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NAFTA as Metaphor: The Search for Regional
and Global Lessons for the United States

Rasil Hingjosa-Ojeda and Robert K. McCleery

The political-economic significance of the North American Free Trade
Agreement (NAFTA) for the United States has always been global as
well as regional. It was within a global perspective of national security
concerns and the stalled Uruguay Round of wotld trade negotiations
that U.S. policymakers in 1990 first decided to move ahead with
NAFTA.! And it was within a global perspective that most ctitics of
NAFTA focused their apprehensions, sensing it as a commitment to a
dubious “neoliberal” global agenda. Indeed, the dividing lines in ensu-
ing controversies about “globalization”—and, in fact, the widespread
use of the term itself—were rooted in the NAFTA debate and the lack
of closure in its aftermath.2

The U.S. debate on NAFTA in the early 1990s continues to have a
profound effect, not only on North American policy discussions but
also on broader debates about globalization. The NAFTA issue came
at a crucial time, as trade between the developed and developing world
was growing more rapidly than ever before. NAFTA was the first free
- trade agreement between the United States and a developing country,
and it was the most ambitious anywhere in the world between coun-
tries with such extreme differences in income and development.
NAFTA promised to provide an important opportunity to ask perhaps
the most significant question of the current era in international politi-
cal economy: What is the impact of accelerating economic integration
between countries at very different levels of development? Exploration
of this question yields insights into the relationship between efficiency
impacts on sectoral output and employment, the growth rates of na-
tional income and productivity, and the distribution of income within
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and petycen countries. A well-reasoned analysis of NAFTA could
prqwde important lessons for the United States in formulating future
regional and global integration policies.?

THE PUBLIC CONTROVERSIES

Unfortunately, the NAFTA debate quickly became highly politicized
and starkly polarized into uncompromising “pro” and “anti” positions.
Suppgrtcrs and critics both sought to use NAFTA as a metaphor for
.focusmg on the benefits or the costs of expanded global economic
integration. As the debate began, many U.S. interest groups were only
beginning to develop a theoretical understanding and policy position
on the relationship among globalization, economic efficiency, and the
convergence ot divergence of national and international income levels.
NAFTA proponents suggested that trade liberalization would produce
a boom in US. export jobs and a “win-win” growth prospect for
North America, with job growth expanding in expott industries, pull-
Ing up wages, and absorbing the unemployed on both sides of the
border. NAFTA opponents focused on fears that trade liberalization
would produce a “race to the bottom” in wages, working conditions
anq enyironmcntal standards, with the United States on the losing enci
whﬂ? Investment flowed out to Mexico as multinationals exploited
Mexican labor. An evaluation, ot even a critical discussion, of these
metaPhors became very restricted, in part because the research agendas
of think tanks and some academics began to mirror what was neces-
saty to support one- or another faction in the political debate. What
was similar is that both sides used simple linear models of causality
with overly simple methodologies, supporting similarly simplistic pol-
icy responses.
. An a:lternative “third way” position—acknowledging the benefits of
Integration while emphasizing the need to address income dfspax:ities—
was drowned out in a polarized political debate. A small number of
agalysts and policymakers began forging an alternative petspective that
§1multaneously recognized the costs and benefits and developed a pol-
icy fr'fxmewotk for “upward convergence” of productivity and incomes.
(Iror}1§aﬂy, after being eclipsed by partisan views during the Clinton
administration, this idea reappeared in the February 2001 “Guanajuato
Proposal” of Presidents George W. Bush and Vicente Fox, who de-
darefi their intent to “consolidate a North American economic com-
munity whose benefits reach the lesser-developed areas of the region
and extend to the most vulnerable social groups in our countries.”)
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Such an approach, however, requires a more complex theoretical
framework, improved methodologies for analysis, and a mote flexible
and varied set of policy strategies.

The conceptual and policy challenges of North American integra-
tion requite an analytical framework that simultaneously analyzes trade,
foreign investment, migration, and remittances. This framework must
also account for two major dynamics that are extremely important in
the real world but which are only beginning to be understood theoreti-
cally and empirically: (1) the dynamics that produce enhanced produc-
tivity growth (through economies of scale, innovation, agglomeration,
and so on); and (2) the political and institutional dynamics across bor-
ders that engender complementary strategies by social actors (through
improved international conditions for long-term capital investment,
distribution of gains to workers, a new vision for the state’s interna-
tional role in providing social investment, proper safety nets, and en-
hancing investments in innovation and lagging regions).

This chapter reexamines debates about NAFTA and globalization
in the light of data before and after NAFTA. We try to set the record
straight on what NAFTA did or did not do for the U.S. economy. We
also address the larger problem of the underlying evolution of uneven
development in North America, driven by what we will define as both
positive and negative dynamics of cumulative causation. We show that
NAFTA did not create these dynamics, but neither did it significantly
alter them. We argue that it is crucial for the United States to undet-
stand its national and collective interest in moving beyond NAFTA to
foster regional and global economic integration with upward convet-
gence of income and development patterns across countries.

The remainder of our essay has four parts. In the first of these we
review the NAFTA debate and analytically deconstruct the various
theoretical propositions that policymakers, think tanks, and academics
used. This review indicates serious problems in the way trade and inte-
gration have been analyzed in the U.S. policy debate and, more impoz-
tantly, provides insight into the important issues that North Americans

. need to focus upon as they compare dynamics of integration in differ-

ent parts of the world and “globalization” in general. The following
section offers a bref overview of the U.S. economy in the post-
NAFTA period, evaluating the usefulness of the principal economic
models that influenced the NAFTA debate and comparing their pre-
dictions to the empitical outcomes obsetved thus far. We seek to help
refocus the terms of the NAFTA debate toward more important fac-
tors that should have been, and still need to be, the core of research
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policy analysis. We next turn to an empirical review of the major
amics driving convergence and divergence in North American in-
spration. Our analysis seeks to incorporate a wide range of integration
_ processes and to explain how freeing trade and facilitating investment
in the context of labor market distortions can create both positive and
negative dynamics across sectors and regions in the United States and
Mexico. We conclude with a brief recapitulation of what we have
learned from the NAFTA debate, NAFTA-related modeling efforts,
and the economic performance of the U.S. economy after NAFTA.
We then postulate questions and possible approaches for further re-
search, along with the outline of a discussion of policy implications.

THE ANALYTICAL DEBATES

The NAFTA debate presaged and continues to mitror a still under-
developed globalization debate; indeed, the evolution of these debates
provided a condensed look at three hundred yeats of trade theory.
Rather than illuminating key issues for policymakers, much of the pub-
lished research too often tried to reinforce statk positions in the U.S.
political debate. Hence much of the “expert testimony” either focused
on the wrong issues or finessed difficult conceptual issues to come up
with simplistic and quantitatively significant numbers in suppott of a
particular position. Paradoxically, the search for large numbers did lead
some researchers into previously neglected but empirically important
areas, such as the impact of economies of scale, migration, and in-
vestment flows.

