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FOREWORD

In an era of global interdependence two developments concerning 
trade policy are particularly worth noting. One is the establishment of the 
World Trade Organization to liberalize global trade and to administer a 
rule-based multilateral trading system, and the other is a seemingly 
contradictory trend, namely, the emergence of strong regionalism. While 
there is a view that regionalism has gathered force, in part, as a response 
to the unduly protracted negotiations under the Uruguay Round of 
multilateral trade negotiations, the generally strong commitment of member 
countries to their regional and subregional groupings has signalled that 
regionalism has come to stay.

Much of the evidence of regionalism is manifested in the form of 
trade preferences based on geographical contiguity. Trade policy 
formulation has therefore necessarily to take into account the likely 
implications of such regional trading arrangements on the nature of trade 
patterns and their possible impact on investment flows. One such economic 
alliance of great concern to developing economies of Asia and the Pacific 
is the establishment of the North American Free Trade Agreement 
(NAFTA) which was created in January 1994 by the entry of Mexico into 
the United States-Canada Free Trade Agreement of 1989. The latter 
agreement between the United States and Canada had an acceptable 
rationale in terms of the geographical contiguity, cultural affinity, and 
similarities in production and consumption structures between these two 
large North American neighbours. However, Mexico’s entry to enlarge this 
traditionally buoyant market has aroused widespread interest among trade 
policy makers in this region and, indeed, across the globe.

Against this backdrop, the United Nations Economic and Social 
Commission for Asia and the Pacific (ESCAP) organized a Symposium on 
the Implications of the North American Free Trade Agreement for the 
Asian and Pacific Region in Bangkok from 27 to 29 September 1994 with 
generous funding support from the Government of Japan under the Japan- 
ESCAP Cooperation Fund. The objective was to enhance an understanding 
of the nature and pervasiveness of NAFTA with a view to assessing its 
implications particularly for the ESCAP developing countries, as well as to 
identify the trade policy adjustments that might be necessary to ensure that 
the dynamic growth of trade in the Asian and Pacific region is sustained.
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The present volume contains the papers presented at the 
Symposium, and a report on the discussions. Participants in the Symposium 
included senior government officials, representatives of private sector 
organizations, and officials from subregional organizations in the Asian and 
Pacific region. The publication is expected to provide useful guidance to 
officials entrusted with trade policy-making, as well as to private sector 
organizations and academic institutions concerned with international trade 
policy.

Adrianus Mooy 
Executive Secretary
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Chapter One

Report of the Symposium

I. ORGANIZATION OF THE SYMPOSIUM

The Symposium on the Implications of the North American Free Trade 
Agreement (NAFTA) for the Asian and Pacific Region was held at Bangkok 
from 27 to 29 September 1994. The Symposium was organized under a project 
generously funded by the Government of Japan.

Participants at this Symposium were drawn from a cross-section of 
government officials and representatives of private sector organizations from the 
following members of the Economic and Social Commission for Asia and the 
Pacific (ESCAP): Bangladesh, China, Fiji, France, India, Indonesia, Islamic 
Republic of Iran, Japan, Malaysia, Nepal, Netherlands, Pakistan, Philippines, 
Republic of Korea, Russian Federation, Sri Lanka, Thailand, United States of 
America and Viet Nam. In addition, the United Nations Conference on Trade 
and Development (UNCTAD), the World Bank, the Association of South East 
Asian Nations (ASEAN), the Economic Cooperation Organization (ECO) and 
the South Asian Association for Regional Co-operation (SAARC) participated in 
the Symposium. The list of participants is attached as annex II.

II. OPENING OF THE SYMPOSIUM

In welcoming participants to the Symposium, the Executive Secretary of 
ESCAP noted that in an interdependent world two developments were 
particularly worth noting. One was the recently concluded Uruguay Round of 
multilateral trade negotiations which aimed to further liberalize global trade, and 
the other a seemingly contradictory trend, namely, the emergence of strong 
regionalism. While there was a view that regionalism, to some extent, had been 
stimulated as a response to the unduly protracted negotiations under the Uruguay 
Round, the generally strong commitments of member countries to their regional 
and subregional groupings had signalled that regionalism had come to stay. Any 
realistic approach towards trade policy formulation had therefore to take into 
account the likely implications of the existing formats in which regionalism had 
surfaced.

