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Mexico, Canada, and the United States have reached a critical juncture in their economic 
relations. The North American Free Trade Agreement (NAFTA) resulted in exponential 
growth in trade and investment in all three countries, which led some North American 
observers, along with Former Mexican President Fox, to propose an even greater 
intensification of economic and social relations, and even a North American Community 
(Pastor, 2001).  
 
However, since 2001, September 11th, the Iraq war, the consequences of globalization 
and technological change, in general, and the burst of the dot com bubble and the 
subprime mortgage crisis, in particular, have all dramatically changed the economic and 
political climates of North America. In spite of the fact that North American economic 
relations have continued to grow, although not as significantly as before 2001, the 
political mood, in at least two of the three partners, has turned against NAFTA, 
threatening to derail the very economic integration process accelerated by the trade 
agreement.  In Mexico, there is deep dissatisfaction with the phasing out of the last 
barriers to the imports of corn and beans contemplated in NAFTA, so much so that the 
left wing party in the last presidential elections proposed the renegotiation of the 
agricultural chapter of NAFTA in one of its campaign banners. This proposal has gained 
a sympathetic ear in the Mexican Congress and also in influential economic and political 
groups.  In the U.S., a poll carried out by Rasmussen last June discovered that 56 per cent 
of American citizens favored a renegotiation of NAFTA. Echoing this sentiment, Barack 
Obama, the Democratic Party candidate posed to win the election, has promised to 
renegotiate the agreement.  
 
On account of the above, it is worth recalling the origins, purposes, and the impact that 
NAFTA has had in the three economies. It is particularly important to highlight what 
impact a change in NAFTA might have on Mexico and thus on the U.S.   
 
Origins and Purposes of NAFTA 
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NORTH AMERICAN ECONOMIC RELATIONS:  
THE CHALLENGES FOR THE NEXT U.S. ADMINISTRATION 

 
Mexico's decision to seek free trade with the United States (and eventually with Canada) 
was a result of the economic disaster that followed the collapse of oil prices and the onset 
of the debt crisis in the early 1980´s, which forced Mexico to rethink its import-
substitution development strategy and to seek new revenues through exports. In less than 
a decade, Mexico was transformed from one of the most closed and state-centric 
economies in Latin America into one of the most open. For Mexico's outward-oriented 
strategy to succeed, secure access to the U.S. market was essential. Mexico was saddled 
with such high debt payments that it had no other choice than to seek outside capital if it 
were to develop. It, therefore, sought a trade and investment agreement with the most 
powerful economy in the world. At its core, the objective was to borrow the institutional 
strength of the United States in order to create an environment where both citizens and 
business people could develop a long-term horizon in their savings and investment 
decisions. In sum, NAFTA was the result of a new economic strategy. Above all, 
however, it represented a major political shift. Instead of looking at the United States as 
the source of conflict and irritation, as it had historically been portrayed, the Mexican 
government at the time sought out its northern neighbor as a source of stability, support, 
and institutional strength. 
 
From a northern perspective, the United States government reacted favorably to the 
Mexican initiative, wanting to help stabilize Mexico's economy in order to prevent the 
negative shocks that would transfer to the border states, especially Texas and California, 
if its southern neighbor were to continue experiencing economic and political difficulties. 
Canada, having negotiated a few years earlier a free trade agreement (CUSFTA) with the 
U.S., wished to prevent the U.S. both from granting better trade and financial treatment to 
Mexico and from positioning itself as the only viable conduit to trade in the Americas.  
 
In the end, the completion of the NAFTA negotiations in 1992 was a historic event.  
NAFTA resulted in the first reciprocal free trade treaty between two industrialized 
countries and a developing one. It is based on principles of equality and full reciprocity, 
in spite of vast asymmetries (the size of the Mexican economy is just 5% of the United 
States). NAFTA created, at the time, the second largest free trade area in the world, with 
almost 400 million people and a third of world GDP (around US$8 trillion).  It was 
designed to encourage foreign investment in the member countries, especially direct 
investment (in plant and equipment), and to further the integration of the three North 
American countries, through changes in institutions that would facilitate cooperation 
through procedures to expedite dispute resolution.  NAFTA also includes supplemental 
cooperation agreements to enhance and encourage protection of the environment and to 
improve and enforce labor standards. 
 