Table 1.1 displays four major analytical approaches that emerged in
the NAFTA debates: what we call the “mercantilist” approach, the
standard trade model (also known as the Heckscher-Ohlin-Samuelson
model), the economies of scale model, and a framework stressing factor
mobility. Unfortunately, the early stages of the debate were dominated

by the “mercantilist” approach, which focused on highly dubious criteria

for measuring the impact of economic integration—changes in trade
balance and, presumably, corresponding changes in production and em-
ployment levels. NAFTA proponents argued that free trade with Mexico
would improve the U.S. trade balance, increasing U.S. production and
creating American jobs. The underlying implication was that trade is a
zero-sum game. Such a position had been forcefully discredited by the
critical insights of Adam Smith and David Ricardo, who argued that
nations become wealthy through trade due to increased production
specialization based on their comparative advantage.
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Table 1.1. Analytical Approaches and Methodologies

Approach ' Predictions Methodology Used
Mercantilist Pre-Smithian/Ricardian NAID Armington methodology
(a measure of the limited
Trade Surplus = Job Gain net relationship between

trade and employment)
Trade Deficit = Job Loss

Heckscher- Small Efficiency Gains (and HOS computable general
Ohlin- adjustments) from trade equilibrium (CGE) models
Samuelson based on Ricardian measuring comparative
(HOS) comparative advantage static gains from trade

Small Factor Price CGE modeis testing for
Equalization income inequality impacts

Economies Larger gains based on CGE models incorporating

of scale efficiency + trade-facilitated  variables from the new

increased scale economies  international economics

Factor Large gains/adjustments CGE models incorporating
mobility based on FDI and labor factor mobility and variables
migration/remittances from the new economics of
dynamics labor migration

Within the mercantilist vein, tesearchers at the Institute for Interna-
tional Economics repeatedly used a methodology, cited by many U.S.
officials, that made the U.S. net gain of jobs a linear function of the
U.S. trade surplus with Mexico in the early 1990s, which these re-
searchers predicted would continue to grow at rates similar to the re-
cent past.* Although NAFTA proponents would soon find their mer-
cantilist argument discredited by academics’ analytical critiques and
ensuing macroeconomic events, a major position for the NAFTA de-
bate had been established. All future studies would have to mention
changes in the trade balance and employment levels. In an itonic twist,
anti-NAFTA think tanks such as the Economic Policy Institute glee-
fully utilized the same “pro-NAFTA methodology” following Mexico’s
1994-1995 peso ctisis to proclaim the damage to the U.S. economy
from NAFTA.5 Simply reversing the dubious proposition that trade
surplus produces “net job gains,” they argued that a large fall in the
U.S. balance of trade with Mexico would generate a huge “net job
loss.” Furthermore, the United States’ trade deficit with the world, clearly
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a result of macroeconomic factors, was cited as a cost to society and a
source of “unnecessary” unemployment—as if all imported goods,
from autos to coffee, and diamonds to zinc—could and would be do-
mestically produced in the absence of trade. Challenging this simplistic
assumption, Radl Hinojosa-Ojeda and associates, applying a partial
equilibrium test to the mercantilist proposition with empirical data on
the nonsubstitutability of domestic for imported goods, found a sig-
nificantly lower relationship between trade and employment levels.6

In a compelling testament to the fluctuating role of ideas in the pol-
icy process, the concepts of comparative advantage and gains from
trade had to be reintroduced to the policy debate centuries after their
initial development. Trade, it had to be argued again, is not a zero-sum
game, and imports (even in consumer goods, which account for only a
third of total U.S. imports) do not necessarily displace American pro-
duction. It became necessary to reemphasize notions of efficiency and
competitiveness. If trade with Mexico reduces the cost of auto parts
for U.S. auto makers, for instance, more cars could be produced and
sold; this could lower total imports and increase exports to Europe or
other third markets. Such ideas seemed difficult to grasp in compari-
son with images of textile workers, garment workers, or steelworkers
standing unemployed outside closed factories, blaming “unfair” for-
eign competition that was “sucking” jobs away.

The standard model used to make the traditional pro-trade argu-
ments through the early 1980s was the Heckscher-Ohlin-Samuelson
(HOS) framework, based on Ricardian compatative advantage. A
number of mostly academic researchers employed sophisticated em-

pirical tests of this framework with the use of computable general-

equilibrium (CGE) models. These CGE models, however, yielded pre-
dictions of fairly minor changes in trade flows and production levels
when applied to the modest tariff reductions associated with NAFTA.
These results were derisively termed “positive zero” and were politi-
cally rather ineffective; in effect, researchers were emphasizing the
likely yet unglamorous fact that NAFTA’s impacts on the U.S. econ-
omy would be positive but economically insignificant.

A further problem for NAFTA proponents detived from a key im-
plication of the HOS model called the factor-price equalization theo-
rem, which states that a country’s abundant factor(s) of production will
benefit from trade liberalization, but its scarce factors will be hutt. Be-
cause unskilled labor is scarce in the United States relative to Mexico,
the HOS model predicted a rise in unskilled wages in Mexico com-
bined with a corresponding fall in the United States. Supporters of
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NAFTA could then be characterized as insensitive to distribution
problems in the U.S. economy, however weak their relationship to
NAFTA. Recall that, at the time of this debate, the Reagan-Bush poli-
cies of the 1980s had substantially widened the gap between rich and
poor in the United States.

A further feature of the HOS model is that gains from trade result
from abandoning production of goods in which you have a compara-
tive disadvantage to specialize in products in which you have a com-
parative advantage. These dislocations, or adjustment costs, were gen-
erally finessed or ignored by the pro-NAFTA modelers themselves,
but they were examined very carefully by NAFTA opponents. Thus
NAFTA proponents using the HOS model faced an insoluble di-
lemma. Either the potential gains from NAFTA—and the adjustment
costs—were trivial, or the gains were substantial but the adjustment
costs were substantial as well.