He stressed that much of the evidence was manifested in the form of 
exchange preferences based upon geographical contiguity. A precise assessment 
of the quantitative impact that regional trading arrangements would have on the
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growth of world trade and on international relations, in the post-Marrakesh 
situation, was as yet unclear, although it was commonly speculated that such 
polarization could substantially alter not only trading patterns but also 
investment flows in the immediate future. Against this scenario an emerging 
modification of global significance to multilateralism, and of great concern to the 
Asian and Pacific region, was the newly established NAFTA, since the United 
States of America is one of the largest markets for this region’s exporting 
economies. The objective of the Symposium was to assess the nature and 
pervasiveness of NAFTA with a view to addressing the commercial policy 
concerned of particularly the ESCAP developing countries, about the negative 
and positive results that they anticipate from the creation of NAFTA, as well as 
to identify the adjustments that would be necessary to ensure that the region’s 
dynamism is sustained. The Symposium was also intended to enable trade 
policy makers and representatives of the private sector of the region to interact 
with each other as well as with the resource persons on the implications of 
NAFTA.

He emphasized that it was Mexico’s entry into the United States-Canada 
Free Trade Agreement culminating in NAFTA, in an effort to enlarge this 
traditionally large and buoyant market, that had aroused global concern. 
Specifically with regard to Asia and the Pacific, fears had been expressed in 
several quarters that this integration, as in other such regional blocs, would have 
an adverse impact on the prospects of sustained trade expansion of the region’s 
developing economies. Furthermore, there was also an apprehension of 
increasing difficulties, if not a reduced North American market, for the Asian and 
Pacific exporters, as Mexico was a developing country and had several 
competing products in its export basket. On the other hand, proponents of 
NAFTA had argued that in the long run, the impact of a greater level of demand 
for goods within the NAFTA region as a whole, owing to the dismantling of the 
trade barriers between the three nations that would form a free trade zone of 
about 365 million people generating goods and services worth in excess of US$ 
6 trillion annually, would have a beneficial impact on global trade.

The Symposium elected the following officers:

Chairperson: Ms Rita P.S. Algamar (Indonesia)

Vice-Chairpersons: Mr Ghulam Rahman (Bangladesh)
Mr Josaia Maivusaroko (Fiji)

Rapporteur: Dr Yong-Kyun Cho (Republic of Korea)

The Symposium adopted the following agenda:

1. Opening of the Symposium.
2. Election of officers.
3. Adoption of the agenda.
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4. Implications of the North American Free Trade Agreement (NAFTA) 
for the Asian and Pacific region:
(a) Regional perspective;
(b) American perspective;
(c)      Mexican perspective;
(d)      Japanese perspective;
(e) South-East Asian perspective;
(f) East Asian perspective;
(g) South Asian perspective.

5. Presentations by country participants and international organizations/ 
agencies.

6. Identification of critical aspects of NAFTA likely to influence future 
trade and investment flows in the Asian and Pacific region and 
recommendations on the future direction of policy-oriented work.

III. DISCUSSIONS UNDER SPECIFIC ISSUES

Session 1: Implications of NAFTA for the Asian and Pacific region: 
regional perspective

In introducing the secretariat paper, the Director of the International Trade 
and Economic Cooperation Division of ESCAP, stated that although regional 
arrangements had become a permanent feature of the world trading system in 
terms of stimulating trade liberalization among countries which were 
geographically contiguous and where certain complementarities existed, there 
were two schools of thought on its merits. One was that regional arrangements 
might tend to become inward-looking and create new barriers to trade for third 
countries by affecting their market access. The other view was that regional 
arrangements, such as NAFTA, would have spin-off effects in terms of greater 
efficiency in the participating countries by introducing better goods at low cost 
and by generating increased demand through more trade and growth in the 
economy. The secretariat paper looked at two aspects of the possible impact of 
NAFTA: one was the trading opportunities, which was the more short-term and 
immediate impact, and the other was the longer-term impact of how NAFTA 
might affect the capital and investment flows.