Impact of NAFTA on the three economies  
 
Since NAFTA went into effect, trade flows between the partners have experienced 
significant growth, surpassing the most optimistic predictions of free trade proponents. 
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Trade among the NAFTA partners, between 1993 and mid-2008, has tripled from $289 
billion to 1 trillion. Between Canada and the United States, total trade has more than 
doubled, and merchandise exports as a share of Canadian GDP expanded from 15 percent 
in 1989 to more that 30 percent in 2000. Moreover, the share of Canadian merchandise 
exports shipped to the United States rose from 71 percent in 1989 to 94 percent in 2000.  
These trends have consolidated Canada as the most important trading partner for the 
United States. 
 
In the case of Mexico and the United States, two-way trade boomed at an average annual 
growth rate of 17 percent, quadrupling between 1993 and 2007, rising from $85 billion to 
$352 billion.  Two-way trade grew from 34 percent of Mexican GDP (measured at 
market exchange rates) to 63 percent. Mexican products increased their share in the US 
import market from less than 7 percent in 1993 to 11.2 percent in 2000, and Mexico 
displaced Japan as the second largest export market for the United States. Mexican 
exports and imports increased 291 per cent and 148 per cent, respectively.  Mexico-
Canada trade has also increased under NAFTA, despite the geographic distance and 
limited historic ties. In 2007, fifteen years after implementation, Canada-Mexico two-
way trade reached $24 billion, up from $4.1 billion in 1993. 
 
Other factors, besides CUSFTA and NAFTA, explain part of this trade growth, notably 
the strong U.S. economy in the 1990s, and unilateral and multilateral trade.   Empirical 
studies, however, persuasively show that CUSFTA and NAFTA were responsible for the 
exceptionally rapid expansion of regional trade. 
 
In the past, Mexico’s export operations were almost entirely concentrated at the northern 
border and major interior cities – Mexico City, Guadalajara, and Monterrey.  Today most 
of the 31 Mexican states, including rural states like Aguascalientes, Campeche, Durango, 
and Yucatan, participate in international trade. Textile exporting firms have expanded in 
states such as Hidalgo, Morelos, Puebla, Tlaxcala and Yucatan.  Export-oriented firms in 
the household appliance sector have boomed in San Luis Potosi, while automotive export 
plants have expanded in Queretaro. 
 
Likewise, for Canada, Alberta, Ontario, and Quebec were historically the main providers 
of Canadian exports to the United States.  Since CUSTA and NAFTA, all provinces have 
experienced a dramatic growth in exports bound for the United States.  Expressed as a 
share of provincial GDP, export growth has ranged from lows of around 50 percent for 
Atlantic Canada and British Columbia, to highs well over 100 percent for Manitoba and 
Quebec.  Meanwhile, individual U.S. states significantly increased their exports to 
Canada. Many U.S. states similarly benefited from rising exports to Mexico. In 1993, 
Mexico was the third largest export market for California, a position maintained in 1999.  
Mexico rose to become the third most important market for Texas and Arizona, and a 
number of U.S. states sent significant exports to Mexico. 
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NAFTA is also an investment agreement, aimed at facilitating both foreign direct 
investment (FDI) and portfolio investment.  In this area, NAFTA has also had a very 
dramatic impact, especially in attracting substantial amounts of FDI from NAFTA 
partners to Mexico, as compared to previous periods.  FDI was an average of $4.6 bn per 
year during 1989-94, almost tripled to $11.8 bn during 1996-2000, reached a peak of 
$27.7 bn in 2001, and came down to an average of $13.6 bn in 2002-2007.   This growth 
in intra-regional FDI occurred in tandem with a tremendous expansion of intra-regional 
trade.  The obvious and well-known conclusion is that NAFTA accelerated the 
rationalization of North American production facilities.   
 
The connection between trade liberalization and investment growth is best illustrated by 
three sectors where commercial ties have been most extensive: the automotive industry, 
textiles and clothing, and the electronics industry. In these sectors, deeper integration is 
clearly evident between the three economies.  Canadian, Mexican, and U.S. firms have 
relocated their production facilities and repositioned their supply patterns throughout the 
region, and they have used mergers and acquisitions across North America to strengthen 
their competitive stance.  The reward has been higher productivity generally and a new 
role for Mexico particularly.  Within Mexico, NAFTA has encouraged more 
sophisticated automotive, textile and clothing, and electronic products – going beyond 
mere assembly – with significant research and development work now conducted in 
Mexico.    
 
