percent as

la rge  as  the  Un i ted  Sta tes ' .  Even though l ' l ex ico 's  popu la t ion  js  more

than three t imes Canada's, Canada's GDP and income are nearly three

t imes as  la rge  as  Mex ico 's .

V I .  F ree  Trade as  a  Po l  i cy  Cred ib i l i t v  S iqna l  in  Mex ico

The free trade agreement would a1 so help Mexico to make credible

i ts  pas t  changes in  fo re ign  economic  po1 icy .  Cred ib i l  i t y  tu rns  ou t  to

be important. ! , lhen Latin American governments change their economic

po l ic ies ,  these na t ions '  bus iness  comnun i t ies  o f ten  suspec t  the  changes

wi l l  no t  las t .  Th is  p rob lem was par t i cu la r ly  acu te  in  Ch i le  and

Argent ina  in  the  la te  1970s,  and in  Mex ico  jn  1988 (Rodr ik ,  1989)  and

1982  (R id ing ,  1985) .

The academic  I  i te ra tu re  on  "po l i cy  c red ib i l  i t y "  i s  a  scho la r ly

consequence o f  these observa t ions  upon La t . in  Amer ican po l i c ies ,  The

quest ion  th is  l i te ra tu re  poses  js ,  how does  a  government  make i t s

en t repreneurs  be l  ieve  i t  i sn ' t  l y ing?

Th is  ques t ion  js  jmpor tan t  because lack  o f  c red jb i l  i t y ,  as  Ca lvo

(1986)  no tes ,  i s  func t iona l l y  equ iva len t  to  a  d is to r t ion  in  the

s t ruc ture  o f  in te r tempora l  re la t i ve  p r ices .  When a  po l  i cy  i s

argues  tha t  they  do  no t  fu11y  address  these e f fec ts .  Faux  (1991)  a rgues  tha t
Hinojosa and l . lcCl eery (1991) addresses them correctly. There are other
dif ferences. Employment is endogenous in the Almon study, but exogenous in
the Peat Harwick study. See Meade (1991) for part iculars on the dif ferences
between the  th ree  s tud ies  she cons iders ,
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incredible, the entrepreneur st i l l  forms and acts upon price

expectations. But these expected prices dif fer from what the

entrepreneur knows would sett le out j f  the reform persisted. This

d i  f ference "creates-a second-bes-t environment. Even though the reform

may be welfare-enhanc.ing under certainty, overalI  welfare can be reduced

when the reform is not credible.

Suppose the new pol icy represents a nove away from import

subs t i tu t ion  and toward  expor t  p romot ion ,  as  in  Mex ico  s ince  the  la te

1980s. How does a government convjnce entrepreneurs that the pol icy

change- is  permanent ,  so  tha t  they  w j l l  inves t  in  expor t  capac i ty  sooner

and no t  la te r?  Accord ing  to  one s t rand o f  the  l i te ra tu re ,  i f  the

cred ib i l  i t y  o f  a  reg ime is  ques t jonab le ,  e f fec t i ve  s igna l  ing  may requ i re

i r revers ib le  ac ts  such as  expor t  sec tor -spec i f i c  pub l i c  inves tments

(A izenman,  1991) .

I f  the stream of services from such investments would be eroded -

and known to be eroded - by a return to import substi tut ion, these

pub l ic  inves tments  may send a  c red ib le  s igna l  ,  In  the  case o f  Mex ico ,  a

public investment shif t  towards projects that aid potential exporters -

and away f rom what  benef i t s  indus t r ies  v iab le  on ly  under  p ro tec t ion jsm -

sends  the  r igh t  s igna l  .  As  an  example ,  A izenman (1991:  21)  no tes

investments in "highways, tel ecommun i cat j  ons , and infrastructure in

T i juana and a long the  Mex ican border  w i th  Ca l  i fo rn ia , .  . .  "

From the pojnt of vie$, of po1 i t ical economy, a governnent can send

a s imi la r  s igna l  by  des t roy ing  i t s  po l  i t i ca l  cap j ta l  th rough measures

that permanently damage a consti tuency that benefi ts from import

subs t i tu t ion .  Indeed,  l4ex ico 's  mass ive  reduc t ion  o f  i t s  impor t  bar r ie rs
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in  the  la te  1980s nay  p lay  th is  ro1e.5  The

addit ional ly profound aperture of the l ' lexi can econony to U.S. and

Canadian exporters through a free trade agreement, in the wake of

Mexico's ear: l  i  e.r- un i  l  ateral I  i  benal i  zat, i  on., would reconfirm this pol icy

commi tment .