Fortunately for economic modelers seeking evidence of potential
gains from NAFTA, the theory they needed had been introduced by
Paul Krugman and others in the early 1980s and adapted to comput-
able general equilibrium models in the mid-1980s by Canadians Rich-
ard Harris and David Cox.” This new international economics, based
on economies of scale (EOS), seemed to be just the thing. According
to this framework, gains from trade come from two soutces: (1) falling
average costs, as firms increase their scale of production in response to
increased export demand, and (2) gains from increased competition
reducing inefficiency due to collusion within an industry. These gains
potentially dwarfed those predicted by HOS models. Cox and Harris
reported potential gains on the order of 8 percent of Canada’s gross
domestic product (GDP) from unilateral liberalization with the woxrld.
Similarly, Raul Hinojosa-Ojeda and Sherman Robinson analyzed the
impact of NAFTA on the Mexican economy and found order-of-
magnitude differences using EOS versus HOS specifications, without
the large displacement effects of pure HOS specifications.8

There are two further attractive features of these EOS models.
First, there is so little empirical evidence on the extent and magnitude
of scale economies by sector that there can be little grounds for criti-
cism, whatever parameter values are selected.? Second, adjustment
costs can be interpreted differently in EOS models. In HOS models,
adjustment costs mean that textile workers in North Carolina who are
displaced through international trade must relocate and retrain to make
software in Silicon Valley or aircraft in Washington. In EOS models, in
contrast, mergers and acquisitions “rationalize” the industry, so the
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same wotkers do the same jobs in the same industry, maybe even in
the same factory, but perhaps under a different corporate logo. This
type of adjustment seems much smoother and less costly, for both in-
dividuals and society.

One ctitical problem remained. The way was now clear to predict
substantial gains for Mexico and Canada from integration with the lar-
ger U.S.-market, but it was still difficult to make the case that integra-
tion with Mexico and Canada would substantially affect either the scale
of U.S. production or the level of competition within American mat-
kets. -

Meanwhile, other researchers were taking alternative tacks. Both
HOS 4nd EOS models generally focus on the movement of goods

hetisthan factors of production. Yet both investment flows and labor
flows have historically been very important in North America, espe-
cmﬂ*m U.S.-Mexico economic relations. Understanding ad]uslmcnts
these flows was seen as crucial to predicting the economic impacts
TA. To the extent that mainstream modelers thought about
ses at all, it was generally to say that rising wages for unskilled
s in Mexico would lead to lower levels of undocumented immi-
from Mexico. In contrast, NAFTA opponents seized on the
ility of investment flows from the United States to Mexico to
on the danger of plant relocation and job loss.
the real insights to be gained from the study of international
movements involved the growing cross-border dynamics in la-
markets and production shating. Sherman Robinson and others
the first to note that economic dislocations in Mexican agticul-
uld easily lead to an increase, rather than a decrease, in un-
cumented immigration to the United States.’® Their conclusion—
creased migration could be mitigated by long tariff phase-ins and
ct economic transfers to the rural sector—has been substantiated
by-empirically based micro CGE modeling of the village-level relation-
ships between migration, price liberalization, and the impacts of new
Mexican rural policies (such as Procampo income transfers) 11 Robert
McCleety was the first to predict changes in foreign direct investment
(FDI) flows to Mexico and to estimate their impact on wages and em-
ployment in the United States.!2 Others introduced international coor-
dination of production, pricing, and sales by multinational enterprises,
with the North American auto industry as a case study.1® As an exam-
ple of complex positive cumulative causation, a dynamic can emerge
whereby intetnational investment flows are increased to take strategic
competitive advantage of sectors with scale economies. Indeed, it is
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possible that the post-NAFTA pattern of trade has been less detet-
mined by tariff liberalization than by the pattern of FDI.

- NAFTA PREDICTIONS AND POST-NAFTA PERFORMANCE OF

THE U.S. ECONOMY

We now evaluate the “pro-” and “anti-” NAFTA positions in light of
the actual post-NAFTA expetience, specifically testing the validity of
the major predictions. This exercise is crucial in order to discuss how
the economic literature must evolve in order to provide insights into
the impact of future initiatives for integration and globalization.

Empirical evidence shows that the theoretical-predicative case
against NAFTA was cleatly oversold with respect to the U.S. economy
as a whole. The claim that NAFTA would lead to a “giant sucking
sound,” as investment and jobs left the country for Mexico or as the
U.S. developed a trade deficit with Mexico, does not seem to be botne
out by the data. The post-NAFTA period in the United States corre-
sponds with the longest continuous economic expansion since World
War II. By almost any measure (real income growth, productivity
growth, unemployment rate, inflation, and so on), U.S. economic pet-
formance was substantially better after than before NAFTA. The un-
employment rate fell from nearly 8 percent in mid-1992 to under 4
percent in 2000, before rising to 6 percent in the 2001—2002 recession.
FDI into Mexico did increase, but that inflow was dwarfed by the in-
crease of foreign investment into the United States. While Mexico at-
tracted a total of US$48 billion in new FDI cumulatively from its
NAFTA partners from 1994 through the first quarter of 2000, the
United States gatnered $276 billion in gross FDI (and $125 billion net)
from abroad in 1999 alone.14

Yet the U.S. current account has clearly deteriorated over the past
decade. Is the worsening of the trade balance a result of NAFTA? The
U.S. current account detetiorated steadily and dramatically through the
first quarter of 2001, before beginning to improve as a result of the

- recession. Similarly, the deterioration was the result of rapid growth

(outstripping that of U.S. trading partners) combined with massive
capital inflows, particulatly from Europe and Asia. Additionally, the
dollar strengthened against an average of major foreign currencies dur-
ing this time, making imports cheaper and U.S. exports more expen-

" sive. While these macroeconomic changes may well be driving the
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deficits with Mexico and Canada, NAFTA and those deficits have had
a minimal impact on the U.S. current account deficit with the world.

Granting more rapid income, productivity, and job growth, has
NAFTA led to a worsening of income distribution in the United
States? On the one hand, income growth rates were similar for the rich
and the poor, worsening absolute inequality. The poorest 20 petcent of
the U.S. population saw income growth of 15 percent from 1993 to
1999, compared with 14.2 percent for the richest 20 percent. The eco-
nomic petformance in the post-NAFTA petiod, however, was also
much bester with respect to income distribution than in the Reagan-
Bush years. For instance, the proportion living in povetty fell from
15.1 percent in 1993 to 11.8 percent in 1999, although that figure still
exceeds the level recorded in 1979. '

Pethaps the only cleat area of decline, and the one point stressed by
anti-NAFTA groups today, is manufacturing employment. This has
nourished a public perception that the expansion of trade shifts work-
ers from well-paid manufactuting jobs to low-paying service-sector
jobs. Although it is true that employment growth in manufacturing
lagged well behind overall employment growth in the economy—0.4
percent to 2.3 percent per year—growth has nonetheless been positive,
and the ptimary reason for the slower growth has been increased labor
productivity, not trade.