Regarding the impact of trading opportunities, despite the significance of 
the United States-Canada market for countries of the ESCAP region, the United 
States-Canada Free Trade Agreement did not evoke the kind of interest as had 
NAFTA, because the developing Asian and Pacific economies felt the possibility 
of fresh competition or the comparative advantage shifting to Mexico on account 
of that development. However, a considered analysis of the issue indicated that 
although some of those fears might be valid, they were somewhat exaggerated.

3



A major reason was that there was little similarity in the export basket of Mexico 
and the ESCAP developing economy and that minimized the possible threat to 
exports of the ESCAP region to the United States-Canada market. The notable 
exceptions were Indonesia, Singapore, Malaysia, and to a lesser extent, China 
and India, where some overlap existed in the commodity composition of exports, 
particularly textiles and clothing and footwear. In the short and medium term 
therefore, the Asian and Pacific developing economies were generally expected 
to continue enjoying the advantage that they had in terms of the product as well 
as access to the United States-Canada market, but in the longer term as Mexico 
underwent industrial restructuring there was some possibility of the country 
surfacing as a competitor to the regional exporters. It was also noted that since a 
large percentage of Mexico’s trade with the United States and Canada was at a 
nominal tariff rate, the scope for any large changes was somewhat limited, at 
least in the short and medium term.

As far as the impact on investment opportunities was concerned, the issue 
was more important because of its more serious implications. It was envisaged 
that the longer-term impact of NAFTA on investment flows could be adverse for 
developing economies of the Asian and Pacific region. Against the global 
backdrop of strong prospects for the diversion of investment flows to the 
emerging economies in Eastern Europe and the Central Asian republics, 
Mexico’s entry into NAFTA might well have important implications. The 
geographical advantage that Mexico provided to investors for obtaining access to 
the market of the United States and Canada made it an attractive location for 
situating investment. In that context, it was noted that one of the principal 
investors from Asia, namely, Japan had developed significant interests in Mexico 
in the automobile industry and in the area of garment manufactures.

In the discussions, it was noted that the ultimate impact of regional 
groupings such as NAFTA would depend upon the pace of implementation of the 
Uruguay Round agreements. The unemployment situation in the developed 
countries would also be a contributing factor, and if the rate remained high there 
were possibilities that regional arrangements could become inward-looking. 
Another issue highlighted was that if progress with multilateral trade 
liberalization remained slow, regionalism in the Americas could possibly 
strengthen in terms of both a geographical extension of NAFTA and a further 
deepening of NAFTA as a means of economic integration.

Regarding the consistency of regional trading arrangements, such as 
NAFTA, with General Agreement on Tariffs and Trade (GATT) disciplines, it 
was noted that GATT 1997 as well as GATT 1994 allowed countries to form free 
trade areas. However, some participants held the view that agreements such as 
NAFTA, although conforming to the spirit of the law of GATT, violated in spirit 
the fundamental principle of non-discrimination embodied in article 1 of GATT 
as the most-favoured nation clause.
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Participants generally agreed with the view that in spite of the strict rules 
of origin in NAFTA regarding automobiles and automobile parts, and textiles 
and clothing, which could hurt some competing exports from the developing 
Asian and Pacific economies, the extent of likely trade diversion in the short and 
medium term would be very limited and would not threaten the overall 
competitive advantage of the ESCAP region. In the long run, of course, rules of 
origin could construe a non-tariff barrier which, in turn, was not in consonance 
with multilateral trade liberalization. The net long-term impact of NAFTA on 
trade was difficult to forecast since the Asian and Pacific countries would be 
restructuring their economies to retain comparative advantage. Given the lower 
level of wages in several developing economies of the Asian and Pacific region 
in relation to Mexico and the shift to production of high technology items with 
development, the export profiles that ultimately emerged did not have to be to 
any severe disadvantage for the Asian and Pacific region.