A free trade agreement has the related credibi l  i ty- l inked benefi t

of establ ishing a long-term opening to Mexico's largest foreign market.

With a free trade agreement, the opening is more l ikely to persist than

under an analogous aggregation of sector- by- sector agreements. An FTA

increases the security of expectat ions. For Mexican entrepreneurs who

rnay be otherwise discouraged from investing in plants and equjpment that

w i l l  pay  o f f  on ly  i f  the  U.S.  narke t  remains  open fo r  a  long t ime,  the

FTA may no t  on ly  s ign i fy  a  long te rm reduc t ion  in  admjn is t ra t i ve  and

other  res t r i c t ions  tha t  a re  unpred ic tab le  and capr ic ious ,  bu t  imp l ies  a

conmitment that new restr ict ions wil l  not intrude. (See Harberger,

I99 l ;45 -46)

A re la ted  phenomenon not  on ly  cont r ibu tes  to  c red ib i l i t y ,  bu t

lowers  t ransac t ions  cos ts  assoc ia ted  w i th  in te rna t iona l  t rade.  An

important reason both for Mexico's entry into the GATT and fol i ts

init iat ion of a free trade agreement with the United States, has been to

fo rmal ize  counterva i l ing  appea l  p rocesses ,  so  tha t  the  Un i ted  Sta tes

cou ld  no t  eas i l y  impose counterva i l ing  ac t ions  w i thout  ex tens ive  due

' In a somewhat related argument, Rodrik (1989) concludes that
es tab l i sh ing  the  c red ib i l  i t y  o f  such a  po1 icy  sh i f t  nay  necess i ta te
overshoot ing  f ree  t rade by  ac tua l l y  subs id iz ing  impor ts .  A izenman 's
mode l  exp l  i c i t l y  mot iva tes  the  taxa t ion  o f  p r iva te  inves tment  in  the
impor tab le  sec tor  to  es tab l i sh  the  c red ib i l  i t y  to  the  expor t  sec tor
po1 icy reversal .  Mexico's uni lateral opening of i ts economy may be
tantamount to such a tax.

( lee l )

of the
seen as
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process. As Schatan (1991) notes, a good deal of concern has existed in

l, lexi co over the United States' aggressive use of trade remedy

leg is la t ion .  Mex ican expor te rs  a re  in ju red  no t  on ly  when these laws

resu l t . in . . the . . impos i t ion .o . f , . .a -counterva i : l , ingduty , - .bu t .when U.S.  impor t -

competing f irms simply use them as avenues for harassing foreign

compet i to rs .  Impor t  -compet  i  ng  U.S.  f i rms can in j t ia te  such ac t ions  w i th

re la t i ve  ease and de fend ing  onese l f  aga ins t  f r i vo lous  su j ts  can be

expensive. I f  l ' lexico's free trade agreement with the United States

resembles  Canada 's ,  the  inc reased fo rmal jza t ion  o f  due process  th rough

bi I  ateral -trade-agreement- I  i  nked di spute sett l  ement mechani sms wi I  I

reduce cost uncertaint ies beyond what Mexico's entry into the GATT has

cont r ibu ted .  V I I .  The Poten t ia l  For  Eros ion

In the f irst two paragraphs of this paper, I  noted that many

economists assune the North American Free Trade Agreement wil l  remain in

p lace  once i t  has  been ins ta l led ,  bu t  tha t  v , ,e  ac tua l l y  may expec t

ongo ing  a t tempts  to  e rode i t s  e f fec ts .  In  address ing  th is  i ssue,  i t  j s

useful to begin by offering arguments on behalf of the original

conten t jon  -  tha t  the  prospec t ive  agreement  w i l l  remain  in  p lace  and

tha t  i t s  e f fec ts  w i l l  no t  e rode,  Th is  conten t ion  is  a t  leas t  imp l ic i t

in  the  cons t ruc t ion  o f  v i r tua l l y  every  empi r i ca l  mode l  dea l ing  w i th  the

agreement.