But as we shall see below, the overzealous pro-NAFTA predictions
are not particularly accurate either. While the NAFTA opponents’
worst fears clearly have not materialized, only a tiny share of the im-
provement in economic conditions in the United States can be directly

linked to NAFTA. The Clinton administration credited the improved -

economic petformance from 1993 to 2000 to “three interrelated fac-
tots ... technological innovation, organizational changes in businesses,
and public policy.”15 “Opening markets at home and abroad” is listed
as the third of four important policy initiatives. NAFTA, one of sev-
eral such openings, can thus be given perhaps one-fourth of one-
fourth of one-third, or about 2 percent, of the credit—unless we can
also link it to technological innovation and/or organizational changes.

Assessing the Analyses

Keeping in mind that some of the proposed NAFTA liberalizations
are still being phased in (for cotn, banking, and others) and that others
are being held up by legal disputes (Mexican trucks’ access to the
United States, relaxation of the U.S. sugar quota, and so on), what have
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we learned? The short answer is that the ability of economic models
and modelers to anticipate the complex interactions between the
United States and Mexico, not to mention other global and regional
events that color perceptions of those interactions, has been limited.
Special features of the U.S.-Mexico economic relationship made any
trade theory—based approach incomplete, and thus necessarily incor-
rect from the point of view of predicting aggregate and macroeco-
nomic trends. Indeed, it would have been surprising if that were #o#
true. : '

But we have enough of a track record with NAFTA to reach pre-
liminary judgments about what #ypes of models are appropriate for pre-
dicting and measuring economic interdependence between countries
with complex cross-border linkages and at very different levels of de-

. velopment. We shall do this below, concluding with some thoughts on

how to improve those economic models in light of what we are learn-
ing about interdependence from NAFTA.

At the macro level, few bold predictions were made. One study
predicted improvements in the U.S. trade balance with Mexico,!¢ while
another predicted a worsening.’?” Comparing the 1993 through 1999
bilateral trade balance teveals that the U.S. trade balance with Mexico

~improved only in the first year of NAFTA. In every year thereafter, the

United States has recorded bilateral deficits in excess of $14 billion, in
contrast to surpluses in each year from 1991 to 1994.

Only two studies have focused on income distribution. Both pre-
dicted that the distribution of income in the United States would
worsen, as trade (and additional migration, according to one of the
analyses) hurts unskilled workers and helps skilled workers and capital
owners. This prediction has been weakly supported by recent experi-
ence, although, again, rapid technological change within the U.S. econ-
omy—rather than trade itselff—no doubt accounts for most of the
worsening of income distribution.

Next we consider sectoral itmpacts. Suppose we consider predicted
sectoral increases or decreases of less than 1 percent to be approxi-
mately zero. Looking at predicted changes of more than 1 percent, we
need to remember what they suggest. These are the predicted partial
impacts of NAFTA on the United States, holding everything else con-
stant. We interpret this to refer to the sectors and social groups that
will do particularly well or pootly in the post-NAFTA world, relative
to the averages in the economy as a whole. For instance, estimated pa-
rameters of —4.2 percent for urban unskilled wages and +5.17 percent
for food corn output are treated as predictions that wages for urban
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unskilled workers would rise by 4.2 petcent /ess han average wages post-
NAFTA (1994-1998) while food cotn production would grow 5.2 per-
cent faster than average output.!8

One standard econometric study considers the impact of phasing in
reductions in tariff and nontariff barriers (NTBs) between Mexico and
the United States over a period of ten years. Only one bold prediction
emerges—that electronic appliance employment (and production)
" would increase. Thanks in part to quality adjustments that are disputed
in other industrialized countries, the production of electrical goods
(code 506 in the National Income and Product Accounts of the United
States, the closest match we could find) leaped by 70 percent, 50 pet-
centage points more than the U.S. economy. We cannot rule out the
basic conclusions of this study, that NAFTA would have little impact
on the pattern of U.S. economic growth and employment. Massive
increases in two-way apparel trade were also predicted as a result of
NAFTA (exports up 42 petrcent and imports up 59 percent relative to
the baseline without NAFTA), and this prediction is roughly con-
firmed in the data.!?

In a study commissioned by KPMG Peat Marwick (a pro-NAFTA
group), Catlos Bachrach and Lorris Mazrahi employed a HOS-type
CGE model, modified to allow a net capital inflow to Mexico of
US$25 billion. Since all of the additional investment in Mexico is as-
sumed to come from other regions or from a reshuffling of U.S. fot-
eign direct investment, the capital inflow in Mexico has no impact on
the United States. Two of its predictions ctoss the 1 percent threshold:
a projected decline in sugar, and growth in miscellaneous manufac-
tures. In fact, sugar production did lag behind overall U.S. growth for
1994-1998, although it exceeded average growth in 1999 and 2000.20
But miscellaneous manufactures grew slower than average. Thus we
could say that this CGE model helped identify sugar as a contentious
sector worthy of more detailed study, but it was incorrect regarding
miscellaneous manufactures.

A third estimation of sectoral results for the United States simulates
the elimination of tatiffs and NTBs along with a 10 percent increase in
real investment in Mexico (again, with no projected impact on the U.S.
capital stock).2! The model identifies textiles and miscellaneous manu-
factures as key growth sectors, and glass, nonferrous metals, and elec-
trical machinery as sectors that could be hurt by NAFTA. From 1994
to 1998, in fact, textile production grew 26 percent shwer than the U.S.
economy, and miscellaneous manufactures also failed to match the
overall U.S. growth rate; in the meantime, glass, nonfetrous metals,
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and electrical machinery all grew at least 15 petcent faster than the U.S.
average. Indeed, electrical machinery was the fastest-growing sector of
the U.S. economy over that period. With a zero-for-five prediction
record and large margins of error, this model was cleatly not helpful.

Focusing primarly on agriculture, yet another analysis predicted
production gains for the United States in food corn and program
crops. Changes in price suppotts and guarantees, particularly the re-
ducton in support as part of the “freedom to farm” act of 1996, have
had a greater, negative impact on these sectors than the projected posi-
tive impact of NAFTA. Thus we evaluate these predictions as incot-
rect in aggregate terms due to events not related to NAFTA. The pre-
dictions seemed valid at the time; in fact, policymakers implementing
the agricultural reforms widely believed that increasing export oppot-
tunities, not just to Mexico but to China and East Asia as well, would
more than offset the income losses to American farmers from the de-
cline in subsidies.22 An analogous study concentrated exclusively on
auto and auto parts production and trade.?? It predicted a negative im-
pact on production, but during the post-NAFTA years U.S. auto pro-
duction actually grew slightly faster than average.

With the possible exception of some agricultural subsectors, there-
fore, CGE models apparently did not adequately identify any signifi-
cant production shifts resulting from NAFTA. Two explanations come
to mind. One is that these models failed to capture the key elements of
U.S.-Mexico economic interdependence. The other is that the impact
of NAFTA itself was negligible and was overshadowed by technologi-
cal, international, and other economic developments affecting the
United States.