Session 2: NAFTA and changing perspectives of the United States of 
America on regional approaches to trade liberalization: 
implications for developing Asia

Dr Charles E. Morrison, Director, Program on International Economics 
and Politics, East-West Center, Honolulu, in his presentation reviewed the basic 
provisions of NAFTA and summarized some of the analyses that had been made 
of the economic impact of NAFTA on Asian developing nations. Among the 
main provisions of NAFTA, he highlighted the agreement among its member 
countries for the phasing out of most tariff and non-tariff barriers to trade among 
its member countries over a 10-year period, with a limited number of sensitive 
items requiring 15 years. He explained that since NAFTA was not a common 
market and no common external tariff was specified, rules of origin were 
required to protect trade and investment in two of the more politically sensitive 
areas, namely, textiles and apparel, and automobile and automobile parts. 
NAFTA also incorporated a dispute settlement mechanism and agreements on 
agricultural liberalization, labour, and the environment. A particular feature of 
NAFTA was its intention to promote free trade in the region rather than create a 
preferential trade regime.

Regarding the economic impact of NAFTA, he stressed that a broad 
consensus prevailed on the enhancement of economic welfare by NAFTA on 
Mexico with lesser positive impacts on the United States and Canada. Analysts 
also generally agreed that the economic impact on the rest of the world of 
NAFTA was relatively small, particularly the scope of trade diversion. While 
part of the reason for the low degree of trade diversion was due to the limited 
competitiveness of Asian and Pacific economies in the North American market 
outside of the two sectors where strict rules of origin had been imposed, another 
important contributing factor was the high trade ratio between the NAFTA 
member countries. Trade diversion would occur only in sectors where non
NAFTA countries had the capability to export to North America and where
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supply constraints were such that the NAFTA members could take advantage of 
the preferential arrangements.

In the discussions, a view was expressed that NAFTA reflected an attempt 
on the part of the United States to restructure its economy with the shift of 
labour-intensive production to Mexico and retention of high technology industry 
in the United States. In addition, it was pointed out that with the creation of 
NAFTA, Mexico acquired a distinct advantage in accessing the United States 
market for textiles and clothing to the detriment of some Asian exporters of low 
priced garments. Participants also identified the ambiguity in the United States’ 
trade regime with regard to its local content specifications on automobile 
imports.

Regarding the contention that NAFTA reflected pessimism in the United 
States’ trade policy with progress in multilateral trade liberalization, it was 
suggested that a balanced approach which took into consideration the concerns 
of both the developed and the developing countries was required. In that 
context, the lack of focus on trade barriers in many Asian and Pacific economies, 
and the neglect of analysis on the likely impact of NAFTA on trade in services, 
an area which was acquiring increasing importance in global trade, was stressed. 
The probability of NAFTA acquiring increased membership in the future was 
also discussed.

Session 3: Mexico in the North American Free Trade Region: critical 
aspects for the Pacific region Asian countries

Professor Juan Jose Ramirez Bonilla, El Colegio de Mexico, Mexico City, 
argued in his presentation that the impact of NAFTA on trade patterns would be 
minimal both within and outside the region. However, because of its special 
position Mexico would probably obtain some benefits, though the major impact 
would occur through new capital investment inflow. Thus, Mexico would pose a 
greater threat as a competitor in respect of attracting competing foreign direct 
investments rather than as a competitor for acquiring increased market access in 
the United States and Canada. He explained that economic liberalization had 
been pursued in Mexico since 1986 and before NAFTA became effective, two 
notable structural changes had taken place. First, the United States and Canada 
markets had become more accessible to Mexican exports, and second, the share 
of manufactured goods in Mexico’s exports had increased. NAFTA therefore 
reflected merely the consolidation of that progress in Mexico’s trade efforts. The 
analysis in the paper of the likely impact of NAFTA on Asian economies in 
respect of the more important exportables of Mexico, also reinforced the view 
that Mexico’s gain would mainly be in the textiles and automobile sectors, and 
through foreign direct investments that Mexico was likely to attract consequent 
to its membership of NAFTA.