An ana lys t  who be l ieves  expec ta t ions  are  ra t iona l  migh t  reasonab ly

conc lude tha t  U.S.  agents  wou ld  have fu l l y  an t jc ipa ted  any  negat ive

effects of the agreement. Accordingly, the United States' entrance into

a free trade agreement with Mexico ought to signify a long-l ived defeat

o f  U.S.  p ro tec t ion is t  fo rces .  S ince  po ten t ia l l y  in ju red  agents  knew
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what free trade would do to them, they must have fought i t  with

everything they had, and lost.

A related argument in favor of a long and undiseased l i fe for the

free trade. agreenent involves"the dif ference between a free trade

agreement and sectoral - or i  ndustry- by- i  ndustry - agreements. Consider

an argument against sectoral agreements, The benefi ts of freer trade

are often highly dif fuse, while the injuries are concentrated arnong

sma'l l  groups. Suppose the injured groups are not much conpensated, as

is almost always the case despite ex ante promises to the contrary,

Then free r ider problems mean that benefi t ted Dart ies wil l  not work as

hard to keep or advance free trade as injured part ies wil l  to stop or

impa i r  i t .  Accord ing ly ,  sec tora l  agreements  aga ins t  p ro tec t ion ism are

hard to reach because those who benefi t  from them are a more dif fuse and

harder - to -un i te  g roup than those who benef i t  f rom the  pro tec t ion ism.

}lhy, according to this logic, would a free trade agreement be more

effect ive? In the constructjon of a free trade agreenent, ways may be

found to pit  exporters who benefj t  greatly from one aspect of the

agreement against producers who compete against imports and are injured

by some other part of i t .  One component of the agreement may prop up

another because, i f  the exporters do not work against the import-

competitors, the whole agreement may fal l .

Even i f  the  benef i t s  o f  a  par t i cu la r  U.S.  t rade aper tu re  a re

highly dif fuse, exporters who do not much benefi t  from that aperture

wi l l  f igh t  aga ins t  c los ing  i t .  C los ing  i t  m igh t  cause Mex ico  to  d rop

the whole agreement, so that a Mexican aperture that benefi ts the

exporters would also close. In sum, because one port ' ion of a free trade
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agreenent may prop up another, a free trade agreenent offers a good deal

of certainty, A free trade agreement provides a pol i t ical equi l ibr iun

heav i l y  we igh ted  towards  f ree  t rade,  where  a  po l i t i ca l  equ i l  ib r ium

invol ves -a ba"l ance of -po1 i  t ieal -pressures. ' that .has .no tendency to

change.  (See Gou ld ,  1991)

Before offering arguments that at least weaken the above

conclusions, i t  is useful to frame thenr by discussing a common sense

notion cal led the compensation effect (Brock, Magee and Young, 1989;

Young,  1982) ,  Th is  e f fec t  may represent  a  response to  a  po l i t i ca l

di sequi I  ' i  br i  un. The idea of the compensation effect is that, i f  a

fac to r ' s  economic  fo r tunes  dec l  ine ,  i t  tu rns  to  po1 i t i cs  fo r  re l ie f .

As an example of the process that generates the compensation

effect, suppose that a free trade agreement lowers irnport prices in the

Unj ted  Sta tes  fo r  some goods or  serv ices  tha t  U.S.  es tab l i shments  a lso

produce.  Th is  phenomenon js  l i ke ly  to  occur  in  some cases  because o f

increased conpeti t ion from Mexican f irms, and jn other cases because

U.S.  f i rms se t  up  new opera t ions  in  Mex ico .6  Some c lasses  o f  wages