Our recent research tests these assertions with regressions.?* Tradi-
tional CGE models showed that tatiff liberalization impacts were
bound to be tiny and could not greatly affect economic disparities in
North America. Our post-1994 regtession results show that NAFTA
tariff liberalization did not significantly predict the composition of
trade at a detailed sectoral level, as basic neoclassical theory would
predict. In other words, the sectors that grew most rapidly in the
United States following the implementation of NAFTA had little cor-
relation with the sectors in which significant trade barriers were re-
duced. Hence the HOS focus on the impact of reduced trade bartiers
on trade flows—and, thus, on production levels—seems to have little
explanatory power in the NAFTA case.

But EOS models, while doing somewhat better, still explain only
about half of the variance in changes in sectoral production. Unbe-
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lievably, predictions based on both HOS and EOS models do slightly
worse than the prediction asserting that the sectors that would grow
the fastest after NAFTA would be precisely those that grew the fastest
in the period immediately preceding NAFTA. That hypothesis yields a
simple correlation of nearly two-thirds. Should we not do better than
this? Probably not, since NAFTA liberalizations had a modest impact
on a rapidly evolving economy that was also beset by technological
change, policy changes, and multilateral liberalization from the Uru-
guay Round agreement.

CONVERGENCE AND DIVERGENCE

The NAFTA debates in general have lacked the theoretical discussion
and embpirical testing of key dynamics that gave rise to divergent pre-
dictions of positive or negative outcomes. Pethaps more importantly,
the debates failed to identify the possibility of more complex outcomes
when rich and poor countties engage in economic integration. To rec-
tify this shortcoming, we need a framework to analyze empirically what
the post-NAFTA experience has taught us about the potential costs
and benefits of integration between high- and low-income countries.
In this section, we turn from previous NAFTA debates to an em-
pitical review of the major dynamics necessary to understand convet-
gence and divergence in North American integration. The focus is on
the process of uneven development in North America. This we take to
be driven by “dynamics of cumulative causation” in which relative in-
comes can evolve along either positive (convergent) or negative (diver-

gent) paths. The evidence cleatly shows that NAFTA did not create -

these North American dynamics of inequality, but neither did it signifi-
cantly alter them. If anything, NAFTA appears to have only slightly
accelerated both the positive and the negative dynamics of cumulative
causation. :

Our argument is that what should have been, and what continue to
be, the crucial issues for U.S. policymakers ate the factors and policies
that can transform the pattern of North American integration toward
greater growth, development, and income convergence on both sides
of the border. The fundamental issue will continue to be the factors
driving alternative paths of cumulative evolution in two major areas:
(1) investment-production-trade dynamics, and (2) employment-wages-
migration-remittance dynamics. Taken together, these are the major
drivers of regional income convergence and divergence.
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While patterns of positive cumulative causation are clearly evident
in sectors throughout North America, these dynamics are neither nec-
essarily sustainable (in terms of incentives for innovation and future
productivity growth) nor expanding rapidly emough to be a major
source of employment absorption, particularly in Mexico. Negative
cumulative causation dynamics linked across national economies con-
tinue to produce a drag on low-wage labor markets, reducing incen-
tives for productivity-enhancing investments in low-wage sectors as
well as in the entire regional economy. Our analysis points to the need
for major policy development efforts directed at both the investment-
production-trade dynamics and the employment-wages-migration-
remittance dynamics.

Cumulative Causation in Integration Theory

A number of authors have recently explored the theoretical conditions,
and offered empirical examples, of very different patterns of integra-
tion and development. Masahisa Fujita and others have developed
theoretical/numerical simulation frameworks showing that different
conditions of initial inequality and factor mobility, combined with dif-
ferential scale economies and transaction costs, can produce highly
divergent dynamic paths of core-petiphery integration and develop-
ment.2 CGE modelers have also developed alternative scenarios of
North American integration and development. Both approaches are
based on notions of positive and negative cumulative causation (de-
rived from Gunnar Myrdal)26 with sets of conditions and processes at
an initial point setting off path-dependent developments which, in
turn, create constraints on conditions and processes in the future.

The theoretical possibility exists that economic integration can gen-
erate a process of positive cumulative causation (PCC). The story goes
roughly as follows: (1) integration itself can open wider markets (for
both goods and capital); (2) this brings about the possibility of re-
source reallocation for specialized production to take root in regions of
comparative advantage; (3) producers can then take advantage of in-
creased economies of scales; (4) the results are rapid output and em-
ployment growth; (5) this then opens the possibility for enhanced
growth of both profit and wage income; (6) this facilitates improved
productivity and further innovation for both trading partners; (7) this
allows for sustained growth of investment and consumption; and (8)

“the outcome is sustained income growth and upward income conver-

gence on both sides of the border. Further, the process creates the
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: transnational region gaining in competitiveness rela-
ons around the world. Integration with PCC can gen-
ductivity growth and a regional specialization in joint
increased exports to third markets, attracting invest-
ide the region. The potential is for substantial trade
d dwarf trade diversion.

it is also possible that integration between rich and
produce a number of dynamics of negative cumula-
CQ). One scenario—the richer country gets richer—
the following kind of sequence: (1) highly unequal ini-
in resources and economies of scale favor the rich
iis makes the absolute competitive position of the rich
h that poor regions cannot develop sufficient scale to
viable in order to compete; and (3) resources (labor,
wn from the poorer region to the richer, widening the
ch and poor. This argument is strengthened by the new
, who would claim that the higher quality of institutions
cy in the United States raises the productivity and lowers
restment, outweighing the advantage of low-cost Mexican
{ economic sectors.??

er NCC theoretical possibility exists—the classic “race to
cenario, in which sufficiently large differences in “sut-
ndowments are combined with low differences in produc-
le economies. Here the following occurs: (1) poorer coun-
aw capital resources from the rich country (or the rich
draw abundant labor from the poor countries) in order to
more labor-intensive yet less productive choice of tech-
ways that are privately profitable yet socially costly in terms
and other externalities; and (2) the result is a negative im-
th rich and poor countries from reduced overall intra-
me potential and extra-regional competitiveness.

nalyses of Cumulative Causation

now to consider the extent of cumulative causation, positive
e, in the process of North American integration. To do so,
pecially constructed database. This includes (1) macro data at
fomy-wide level, (2) eleven subsectors (based on U.S. defini-
 end-use categories); and (3) a more detailed 39-subsector
onstructed at the most disaggregated level of concordance
fpublished data in the three NAFTA countries). We begin with
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a review of cumulative causation dynamics at the macro-national level
in North America, turning to a discussion of regional dynamics at the
sectoral level.