In the discussions, participants noted that NAFTA would accord an 
immediate advantage to textile and apparel exports from Mexico to the United
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States. In the long run, however, Mexico would have to concentrate on capital- 
intensive production processes for high quality garments in order to compete 
successfully with East Asia, while for low quality clothing China and countries 
of South Asia would have the advantage owing to their lower labour costs. None 
the less, there was some apprehension that in case Mexico did not restructure its 
industrial production efficiently, over a period of time it could become an 
exporter of low-value products to the United States and an importer of high- 
value items: a situation that was not conducive to its long-term economic gain.

Participants questioned the wisdom of Mexico focusing on only one 
market, the United States, to which about 80 per cent of its external trade was 
directed. It was also pointed out with concern that the share of Asia, the world’s 
most dynamic region, as also of Japan, in Mexico’s exports declined over the 
second-half of the 1980s. Furthermore, concerns were expressed at the 
anticipated shift to Mexico from the United States of environmentally-polluting 
and energy-intensive industries, of which most did not relate to technologically 
sophisticated products. It was suggested that those factors would not sustain 
trade expansion over a long term and, in that context, a view prevailed that focus 
on the United States in Mexico was based on non-economic considerations. 
However, it was acknowledged that a diversification of export markets by 
Mexico was required particularly to avoid the pitfalls of a slackening of its 
export drive and economic performance, should such a major market enter into a 
recessionary period.

It was generally agreed that Mexico’s accession to NAFTA was prompted 
by its desire to modernize and liberalize the economy, a course of action that had 
been pursued vigorously in recent years. The critical question remained as to 
how successfully Mexico could attract foreign direct investment by taking 
advantage of its NAFTA membership. In that regard, it was noted that foreign 
investment inflows to Mexico from the newly industrializing countries of East 
Asia and Japan had not been as strong as the investments of those countries in 
China. Professor Ramirez identified the obstacles as shortage of skilled labour, 
infrastructural bottlenecks, and the lack of domestic competition in many of the 
industrial sectors. Despite those problems, some participants suggested that 
investment flows into Mexico could be stimulated by the opening up of its 
market and the relaxing of the rules of origin so that its industrial structure would 
become more diversified along with the composition of exports, as investors and 
exporters from a wider range of countries participated in economic exchanges 
with Mexico for mutual benefit.

Session 4: Possible impacts of NAFTA on Japan

Dr Mitsuhiro Kagami, Director, Research Planning Department, Institute 
of Development Economies, Tokyo, emphasized in his presentation that 
NAFTA’s impact on Japan had not been as large as what was initially thought. 
The direct influence on Japanese exports through trade and investment diversion 
had been limited because shares of major export items to North America were
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not large, except for vehicles, and because Japan’s private companies had already 
invested in North America in order to conform to the rules of origin after 
NAFTA although export shares of such items were also quite small. Moreover, 
the vast majority of Japan’s exports to the United States consisted of high value- 
added, technologically intensive products which normally did not compete with 
Mexican products sold in the United States.

On the investment side it was anticipated that Japanese multinationals 
could invest in Mexico in areas such as automobiles, electronic home appliances, 
and banking. However, such investments were not likely to have a major impact 
because Japanese investments in the United States continued to be high, partly 
because of persistent trade friction between the two countries, and partly because 
of vast investment opportunities in the United States in a situation where the yen 
was generally strong in relation to the United States dollar.

In respect of Mexico, which would be availing of NAFTA privileges to 
achieve quick modernization, Japanese investment would remain focused on the 
opportunities available in China and East Asia. Moreover, certain shortcomings 
that prevailed in Mexico, namely, lack of adequate infrastructural facilities for 
industrial growth, a shortage of skilled manpower, and scarcity of the supportive 
institutional framework (such as, reliable domestic suppliers of parts and 
components) would inhibit potential investors. None the less, the creation of 
NAFTA was viewed with concern on account of its bloc formation tendency, a 
movement that was counter to the principles of global free trade.