6 Th is  las t  phenomenon cou ld  resu l t  f rom Mex ico 's  l ibera l i za t ion  o f
foreign investment laws and seems to be of greater concern to labor
organizations than competit ion from Mexican-owned operations in l i ' lexico. (Faux,
1991;  Cypher  l99 l ;  Anderson,  l99 l ) .  The concern  is  no t  s imp ly  over  los t  jobs
in some industr ies. Labor organizations are also concerned about the downward
pressure  on  wages tha t  these job  losses  impose on  U.S.  workers  who remain
employed.  By  i t se l f ,  the  c red ib le  th rea t  i rnp l ied  by  inc reased oppor tun i t ies
fo r  and re tu rns  to  U.S.  phys ica l  cap i ta l  inves tments  in  l lex ico  may ho ld  down
wages.  S tud ies  tha t  show net  U.S.  job  growth  f rom the  agreement  s t i l l  f ind
employment  dec l ines  in  some indus t r ies  (A1mon e t  a l  . ,  1991) ,  such as  appare l
and footwear manufacture. Anderson (1991) argues that newly 1ega1 ized
jnves tment  oppor tun i t ies  and low wages are  no t  the  on ly  a t t rac t ions  fo r  U.S.
p lan t  loca t ion  in  l i {ex i  co ,  bu t  tha t  lax  env i ronmenta l  p ro tec t ion  there  w i l l
add i t iona l i y  a t t rac t  U.S.  cap i ta l  .
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fa l l .7  Th is  reduces  the  oppor tun i ty  cos t  o f  lobby ing  fo r  the  labor

1obby,  fo r  example ,  so  i t  expands i t s  po l i t i ca l  e f fo r ts  on  beha l f  o f

p ro tec t ion is t  cand ida tes  or  a  p ro tec t ion is t  par ty .  In  response,  the

protect i  on.i-si-party increases- i ts-equi l  ibr ium level of* 'protectionism.

The increased protectionisrn raises the domestic prjce of importables and

permi ts  an  inc rease in  un ion  wages tha t  par t ja l l y  o f fse ts  the  in i t ia l

decl ine caused by the r ise in terms of trade irnpl ied by the drop in

impor t  cos ts .s  In  sum,  when a  fac to r ' s  jncome fa l l s ,  a rb i t rage be tween

economjc  and po1 i t i ca l  ac t i v i t y  causes  the  fac to r ' s  lobby  to  ge t  more

for  i t ' se l f  ou t  o f  the  po l  i t i ca l  sys tem.

These al legations not only represent common sense but, in some

c i rc les ,  common knowledge.  A t  the  U.S.  congress iona l  hear ings  on  the

l ' lexico -U.S. free trade agreement, one Mexican busjnessman noted his

concern that "there has been a past pattern of the United States

' increasing trade barriers whenever Hexico becomes competit ive in a

par t i cu la r  indus t ry . "  (USITC,  1990;  1 -3)

In the context of the compensation effect, I  shal l  now argue

' I t  is comnon to suppose that Mexjco has an advantage in processes that
use  low-sk i l led  labor ,  s ince  Mex ico  has  a  re la t i ve ly  Ia rge  number  o f  such
workers and their wage rates are lo$rer than those of U.S. workers. In most
s tud ies ,  U.S.  jndus t r ies  tha t  in tense ly  employ  such workers  (appare l  ,  fo r
example) have the largest job losses from the free trade agreement, because
these indus t r ies  w i l l  no t  be  ab le  to  compete  eas i l y  w i th  impor ts  f rom l t lex ico .
The imp l  i ca t ion  is  tha t  the  most  l i ke ly  U.S.  wages to  fa l l  w i l l  be  those o f
low-sk i l led  workers .  Converse ly ,  because o f  the  abundance o f  h igh  sk i l led
labor  and phys ica l  cap i ta l  jn  the  Un i ted  Sta tes ,  the  s tandard  argument  i s  tha t
U.S,  indus t r ies  tha t  use  such fac to rs  most  in tense ly  w i l l  benef i t  f ron  the
agreement. As a result,  the agreement wil l  push up the wages of and demand
for  some types  o f  h igh  sk i l led  U.S.  laborers .  Cypher  (1991) ,  however ,  a rgues
tha t  many h igh-sk i l1  jobs  w i l l  a lso  go  to  Mex ico ,  and c i tes  the  inc reas ing
sk i l l  requ i rements  o f  jobs  in  some types  o f  maqu i ladoras .