In the case of North America, what can be said is that elements of
an integration process with PCC, as well as NCC, had been operating
across patts of the United States, Canada, and Mexico both before and
after NAFTA. Economic integration between the United States and
Mexico can be shown to have exhibited a similar dynamic of PCC be-
ginning with Mexico’s unilateral opening in the mid-1980s, as well as
between the United States and Canada since the mid-1970s. There is
clearly a common cluster of industrial subsectors in all three countries
that are undergoing a very rapid process of transnational industrial re-
structuring. This has resulted in all three countries experiencing similar
characteristics of higher growth in trade, employment, productivity,
and wages in specific linked sectors on both sides of the border. The
dynamics are led by high growth of foreign direct investment associ-
ated with an expansion of intermediate-goods trade for the purposes
of transnational co-production of final goods exported throughout
North America and the world.

Particularly in light of the exaggerated expectations that the

'NAFTA debate generated on both sides of the issue, one of the most

important findings from the ongoing tracking of North American inte-
gration is the lack of fundamental shift in pre- and post-NAFTA pat-
terns of trade, investment, and production. Whereas NAFTA became
operational only in January 1994, trade relations within North America
had already begun a dramatic transformation in the mid-1980s. Years
before NAFTA was contemplated, Mexico underwent a major opening
to international trade and investment, which ushered in a period of
rapid trade growth, large trade and current account deficits, and sub-
stantial capital inflows. The period surrounding the implementation of
NAFTA was characterized by a quick acceleration of these previously
initiated trends, but there has been a maturation and deceleration of
these trends in recent yeats.

FDI began rising around the start of the NAFTA negotiations, and
that rise accelerated post-NAFTA. Yet this FDI level represented a
declining share of both U.S. and Mexican GDP. Foreign investment,
more broadly defined to include speculative portfolio investments and
loans, contributed to the overheating of the Mexican stock market in
1993-1994. Thus, although NAFTA may have created the unrealistic
expectations that led to Mexico’s dramatic crash, it also seems to have
had an effect on Mexico’s ability to mount its most rapid macroeco-
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overy (via exports and FDI), indicating the significant power
A “policy fix.” :

eneral, however, NAFTA does not seem to have significantly
preexisting differences in Mexico and the United States at the
p-and sectoral level both before and after 1994. In terms of the
economy, the pre- and post-NAFTA period represents an

oyment growth, relatively flat productivity growth, and declining
-wages, resulting in a net improvement in per-unit labor cost and in
xico’s relative global competitiveness position. The correlation be-
en productivity growth and wage growth in Mexico, though still
ker than expected, is greater than in the United States. Similarly,
apid technological progress has an even stronger tendency to lead to
employment losses in Mexico. But in contrast to the United States, we
can see a distinct negative relationship between wage growth and em-
ployment growth. This implies that Mexico will have a difficult time
moving beyond its role as a low-wage complement to U.S. industry
" while employing its rapidly growing labor force. '

In overall terms, the U.S. economy in the post-NAFTA period did

wages, and even employment and productivity. Meanwhile, sectors in
which U.S. exports to Mexico and Canada rose had very strong pet-
formance in terms of employment. For the United States, it is impor-
tant to note that in more than two-thirds of the sectors where U.S.
imports from Mexico are growing, U.S. employment grew as well. Yet
we note that there is a very weak positive correlation in general be-
tween productivity growth and wage growth before and after NAFTA.
While it is true that this relationship between productivity and wages is
mote likely to hold in the long run than over the short term, the posi-
tive relationship is extremely weak even if we look at the entire 1988—
2000 period. We observe no correlation between wage growth and
employment growth (but a moderate negative correlation between
productivity growth and employment growth). In other words, the
strongest relationship between these three variables is that rapid tech-
nological progress in a sector tends to lead to a reduction in employ-
meant levels.

- Similarly in Canada, the defining issue during this period was not
AFTA but the U.S. recession and recovery, which precipitated and
tuated the 1990-1992 recession and inhibited recovery north of
order. The Canadian recession and accompanying manufacturing-
t job decline coincided with the implementation of the Canada-—

boom (with growth of net imports and capital inflow), modest

very well, actually better than Mexico and Canada in output, real
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‘United States Free Trade Agreement (CUSFTA) and conttibuted to

the fall of the Conservative government. Once in power, the Liberals
teversed their electoral position on free trade and embraced the nego-
tiations that led to the inclusion of Mexico in the 1994 agreement.
Post-NAFTA data show a continuation of the 1992-1993 Canadian
recovery, and by 1998 GDP growth had regained rates similar to the
mid-1980s. After rapidly falling during the 1990-1992 recession, Cana-
dian employment levels rose sharply in 1995. They have since grown at
moderate levels, slower than during the 1980s and, except for 1995,
slower than GDP growth in the post-NAFTA pertiod. After strong
growth in 1991 and 1992, Canadian average productivity levels slowed
during the mid-1990s and, much like Mexico, sharply decreased in
1995. They have since recovered, weaker than during the early 1990s
but generally higher than the second half of the 1980s. After surpass-
ing U.S. and Mexican levels between 1991 and 1994, Canadian average
productivity rates have since grown more slowly than in the United
States and have exceeded Mexican levels only since 1998. Average
earnings lagged during the 1991-1995 period and then recovered dur-
ing the second half of the 1990s, although not to the same level as in
the second half of the 1980s. Canadian international competitiveness
was strong during the 1990s (with a positive trade balance throughout
the decade) and particularly strong in 1995-1996 and again in 1999-
2000. With the exception of 1995, growth in wages consistently ex-
ceeded employment growth during all of the 1990s.

Patterns of Positive Cumulative Causation

We examined our 39-sector database (with 25 traded sectors) for evi-
dence of strong or moderate positive cumulative causation (see table
1.2). Note that if the five key variables (output, employment, produc-

 tivity, wages, and trade) were unrelated, then statistically there should

be only one or two instances in which all grew faster than average. In-
stead, four “strong PCC” sectors have most variables at or above the

~ average annual growth rate.2? A second group of sectors is presented in

which growth in these vatiables was mostly positive, although not nec-
essatily greater than average for the economy. This group of sectors is
said to exhibit moderate positive cumulative causation. While many of
these PCC dynamics are shared by all three countries, in this essay we

- will focus on the import and export dynamics between Mexico and the

United States given that much of the NAFTA discussion in the United
States has concerned trade with Mexico.
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Thus positive cumulative causation is clearly observable in certain