Does commercial and investment success mean that everyone in North America has 
prospered?  While NAFTA has been a huge commercial success, it did not, and could 
not, bring universal prosperity to North America.  During the second half of the 1990s, 
the United States enjoyed exceptionally strong growth, and Canada closely followed.  
U.S. employment increased from 110 million in 1993 to 137 million in 2006 and in 
Canada from 13 to 16 million.  The story for Mexico, however, was dramatically 
different.  
 
In 1994-1995, Mexico experienced one of its worst economic crises since the great 
Depression. This crisis cannot be blamed on NAFTA, but rather on a combination of 
adverse political factors, unsound financial practices, and mismanaged monetary policy. 
For the purposes for this paper, however, the important observation is that recovery from 
the peso crash of 1994-95 was remarkably fast compared to recovery from the debt 
default and devaluation episode of 1982.  The difference can largely be attributed to the 
existence of NAFTA. 
 
In 1982, Mexico’s immediate response to the debt crisis was to drastically slash imports, 
building a protective fortress through stringent import quotas and prohibitive tariffs. 
Mexican imports fell by more than 50 percent, from $24 billion in 1981 to only $9 billion 
in 1983.  It took Mexico seven years to get back to pre-crisis import levels.  After the 
1994-1995 peso crisis, by contrast, Mexico’s membership in NAFTA did two things: it 
fostered a quick and ample financial rescue package, led by President Clinton; and it 
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guaranteed continuity of Mexico’s trade policy, led by President Zedillo.  Mexico 
actually accelerated its liberalization program, and pre-crisis import levels were restored 
in around 18 months.     
 
Another revealing indicator is industrial production. After the 1982 debt crisis, it took 
Mexico about 9 years to get back to its pre-crisis level of industrial output; in contrast, 
after the 1994-1995 crash, it took Mexico less than two years to recover 1994 output 
levels.   Mexican employment declined by more than 4 percent in 1995, but between 
August 1995 and August 2001, the Mexican economy generated 2 million new jobs. 
Around a million of these were related directly or indirectly to export activity.  
 
In 2001, the combination of the U.S. recession and a strong peso exchange rate led some 
multinational firms in manufacturing to close down operations for the first time in many 
years, blaming high labor costs. This trend continued in 2002 and 2003, but stopped in 
2004.  The economy has been recovering and generating new jobs since 2004.  In terms 
of wages, however, while export growth has exerted a positive impact,  the majority of 
Mexican workers have not seen an increase in real wages in over a decade.   
 
Likewise, in contrast to the success achieved by manufacturing industry, NAFTA has 
proven a difficult regime for agriculture, with the exception of producers of fruits and 
vegetables who are largely concentrated in the North-West of Mexico. By contrast, in 
grains, sugar, and cattle raising, North American competition, especially subsidized U.S. 
agriculture, has displaced Mexican producers who are unable to lower production costs. 
 
One sector posing acute problems to Mexico is corn. Corn producers in Mexico are, to a 
significant degree, are small, traditional, subsistence farmers who combine small-scale 
corn production with other farm products in a tradition that goes back centuries. In 
contrast to the general expectations of the early 1990s, displacement of domestic produce 
by cheaper imports of grain and beef from the rest of North America has not resulted in 
farmers being forced to find occupation in other activities. At one extreme, the result has 
been the migration of poor peasants to the North and abandonment of land. At the other, 
small farms continue to produce for their own consumption, but now find less rewarding 
terms for the produce they sell in the market and remain very poor. 
 
Another sector unable to sell all of its production, in Mexico or abroad, is sugar. The 
manifestation of this problem has been the bankruptcy of many sugar mills and the 
financial rescue of 27 of the 49 mills by the government in 2001, after years of continued 
losses.  
 
There is no doubt that bad trade performance in agriculture has profound social and 
political implications in Mexico, as more frequent public demonstrations by disaffected 
workers have demonstrated, leading the Mexican government to financially rescue sugar 
mills and provide greater financial support to corn producers. Thus, the federal budget 
has become burdened with high growth in subsidies. 