I The pol i t ical compensatjon effect cannot, in the Brock, Magee and
Young cas t ing ,  more  than o f fse t  the  wages e f fec ts  o f  the  or ig ina l  shock ,
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pro tec t ion is ts '  loss  o f  the i r  las t  ba t t le ,  bu t  the  loss  o f  a  s ign i f i can t

ba t t le  in  a  war  tha t  con t inues .

l ihi le the preceding argument may not seem compell ing in and of

i t se l f ,  i t - takes  on  add i t iona l  s ign i f i cance when we cons ider  the

importance of subterfuge and of the innovation of subterfuge in

protectionism. Here I appeal to the voter information paradox (Brock,

l4agee,  and Young,  l99 I ) ,  a  dynan ic  po1 i t i ca l  p rocess  wh ich  migh t  appear

in the United States in response to the dynamic economic process -

described two paragraphs back - in l , lexico. To motivate the voter

' in fo rmat ion  oaradox  i t  i s  use fu l  to  no te  tha t  red is t r ibu t ive  behav io r '

o f  wh ich  pro tec t ion ism is  an  e lephant ine  example ,  tu rns  ou t  to  be  nos t

successful when undetected (Brock and l ' lagee, 1984). The voter

in fo rna t ion  paradox  is  tha t ,  as  vo ters  become increas ing ly  soph is t i ca ted

in  the i r  oppos i t ion  to  p ro tec t ion ism,  po1 i t i ca l  par t ies  respond w i th

h igher  equ i l  ib r ium leve ls  o f  more  opaque d is to r t ions ,

The h is to ry  o f  t rade I  ibera l  i za t ion  is  a  h is to ry  o f  th is  paradox .

tthen tari f f  wal ls are knocked down, quotas appear. l lhen the use of

quotas  is  cons t ra ined,  "vo lun tary"  expor t  res t ra in ts  a re  in t roduced.

The development of these protectionjst innovat. ions may be expected to

resernb le  o ther  types  o f  jnnovat ions  in  economic  l i fe .  That  i s '

' i nnovat ions  w i l l  be  inc reas ing ly  app l ied  as  ra tes  o f  re tu rn  to  them

r ise .  R is ing  impor ts  f rom Mex jco  inc rease the  re tu rns  to  p ro tec t ive

innovat ion  in  the  Un i ted  Sta tes .

So fa r ,  I  have argued tha t  the  in ten t ions  o f  a  Mex ico-Un i ted

States free trade pact may be abridged over t ime because some agents

wi l l  become more  sens i t i ve  to  the i r  own cos ts  f rom i t ,  as  i t s  e f fec ts
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set  in ,  and because some agents  w i l l  dev ise  pro tec t ion is t  innovat ions

over t ime, I  have claimed that the free trade agreement may, in later

s tages  o f  i t s  l i fe ,  be  seen as  a  noncoopera t ive  game.9  That  i s ,  as  the

free trade.agreenent reaches middl-e age, .soft spots- 'may be found.t0

However ,  an  add i t iona l  de ta i l  no t  on ly  mot iva tes  eros ion  more  fu l l y ,  bu t

motivates an even more profound erosion.

I have claimed that the erosion of the effects of the free trade

agreement  i s  more  l j ke ly  to  occur  because o f  U.5 .  ac t jons  than because

of  Mex ican ac t ions .  Th is  de ta j . l  j s  d i rec t l y  l inked to  the  l i ke l  ihood

tha t  e tos ion  w i l l  tdke  p l  ace  a t  a l  1 .  Eros ion  is  most  1 ike1y  where  there

is  I i t t le  chance o f  re ta l  ia t ion .  I t  i s  when the  th rea t  o f  re ta l ia t ion

is palpable that a free trade agreement is most effect ive, because of

the agreement's propping structure, one component of the agreement nay

prop up another because, i f  the exporters do not work against the

import-competitors, the whole agreement may go down.

In the case of a free trade agreement involving Mexjco and the

Uni ted  Sta tes ,  the  th rea t  o f  b r ing ing  the  who le  agreement  down is  no t

evenly balanced between the two countr jes. Not only does l lexico benefi t

e  Er ian  R.  Cope land (1990)  o f fe rs  a  fo rmal ized  charac ter i  za t  i  on  o f  th is
genera l  phenomenon,  bu t  w i thout  asymmet r ic  th rea t  c red ib ' i1 i t y .

