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Workers harvest lettuce near Watsonville. If US. tariffs are lowered through a free trade agreement, 
Mexican lettuce and other specialty crops will become more competitive with those of the U.S. 

Free trade with Mexico: economic impacts 
Raul Hinojosa-Ojeda w Sherman Robinson Kirby S. Moulton 

Economic models show that the 
US.  will benefit economically from 
a free trade agreement (FTA), but 
Mexico is likely to benefit more. 
The creation of an FTA will result in 
the movement of labor and capital 
across sectors in both economies. 
The benefits to Mexico will be aug- 
mented if significant economic de- 
velopment occurs as a result of the 
agreement. The FTA is likely to 
cause a reduction or change in the 
mix of California horticultural prod- 
ucts directly competitive with 
Mexico. (See sidebar, p. 7.) Market 
opportunities are expected to de- 
velop for other products. 
Discussions concerning a North American 
Free Trade Agreement pose important 
choices for Mexico, Canada and the 
United States on how best to manage their 
economic relations in an environment of 
increasing global internationalization and 
competition. Mexico is poised for a poten- 

tially complementary integration with its 
more developed Northern neighbors. The 
U.S. administration has decided that a suc- 
cessful Mexico transition that leads to 
growth and political stability is in the na- 
tional security interests of the U.S. 
Mexico’s ability to move to a sustained 
pattern of efficient growth is seen as the 
best chance for the maintenance of politi- 
cal stability. 

If the transition is successful, it is ar- 
gued, there will also be important eco- 
nomic benefits to the U.S. However, there 
will also be adjustment costs, and these 
will have to be addressed politically. U.S. 
labor unions and affected producer groups 
fear that they will be forced to absorb dis- 
location costs without compensation. Un- 
less some form of adjustment assistance is 
established, opposition of this type can be 
expected to continue throughout the nego- 
tiation process. In addition, there are con- 
cerns that a free trade agreement (ETA) 
will allow U.S. firms to move production 
to Mexico to take advantage of what are 
perceived to be more lax labor and envi- 
ronmental standards. In a recent shift of 
position, the US. administration has 

agreed with Congress on the need to ad- 
dress environmental regulation and labor 
concerns. This indicates recognition that 
the constituency which has raised these is- 
sues must be included in the negotiation 
process. 

From the Mexican perspective, Presi- 
dent Carlos Salinas de Gortari has argued 
that the central challenge to successful 
implementation of an ETA is is that of pro- 
viding economic benefits to Mexican soci- 
ety throughout the period of transition to 
new growth. There must be sufficient em- 
ployment and real wage growth so that 
broad elements of the.Mexican nation will 
support the continued pursuit of the new 
development strategy. Mexico is still faced 
with severe development needs which 
must be addressed to avoid potentially 
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dangerous regional and social polariza- 
tion, as well as continued environmental 
degradation, both urban and rural. 

In addressing these challenges, Mexico 
starts with a relatively high level of indus- 
trialization and a skilled work force, which 
can provide the foundation for a dramatic 
economic transformation. The stated 
policy of President Salinas, who took of- 
fice in 1988, is to reverse Mexico’s historic 
inward-looking development strategy and 
to pursue on outward-oriented strategy, 
following the lead of successful semi-in- 
dustrial countries such as South Korea, 
Taiwan, Turkey, and Spain. 

While there are lessons to be drawn 
from the experience of other semi-indus- 
trial countries, especially Spain’s entry into 
the Common Market, there are many . 
unique aspects to Mexico’s situation. The 
success of the new strategy for Mexico in 
terms of sustainable growth and equitable 
income distribution will depend on the 
mix of trade, financial, and labor market 
policies that accompany a medium-term 
adjustment in the North American region. 
Institutionally, the fmnation of an FTA is 
a modest step. Managing environmental 
impacts, employment conditions, and dis- 
parities in regional development will re- 
quire a greater degree of harmonization 
and institution building than is currently 
being considered in FTA negotiations. 

This article focuses on the potential eco- 
nomic impact of the creation of an FTA on 
the U.S. and Mexicp economies and on 
their economic relations. In addition to 
analyzing the impact of removing trade 
barriers, we also consider changes in mi- 
gration, capital flow, and productivity that 
might accompany the creation of an FTA. 

Methods 
For the empirical analysis, we devel- 

oped a three-country, seven-sector, trade- 
focused, computable general equilibrium 
(CGE) model which includes the U.S., 
Mexico, and the rest of the world. We use 
the model as a policy laboratov, doing a 
variety of experiments under various 
trade, capital, productivity, and migration 
scenarios. 

A CGE model provides a means to 
evaluate an economy’s operation. It incor- 
porates the profit-maximizing behavior of 
the principal economic actors, as well as 
the actions of govemment agencies that 
make rules affecting market performance, 
collect taxes and tariffs, and dispense ser- 
vices. The model imposes market-clearing 
conditions that establish equilibrium 
prices for commodities, labor and the 
other factors included. It simultaneously 
solves for supplies, demands, prices and 
incomes. 

CGE models are particularly well- 
suited for studying interdependent econo- 

mies and trade liberalization. In common 
with all empirical economic models, how- 
ever, they must be used with care. The re- 
sults should not be viewed as “forecasts,” 
but instead to indicate the potential impact 
of different policy choices and external 
shocks. Starting with a model that cap- 
tures the relevant structure and operation 
of the two economies, the empirical results 
are nonetheless conditional on a host of as- 
sumptions about the external environment 
and policy choices. This type of model is 
especially valuable in capturing the impor- 
tant mechanisms through which policy 
changes affect the two economies in the 
medium to long run, and in tracing out the 
empirical importance of links between 
them. Through a series of “what iy‘ experi- 
ments, the model can be used to analyze 
the sensitivity of each country‘s economy 
to changes in policies and in the external 
environment. 

General results 
The general conclusions from the em- 

pirical experiments with the FTA-CGE - 
model are: 

The lowering of tariffs and nontariff 
barriers (NTBs) by itself has a relatively 
minor impact on the U.S. economy. The 
impact on the Mexican economy is 
greater, which is to be expected given 
the relative size of the two economies. 

Even under pro-competitive as- 
sumptions, including productivity 
gains from decreasing factor-market 
distortions, the creation of an FTA has 

much less effect on the U.S. economy 
than changes in trade relations cur- 
rently under discussion in the Uruguay 
Round of General Agreement on Tar- 
iffs and Trade (GATT) negotiations. 
This result is hardly surprising, given 
the relatively small size of U.S. trade 
with Mexico compared to trade with 
Europe and East Asia. 

If the creation of an FTA is accompa- 
nied by other policies which together 
succeed in achieving increased Mexi- 
can growth, there will be increased 
trade with the U.S. and net benefits to 
both economies. The potential gains de- 
pend largely on collateral policy 
changes accompanying the creation of 
an ETA, such as changes in foreign in- 
vestment flows and debt relief, which 
affect Mexican growth. In general, 
while the gains are proportionately 
greater for Mexico, they are also sigrufi- 
cant for the US. 

The creation of an FTA will result in 
the movement of labor and capital 
across sectors in both economies. These 
structural adjustments are proportion- 
ately far larger for Mexico than for the 
U.S. In both countries, however, the 
size of the adjustments are small rela- 
tive to the aggregate capital stock and 
labor force. In the U.S., the required ad- 
justments are a fraction of the factor 
movements typically observed during 
the business cycle. In Mexico, they are 
far smaller than the swings observed in 
the past decade, as the Mexican 
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