%Q N~ O o ® -N o ® un © key sectors of the U.S. economy. But there are additional elements,
s|EE& & & 2 & )= & 2 8 ¢° beyond the variables listed above, that are particularly relevant to the
§ - NAFTA debate. It should be no surprise that all leading PCC sectors
- are in the fastest-growing quarter of the thirty-nine U.S. sectors. But it
g may come as quite a surprise to NAFTA opponents that most of the
Sl lo~n + o - wN 1 © o o sectors listed above have also experienced faster-than-average import
% §§ g0 ¥ - g TWw w © v o growth from Mexico. Hence we observe positive cross-border linkages
g’ « in the PCC sectors, contributing to industrial development on both
5 sides of the border. A final point, equally illustrative of the potential
é. for positive cross-border linkages, is that the leading PCC sectors from

=8 8 lew v+ o q o & o o~ o~ the United States have been responsible for more than a quarter of all
I8k~ @ o o o N U.S. FDI in Mexico since 1994.29
g s To summatize the clear but limited pattern of PCC since NAFTA,

we see that the agreement has led to production-shating relationships
across the Mexican border. Parts and components ate fabricated in
Mexico, integrated with knowledge-intensive U.S. components into
U.S. designs, and marketed around the world. Thus we observe output,
employment, productivity, and wage gains in the vety sectors that at-
tract U.S. investment in Mexico and exhibit an expansion in two-way
trade. While these PCC sectors account for neatly 43 petcent of U.S.
exports to Mexico, they employ just 4 percent of the total U.S. labor
force. When we further consider the moderate PCC sectors, we still
only account for 7 percent of U.S. employment and 11 percent of total
output. We turn now to consider the possibility that negative cumula-
tive causality is potentially more important, quantitatively, for the U.S.
economy.
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Patterns of Negative Cumulative Causation

- Eight U.S. sectors display the spirit, if not the letter, of negative cumu-
lative causality, again more than should occur by chance. They ate
identified as those sectors displaying below-average growth in output,
employment, wages, and productivity, with an absolute decline in at
least one variable. All qualify in every respect except that five of the
eight have wage growth rates higher than the national average. One
hypothesis to explain this pattern is that seniotity-based taises in union
contracts left layoffs as the only way to adjust the labor market in these
sectors when demand slumped and/or productivity declined. How-
evert, these are not highly unionized sectors overall. Hence the more
likely explanation may be that management has elected to trim pro-
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fction workers while keeping white-collar jobs. This could explain
e fall in employment while average wages climbed and productivity
ated. Apparel and leather are the two sectors that record the larg-
percentage employment declines since NAFTA’s inception while
fimultaneously exhibiting increases in relative wages (above national
fverages) (see table 1.3).

E  GDP and employment in these NCC sectors have generally experi-
inced moderate to strong declines, contrasted with U.S. average
wth rates of 5.0 and 0.5 percent, respectively. Imports from Mexico
y have been a factor in a few sectors,® but import growth in all
NCC sectots combined was close to the economy average of 20.2 per-
gent. Imports grew much more slowly than average in the food and
tobacco sectors. Imports grew fastet in textiles than in any other sec-
fitor, yet job losses here were not the highest. Also suggesting a lack of
E correspondence between imports and economic performance is the
E fact that both the NCC and PCC sectors exhibited similar import
f growth. Meanwhile, collectively we see that export growth was not
E much below average—with the exception of textile mill products and
f leather and leather products. Furthermore, these NCC sectors contrib-
| uted 22 percent of U.S. FDI in Mexico—less than the share drawn by
. the sectots showing PCC charactetistics—despite representing a larger
f share of U.S. output and employment. Hence the negative dynamic in
[ the United States cannot be attributed to either a large surge in imports
;. or an outflow of investment.

f  The dynamic becomes even more interesting if we consider non-
traded sectors such as construction. Boosted by increasing demand in
the U.S. economy and a ready supply of low-wage immigrant labot, the
construction sector expanded by 4.5 percent per year—slightly exceed-
E ing the average growth rate of the U.S. economy, despite falling pro-
} ductivity. The boom in employment (5.4 percent annual growth) may
have been caused by a crowding-in of immigrant labor as blue-collar
manufacturing jobs contracted in the above eight sectors, excluding
the food sector. '

. This observation regarding the construction industry raises a seri-
ous question. Construction is a cyclically sensitive sector, subject to
slowdowns when the economy moves into recession and resulting in
significant impact on low-skill and immigrant workers in the United
| States. This expectation seems to be confirmed by a recent study con-
ducted by the Pew Hispanic Center3! The study’s authors cite unem-
ployment levels for operatots, fabricators, and laborers that are higher
than national levels (8.7 percent, compated to 5.4 percent for the na-
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tion, in October 2001), as well as a higher rate for Latinos (7.9 percent
versus a national rate of 5.8 petcent in December 2001). At least a pot-
tion of this greater vulnerability to recession can be attributed to NCC,
enhanced by NAFTA.

Observations on North American Cumulative Causality

Contrary to the pro-NAFTA metaphot, many of the current PCC pat-
tetns are not necessarily sustainable in terms of expanding technologi-
cal innovation and productivity growth throughout the North Ameri-
_ can economies. Nor are PCC sectors expanding fast enough to be a
major employment creator for the low-wage labor markets in the
United States and Mexico. Low-wage manufacturing, meanwhile, can-
not be a lasting basis for growth given increasing global competition,
from which NAFTA has given Mexico (and parts of the United States)
a temporary exemption. Mexico must very soon address its ability to
find a comparative advantage position based on innovation and pro-

ductivity growth (product and process innovation), given its present

“assembly” role in the industrial integration process. This transition is
complicated by the fact that export growth has not extended to small
and midsize enterptises, often key sources of innovation. Exports re-
main dominated by large firms dependent on external financing.

Lack of productivity and income gtowth in Mexico and its skewed
regional concentration can also be a drag on U.S. productivity and in-
come growth. If China and Southeast Asia exhibit stronger productiv-
ity and income growth, Northeast Asian producers will benefit in
terms of their global competitiveness. Similarly, if Southern, Central,
and Eastern European countries enhance their role as complementary
producers and trade partners with the European Union cote, overall
European productivity and competitiveness are enhanced. The United
States has gained much from the integration of a select group of PCC

sectors across North American economies, but it must recognize that -

its long-term interests ate tied to expanding PCC dynamics on a much
wider basis throughout North America.