 

�����������	
���
������������
��������
 

6 

NORTH AMERICAN ECONOMIC RELATIONS:  
THE CHALLENGES FOR THE NEXT U.S. ADMINISTRATION 

 
 In short, there is no question that NAFTA has not fulfilled every expectation that it 
created. It is also true that Mexico has yet to tackle many of the most important 
development issues confronting it. Yet, one cannot dismiss what NAFTA has achieved in 
Mexico, and by extension on the Mexico-U.S. border and in the bilateral relationship. 
 
Few societies could view with equanimity the dramatic decline in living standards, 
implied by wage freezes, a devaluation of 40 to 50 percent in the value of the peso versus 
the dollar, higher interest rates (50 percent or more) on many outstanding loans, and 
increases of 30 to 50 percent in sales tax, the price of gas, and basic services like 
transportation and utilities, that were the result of the 1994-1995 financial crisis in 
Mexico. The ripples of that crisis were at the heart of the bitter fight for the presidency in 
2006 and the ongoing saga of the unfinished business of that election. 
 
Despite all of the above, the core of the country's economic policy, particularly it’s 
trading and investment regimes, has remained essentially untouched. In the absence of 
NAFTA, it is highly likely that the open trading regime would have been abandoned in 
1995. In that scenario, economic crises would have been common rather than 
exceptional, and migration flows probably would have been even larger. Despite its 
imperfections, without NAFTA there would have hardly been any advance towards 
democracy. 
 
The implications for Mexico of a change of NAFTA  
 
Mexico faces important challenges that must be addressed in the near future and, for that 
purpose, it requires sustained and robust economic growth. Mexico must grow at a level 
of 6 to 7 percent in order to prevent further unemployment.  This rapid growth will have 
to be financed by increased exports and a higher rate of domestic savings. Given the role 
that North American markets, in particular the U.S., play in the Mexican economy and 
industry, Mexican exports will have to maintain, increase, and solidify their presence in 
the Canadian and U.S. markets.  
 
Clearly, this goal represents a significant challenge, especially now that Mexican exports 
are being displaced from important sectors of the U.S. and Canadian market by more 
competitive Chinese products, and more importantly now that assured access to the U.S. 
market is not certain given American security concerns which became prevalent 
following the events of September 11th, 2001.  One can only imagine what would happen 
if an attempt to renegotiate NAFTA is demanded by the new U.S. administration. The 
political guarantees implicit in NAFTA have made it possible for Mexico to stay the 
course, despite the pressures against it. In the absence of the certainty it brings, there is 
no telling what kind of Pandora's Box would be opened.  Are there better alternatives? 
 
NAFTA includes instruments that could accelerate and deepen the process of integration 
in an orderly way.  More recently, the three countries negotiated the Security and 
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Prosperity Partnership of North America (SPP), aimed at getting rid of a set of policies 
and measures that stand in the way of more beneficial trade and investment flows, like 
cumbersome rules of origin, complex antidumping procedures, burdensome regulatory 
requirements, and other restrictive measures. Clearly, these are sensible and better 
measures that could accelerate and deepen the process of integration in an orderly way, as 
well as maximize the benefits to our three societies.  
 
However, in my opinion, in order for the three countries to really achieve the deepening 
of North American integration, and satisfy U.S. security concerns, they will have to adopt 
a new and ambitious project that addresses not only border and supply line inspections, 
but also cooperative polices in four other fronts: external trade barriers; a defense 
alliance; a common currency; and migration.   
 
To succeed, the new project should be ambitious enough to evoke visionary leadership, 
but ambiguous enough to accommodate the political realities of the three countries.  In a 
sense, the new project, which could be called a North American Economic and Security 
Space (NAESS), should be the analogue of the 1980s concept of a European Economic 
Space – designed to link the European Economic Community and the European Free 
Trade Area.  Until the European Union came into being with the Maastricht Treaty, and 
absorbed most of EFTA, the final destination of the European Economic Space remained 
a work in progress.  Similarly, the NAESS should be a work in progress for at least a 
decade, to foster the closer integration of North America, while preserving the essential 
sovereignty of each partner.  
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