Participants noted that the adverse impact of NAFTA on Japan would be 
minima] because of strong growth in countries of East Asia. However, to take 
advantage of differential in tariffs, Japanese investors could relocate enterprises 
from the Republic of Korea and Taiwan Province of China to NAFTA countries. 
A problem area would be the lack of skilled labour in Mexico which would 
create pressures to relocate the investments to the United States. If such 
investments were eventually to attract qualified Mexican workers to the United 
States, the problem of skilled labour shortage would be accentuated in Mexico.

In the discussions, participants pointed out that although East Asia, being 
the most dynamic region in the world, was generally a more important market 
than NAFTA for Japan, things could change with the strengthening of the dollar 
at a future date. It was noted that in the case of electronics and automobile spare 
parts, exports of Japan to the NAFTA area had stagnated since 1988 because of 
certain controls but those barriers could now be circumvented by taking 
advantage of the possibilities for investment in Mexico. One participant, 
however, cautioned that since investment regimes had been liberalized under 
NAFTA and were free of performance requirements, investments into Mexico 
from non-NAFTA countries might be less attractive in relation to opportunities 
available in the United States and Canada.
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The problem of non-tariff barriers to imports into Japan was reviewed, 
mainly with regard to agricultural products, especially rice. Although the non
economic dimensions of the issue were recognized, participants suggested that 
Japan should adopt the necessary adjustments. Regarding investments from 
Japan into the NAFTA area, it was noted that the largest share accrued to the 
United States on account of investments in the services sector and real estate, and 
therefore Mexico’s share would remain small.

Session 5: NAFTA: South-East Asian perspective

In presenting the South-East Asian perspective, Professor Mohammed 
Ariff of the University of Malaya, Kuala Lumpur, emphasized that regional 
groupings which were relatively important in world trade, such as NAFTA, were 
likely to have more important implications for outward-looking economies than 
for those with inward orientation. Therefore, it could be hypothesized that 
NAFTA should have serious effects for those ASEAN member countries which 
had North America as an important export market. For the rest of South-East 
Asia, i.e., Myanmar and the Indo-China countries, the impact should be minimal.

In analysing the implications of NAFTA on the export prospects of South- 
East Asia, he noted that Mexico and the ASEAN countries produced a variety of 
rather similar exportables. Those could be grouped into about a dozen categories 
and included both manufactures and primary products. According to some 
empirical studies, however, the magnitude of trade diversion of ASEAN exports 
to North America would be only about 4 per cent. For individual countries of 
ASEAN the impact would vary from country to country depending on the 
overlapping in production structure with Mexico. Part of the reason for the low 
trade diversion was that in the two most important sectors of likely competition, 
i.e., textiles and electronics, the United States-Mexico trade had been dominated 
by production-sharing operation under the maquiladora programme. For 
automobiles and automobile parts, NAFTA would, of course, have an adverse 
impact on attempts by ASEAN countries to expand exports into North America.

Professor Ariff emphasized that the issue of investment diversion from 
ASEAN to Mexico was important, particularly since investment diversion could 
lead to trade diversion. Although empirical analysis of the possible impact of 
NAFTA on investment flows was limited, a general view was that the risks of 
any large-scale diversion of flows from ASEAN countries to Mexico was limited 
by its low absorptive capacity for foreign investments. Furthermore, investment 
flows into ASEAN countries should remain strong given the subregion’s 
sustained economic performance. As a policy response, it was suggested that 
ASEAN should continue to strengthen links with each of the North American 
countries, and that the other South-East Asian countries should emulate the 
ASEAN approach to economic growth.

Participants emphasized that ASEAN countries were dependent on the 
United States market to a fairly high degree but in a narrow range of products;
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therefore, an adverse development on market access in any one item, such as 
stricter rules of origin for textiles imports in the NAFTA area, could have serious 
impact. There was also a view that in the case of garments, importers in the 
NAFTA area might prefer quicker deliveries keeping in with the fashion trends, 
and for that reason geographical proximity would be an advantage. The impact 
of NAFTA on investment outflows from ASEAN countries into Indo-China was 
discussed, particularly the issue of possible diversion to Mexico of investments 
into labour-intensive industries such as textiles. It was recognized that a major 
consideration would be labour productivity in alternate locations. The differing 
interests of the participating countries in NAFTA was also discussed and one 
view was that the United States might rely upon it as a bargaining tool with its 
major trading partners in trade disputes, while Canada and Mexico were 
provided with an export outlet.