The United States must also acknowledge that the cutrent pattern
of North American integration cleatly exhibits NCC dynamics, al-
though it is not based on the simplistic “race to the bottom” anti-

NAFTA metaphor. As in the case of PCC, there is evidence of a-

common cluster of sectors on both sides of the botder that share simi-
lar characteristics and linked dynamics. These exhibit slower growth in
trade, employment, productivity, and wages. They also share immi-
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grant labor markets, linking migrant-sending regions in Mexico with
immigrant-receiving and heavily Latino regions in the United States.
This low-wage binational labor market also makes up the bulk of
employment-displacing effects from NAFTA, including trade realign-
ment and plant relocation. These sectors include, for example, corn
production in Mexico and garment production in the United States.
Not only are negative employment impacts highest in these sectors,
but these low-wage binational labor markets also exhibit the lowest
levels of education and training spending. Finding employment to even
sustain similar low-wage levels after layoffs is very difficult, let alone

- attaining a transition to higher-skilled export jobs. The negative pres-

sures on these migration-linked labor markets are compounded by a
lack of productivity-enhancing capital outlays, exacerbated by low lev-
els of human and social capital investment. Demogtaphic growth is
also highest in rural and urban low-skilled sectors with low social in-
vestments, on both sides of the border. Adding to negative causality is
that this binational labor market has access to only very limited labor,
migration, and political rights, compounding these individuals’ inability
to demand higher wages and increased social investments for their
communities on either side of the border.

Remittance transfers atre very substantial for Mexico (nearly match-
ing FDI), but their current role is to maintain basic consumption levels
among large segments of that country’s poorest communities and to

 petpetuate external dependence on their family networks in the poor-

est communities in the United States. Low-wage migration is thus
functionally maintained and reproduced, yielding a shortsighted subsidy
to the U.S. consumers of low-wage goods and services. Over the long
run, this maintains communities in poverty on both sides of the bor-
der, as well as high levels of inequality in both countties. The United
States must recognize its long-term stake in leveraging the migration-
temittance dynamic toward increased financing of productive savings
and investments in immigrant-sending and immigrant-receiving re-
gions.

CONCLUSIONS

We believe this chapter highlights what should and should not be the
focus of debate between pro- and anti-NAFTA groups, as perhaps
between pro- and anti-globalization groups in general. Short-run ef-
fects on jobs and bilateral trade balances are irrelevant to the countries
involved. The key question should be how to enhance cross-border
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complementarities that can lead to mutual productivity growth, spe-
cialization, and trade—which, in turn, will lead to income growth and
improvements in the quality of life across rich and poor countries.
Trade flows and their impacts must be assessed as just one dimension
of complex economic relationships, including investment and capital
flows, labor flows, and social and institutional strengths and con-
straints on both sides of the border.

We demonstrate that the NAFTA debate in general displayed a
dearth of theoretical frameworks focused on the dynamics of cumula-
tive causation, either positive or negative. One example of complex
positive cumulative causation is a dynamic involving increased invest-
ment flows to take strategic competitive advantage of sectors with
scale economies. One dynamic we teveal is that the post-NAFTA pat-
tern of trade has been less determined by tariff liberalization than by
the pattern of FDL. An example of negative cumulative causation, on
the other hand, is the dynamic between trade liberalization and in-
creased displacement in migrant-sending sectors in Mexico (agticul-
ture) and low-wage, immigrant-receiving sectors in the United States
(garments).

Competition from the rest of the world means low-wage manufac-
turing cannot be a lasting basis for North America’s economic growth,
despite the temporary advantage from NAFTA. This directly affects
linked producers and suppliers in the United States. For instance, if the
garment industry in Latin America is swamped by a wave of imports
from Asia after the implementation of multilateral liberalization already
agreed to in the Uruguay Round, the exports and output of the U.S.
textile sector will plummet. Mexico will soon face a test of its ability to
adapt its comparative advantage based on innovation and productivity
growth (product and process innovation), moving beyond its current
“assembly” role in the regional industrial integration process.

Notrth American integration also exhibits NCC dynamics, but not
based on the simplistic “race to the bottom” anti-NAFTA metaphor.
A low-wage, binational labor market is absorbing the bulk of employ-
ment-displacing effects from NAFTA and increased trade and plant
relocation. The negative pressures on these migration-linked labor
markets are compounded by a lack of productivity-enhancing physical
capital investment, as well as low levels of human and social capital
investment. Adding to negative causality is limited access in this bina-
tional labor market to labor, migration, and political rights, hindering
the ability to secure higher wages and increased social investments in
communities on either side of the border.

NAFTA as Metaphor 55

A slowdown in the U.S. economy would bring to the fore this
weakness in the pattern of integration that NAFTA enhanced but did
not initiate. The U.S. service sector (primarily construction, personal
services, and wholesale and retail trade) might not expand rapidly
enough to absorb labor from contracting manufacturing subsectors on
both sides of the border, along with offering options to Mexican cotn
farmers. With this safety value threatened, the unsustainability of the
cutrent pattern of integration and growth may be painfully revealed.

Whether proposed integration is regional or global, the same fun-
damental questions are presented to the United States. What integra-
tion scenatio is in the best interest of U.S. output and income growth?
Can the existing pattern of regional integration be improved to extend
the positive and minimize the negative cross-border externalities?

We have merely scratched the surface of these important issues.
While we can claim a much better understanding of the key questions
and issues than has been exhibited by either pro- or anti-globalization
forces in the recent debates, we are still struggling to understand the
many interrelated aspects of the economic relationships in North
America as modified by NAFTA. Identifying sectors that exhibit PCC
and NCC across countries is an important first step toward detailed
sectoral studies that dig deeper into the economic, social, and institu-
tional causes of these dynamics.?2 A next step is to design macroeco-
nomic models that reflect these added dimensions of interdependence
and can better anticipate the results of economic integration between
countties at vastly different levels of development. Such models would
be valuable in assessing the impact of Chile’s accession to NAFTA and
the formation of a Free Trade Atea of the Americas. The final chal-
lenge will be to design economic and social policies that harness the
gains from economic integration while also providing both safety nets
and social infrastructure spending to boost wages and productivity levels
in the region. Since an economic slowdown would threaten a substan-
tial portion of the income gains of the post-NAFTA period, particu-
larly for the transnational migrant class, the design and implementation
of such policies should be a priority. The irony is that years before the
Guanajuato Proposal, the NAFTA debate did result in the creation of

a $3 billion institution (the North American Development Bank, ot

NADBank) that was originally crafted to address these issues but
which has failed to be propetly implemented by the U.S. and Mexican
governments.33

Although beyond the scope of this chapter, we believe that a policy
framework that could promote positive dynamics would have to hat-
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ness the potential productivity and income benefits of integration, and
at the same time address the adjustment costs of increased integration.
Most importantly, this requires broadening the participation of a wide
tange of economic actots into an emerging integrated economy. Spe-
cifically, that will require the support of small and midsize enterptises,
together with new ptivate and public investment into low-wage labor
markets and marginalized regions. In this way, integration can lead to
productivity, income, and consumption expansion. Concerted institu-
tional changes have to be encouraged in support of new accords on
productivity, income distribution, and social investment across bot-
ders. These will be necessary to sustain integration with both political
and economic convergence.
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