10 A somewhat dif ferent but related argument (Stah1 and Turunen-Red,
1989) characterizes governnents as subject to random po1 i t ical variat ions, so
tha t  the  I i fe  span o f  a  par t i cu la r  po l i t j ca l  admin is t ra t ion  is  1 ike1y  to  be
short.  The model identi f ies potential government types which do not base
the i r  ac t ions  on  the  max imiza t ion  o f  a  na t ion 's  to ta l  we l fa re ,  bu t  focus  on
consumer  and producer  surp luses ,  respec t ive ly .  Ind iv idua l  admin is t ra t ions
support either consumers or producers, but not both. In the absence of side
payments between the consumer and producer groups, but with short- l ived
po l  i t i ca l  admin is t ra t ions  chosen by  a  random process ,  an  in f in i te ly  repeated
tar i f f -se t t ing  game may u l t imate ly  genera te  the  eros ion  o f  a  f ree  t rade
agreement.
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some neans to assure that attempts to reintroduce protectionism are as

transparent as possible. The motivations to return to protectionisn

w i l l  con t inue  to  ex is t .

I t  shou ld  be 'no ted , .however , - tha t 'even in  the  face-o f  ongo ing

efforts toward protectionism, a free trade agreement between Mexico and

the United States is welfare improving, } lhat is important to consider

is that a free trade agreement wil l  not, in whatever form it  takes,

represent a once- and - for- a1 1 abrogation of protection.ism. I t  sjmply

represents a framework that wi l l  permit less eff jcient forms of

protectionism than what may occur without i t .



21

RE FERENC ES

Aizenman,  Joshua,  "Trade Reforms,  Cred ib i l i t y ,  and Deve lopment , "  NBER
i,{orki ng Paper No. 3600. January l99l .

A1mon, Klopper, et a1 .,  r ' lndustr ial Effects of a Free Trade
Agreement Between J'lexico and the USA, " Prepared for the United
States Department of Labor, NTIS Accession Number: PB 9l-110527.
September 1990.

Anderson, l4ark A., "Social and Regulatory Aspects of the U.S.- l . lexico
Trade Negotiat ions, " Presented at the Conference "North American
Free Trade: Labor, Business and Government Pol icy Perspectives,"
Mi nneapol i  s, Novenber I99I.

Brock ,  | l i l l i am A.  and Stephen P.  l i l agee,  "The Inv is ib le  Foot  and the
l , las te  o f  Nat ions , "  in  Dav id  C.  Co lander ,  ed .  Neoc lass ica l
Po l  i t j ca l  Economv,  (Ba1 l inger :  Cambr idge,  MA,  1984) ,  177-85.

Brock ,  l , l i l l  i am A. ,  S tephen P.  l lagee,  and Les l ie  Young,  B lack  Ho le
cus  Po t r cy  t neo rv l  r o t l r l ca l
,  (Cambr idge  Un ive rs i t y  P ress : j dge ,  New

Me1 bourne , 1989 ) .

B lume,  Lawrence E.  and Dav id  Eas ley ,  "Learn ing  to  be  Rat iona l  , "
Journa l  o f  Econorn ic  Theorv ,  Apr i l  1982,  340-351.

Ca1vo,  Gu i l le rmo A.  " Incred ib le  Reforms, "  Unpub l ished paper ,
Un i  vers i  t y  o f  Pennsy lvan ia ,  1986.

Cope land,  Br ian  R. ,  "0 f  M ice  and E lephants :  The Canada-U,S,  Free
Trade Agreement , "  Contemoorarv  Po l icy  Issues ,  Ju ly  1989,  42-60 ,

Among Nati  ons: Negoti  abl e
Canad i  an  Journa lof Economi cs.

Cope land,  Br ian  R. ,  "S t ra teg ic  In te rac t ion
and Non-negot i  ab l  e  Trade Bar r ie rs , "
February  1990 ,84- I08 .

Cypher ,  Janes ,  "Es t imat ing  the  l rnpac t  o f  the  U.S. -Mex ico  Free  Trade
Agreement on Industr ial Labor, " Presented at the Conference "North
American Free Trade: Labor, Business, and Government Pol jcy
Perspec t ives ,  "  M inneapo l  i  s ,  November  1991.

Faux,  Je f f ,  "Soc ia l  and Labor  Po l ic ies :  Ad jus tment  Issues  fo r  the
Free Trade Agreement, " Presented at the Conference "North American
Free Trade:  Labor ,  Bus iness ,  and Governnent  Po1 icy  Perspec t ives , "
H inneapol i  s, November 1991 .

Froo t ,  Kenneth  A. ,  "Cred ib i l  i t y ,  Rea l  In te res t  Rates ,  and the
Opt ima l  Speed o f  Trade L ibera l  i za t ion ,  "  Journa l  o f  In te rna t jona l
Economi  cs ,  August  1988,  7 l -94 ,



22

Gou1d, David tt l .  "The Proof Is In The Pudding: Is Trade
L ibera l i za t ion  Enough?"  Federa l  Reserve  Bank o f  Da l las  Economic
Review, forthcomi ng,

Harberger, Arnold C., "A Study of l ' lexico's Real Exchange Rate,"
Unpub l ished,  Un ivers i ty  o f  Ca l  i fo rn ia  a t  Los  Ange les ,  l la rch  1991.

Hinojosa 0jeda, Raul and Robert K. McCleery, " lJ,S.- l i lexico
I nterdependence, Social Pacts, and Pol icy Alternatives: A
Computab le  Genera l  Equ i l  ib r ium Approach, "  Es tud ios  Economicos ,
January-June, l99I .

Hinojosa 0jeda, Raul and Sherman Robinson, "Alternative Scenarios of
U.S. - l ' l ex ico  In tegra t ion :  A  Computab le  Genera l  Equ i l ib r iun
Approach," Department of Agricultural and Resource Economics'
D iv is ion  o f  Agr icu l tu re  and Natura l  Resources ,  Un ivers i ty  o f
Ca1 i fo rn ia ,  l io rk ing  Paper  No.  609,  Apr i l  1991 .

l{ayer, } lol fgang, and Raymond G. Riezman, "Endogenous Choice of
Po l  i cy  Ins t ruments , "  Journa l  o f  In te rna t iona l  Economics ,

Trade
November

1987,  377-381 .

l ' leade, El len E., "The Implications of a Free Trade Agreement l l i th
Mexico," Unpubl ished, Federal Reserve Board of Governors,
l lash ing ton ,  D.C. ,  May 1991.

I luth, John F, "Rational Expectat ions and the Theory of Price
l . lovements ,  "  Economet r ica ,  Ju ly  1961.  315-335.

Peat Marwick Policy Econonjc Group, "The Effects of a Free Trade
Agreement  Between the  U.S.  and Mex ico , "  February  1991,

Preb i  sch ,

Preb isch ,  Rau l  .  "Commerc ia l  Po l i cy  in  the  Underdeve loped Count r ies" '
The American Economic Review, Papers and Proceedings of the
Amer ican Economics  Assoc ia t ion ,  t lay  1959,  251-283.

R id ing ,  A lan .  D is tan t  Ne iohbors :  A  Por t ra i t  o f  the  l t lex icans .  (New
York: Alfred A. Knopf, 1985)

Rodr ik ,  Dan i ,  "Promises ,  Promises :  Cred ib le  Po1 icy  Reform V ia
S igna l l ing , "  Economjc  Journa l  ,  September  1989,  756-772.

Rodr ik ,  Dan i ,  "Tar i f f s ,  Subs jd ies ,  and t le l fa re  i , | i th  Endogenous
Po l icy , "  Journa l  o f  In te rna t iona l  Economics ,  November  1986,  285-
299.

Schatan ,  C laud ia ,  "Trade Barga in ing :  The Mex jcan Case, "  Unpub l ished,
CEPAL, l , lexi co, February I991.



23

Sobarzo ,  Horac io  E . ,  "A  Genera l  Equ i l ib r ium Ana lys is  o f  the  Ga ins
From Trade for The Mex' ican Economy of a North Amerjcan Free Trade
Agreement , "  Unpub l ished,  Cent ro  de  Es tud ios  Economicos ,  E l  Co leg io
de [t lexi co, March 1991,

Stahl ,  Dale 0. and Arja H. Turunen-Red, "Tarif f  Games:
Susta inab i l i t y  o f - .F ree  -T+ade w i th  Var ia t ion  in  Po l i cy  Reg ines , "
Unpublished, University of Texas at Austin, Department of
Economi cs, Novenber 1989 .

United States International Trade Conmission.

nves t iga t ion  No.  332-282,  USITC ica t ion  2 , 0ctober 1990.

Un i ted  Sta tes  In te rna t iona l  Trade Commiss ion ,  The L ike lv  Imoact  on
the United States of a Free Trade Agreement !{ i th Mexico, Report to
the Committee on lr lays and lr leans of the United States House of
Representatives and the Committee on Finance of the United States
Senate .  USITC Pub l ica t ' ion  2353,  February  1991 .

tr leintraub, Sidney, "The North American Free Trade Debate," The
l lash inq ton  0uar te r lv ,  Autumn i990,  119-130.

Young, Lesl ie and Jose Romero, "A Dynamic Dual Model of the Free Trade
Agreement," Presented at the Federal Reserve Bank of Dallas North
American Free Trade Conference. June 1991.



RESEARCH PAPERS OF THE RESEARCH DEPARTMENT
FEDERAL RESERVE BANK OF DALI^AS

Available, at no charge, from the Research DepartnenE
Federal Reserve Bank of Dallas, Statlon K

Dal las,  Texas 7 5222

9101 Large Shocks, Srna1l Shocks, and Econornic Fluctuations: Outliers in
Macroeconomic Time Series . (Na€han S. Balke and Thomas B. Fonby)

gLOZ Inmigrant Links to the Houe Country: Ernplrical Implications for U.S.
and Canadian Bilateral Trade Florus (Dawid M. Gould)

9103 Government Purchases and Real lCages (Mark l.Iynne )

9LO4 Ewaluatlng Monetary Base Targeting Rules (R.W. Hafer, Joseph H. Haslag
and Scot t  E.  Hein)

9105 Variations in Texas School Quality (Lorl L. Taylor and Beverly J, Fox)

9105 'What  Mot ivates Oi l  Producers?:  Test ing Al ternat lve Hypotheses (Carol
Dahl and Mine Yucel )

9LO7 Hyperinflation, and Internal Debt Repudiation in Argentina and Brazil:
Fron Expectations Managernent to the "Bonex" and "Collor" Plans (John
H. Welch)

9108 Learning From One Another: The U.S. and European Banking Experience
(Robert  T.  Cla i r  and Gerald P.  0 'Dr isco1l )

9109 Detecting l,evel Shifts in Time Series: Mi s spec ification and a
Proposed Solut ion (Nathan S.  Balke)

91L0 Underdevelopment and the Enforcenent of Lalrs and Contracts (Scott
Freeman)

9111 An Econometric Analysis of Borrowing Constraints and Household Debt
(John V. Duca and Stuart S. Rosenthal)

9LL2 crediE Cards and Money Demand: A Cross-Sectional S tudy (John V. Duca
and WiI l iam C,  Whi tese 11)

9113 Ratlonal Inflation and Real Internal Debt Bubbles in Argentina and
Rr az iL? (John H.  Welch)

9LI4 The Optinality of Noninal Contracts (Scott Freeman and Guido
Tabellini )

9115 North American Free Trade and Lhe Peso: The Case for a Nofth American
Currency Area (Darryl Mcleod and John H. Welch)

9Ll6 Public Debts and Deficics in Mexico: A Conunent (John H. Welch)

9LL7 The Algebra of Prlce Stability (Nathan S. Balke and Kenneth M. Emery)



9207

9202

9203

9204

9205

9206

9 1 1 8

9 L L g

9 Z 0 l

9208

Allocative Inefficiency in Education (Shawna Grosskopf, Kathy Hayes,
Lori Taylor, Williaro Weber)

Student Enigration and the Hillingness to Pay for Public Schools: A
Test  of  the Publ icness of  Publ ic  High School -s  ln  the U.S.  (Lor i  L .
Taylor)

Are Deep Recesslons Followed by strong Recoveries? (Mark A. wynne and
Nathan S. Balke )

The Case of the "Missing M2" (John V. Duca)

Inmigrant Links to the Hone Country: Irnplications for Trade, Welfare
and Factor Rer,zards (David M. Gould)

Does Aggregate Output Have a Unit Root? (Mark A. Wynne)

Inflatlon and lts Variability: A Note (Kenneth M. Enery)

Budget Constrained Frontier Measures
in Schooling ( Shawna Grosskopf, Kathy
Weber)

of Flscal Equality and Efficiency
Hayes,  Lor i  Tay lo r ,  Wi l l ian

The Effects of Credit Availability, Nonbank Competition, and Tax
Reforrn on Bank Consumer Lendlng (John V. Duca and BoDnie Garrett)

on the Future Eroslon of the North American Free Trade Aareement
(Ul l l iam C.  Gruben)