Regarding the response strategy of ASEAN countries (who were the 
major players in South-East Asia), participants agreed that several options 
existed. Included in those were unilateral liberalization, link-up between AFTA 
and NAFTA, and stimulating the Asia-Pacific Economic Cooperation (APEC) 
process. Furthermore, since the United States was already an open market in 
which the Uruguay Round agreements had induced further liberalization, Mexico 
had at best a low margin of preference and did not pose any serious threat to the 
ASEAN countries. Another strategy would be for the more advanced ASEAN 
countries to restructure their economies, by moving into higher technology goods 
and produce labour-intensive items in third countries for accessing the NAFTA 
market. A positive response to the challenge of NAFTA was therefore 
suggested.

Session 6: Implications of NAFTA for the Asian and Pacific region: East 
Asian perspective

Dr Eul Yong Park, Director, International Development Exchange 
Program, Korea Development Institute, Seoul, in assessing the implications of 
NAFTA from an East Asian perspective noted that, in view of the importance of 
North America as an export destination, some apprehension initially prevailed 
among countries within the subregion. On closer scrutiny, however, the impact 
on trade performance was not likely to be significant despite the competing 
nature of some exports to the United States of China and the new industrializing 
economies (NIEs). The reason was that the average United States tariff on 
manufactured goods was relatively low and would fall further consequent to 
implementation of the Uruguay Round agreements and trade liberalization 
spurred by APEC.

As regards investment flows, the net impact was hard to predict since 
Mexico’s proximity to the United States would be countered by lower wage rates 
in China. As a policy measure to counter the negative impact of NAFTA on East 
Asia’s trade and investment, he suggested expansion of intra-subregional trade in 
East Asia, as well as the establishment of closer links between NAFTA countries
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and the East Asian economies by promoting trade and investment liberalization. 
In striving to achieve those objectives, it was suggested that East Asian countries 
should improve general competitiveness in production, and strengthen bilateral 
relations. A suggestion for the study from the long-term perspective of the 
impact of NAFTA, especially of the possible expansion of NAFTA to include 
other countries, was also noted.

Session 7: Implications of NAFTA for South Asia

Professor Deepak Nayyar of the Centre for Economic Studies and 
Planning, Jawaharlal Nehru University, New Delhi, in his analysis of the 
economic implications and consequences from a South Asian perspective 
stressed that the formation of NAFTA would not have any significant economic 
impact either in the positive or in the negative on the trade flows of, and the 
investment flows to, South Asia, at least in the short and medium term. The 
longer-term implications of NAFTA, however, could be adverse to South Asia if 
the membership of NAFTA was enlarged, or if the arrangements under NAFTA 
eroded the basic principles of non-discrimination in the multilateral trading 
system. Professor Nayyar stressed that while the probability of the former was 
low, that of the latter was higher.

He argued that in a world where there were too large trading blocs, say 
the European Union and an enlarged NAFTA, the countries in South Asia with 
their more diversified trade pattern and less direct political links, could face the 
worst of both worlds as they could be discriminated against with respect to other 
developing countries that might be incorporated in those large trading blocs. 
Moreover, if there was a third trade bloc in Asia with a focus on the Pacific rim 
countries, the situation might worsen for South Asian countries which were 
somehow always excluded from contemplated regional and inter-subregional 
economic arrangements in Asia and the Pacific. In such a scenario, Professor 
Nayyar argued that the best policy option for South Asian countries would be to 
work towards a stronger multilateral trading system.

Some discussion took place on the slow pace of trade expansion in the 
South Asian countries. Participants recognized that low growth rates and inward 
orientation in the past had contributed to the subregion’s generally weak trade 
performance in relation to the global economy. It was therefore agreed that 
South Asia had to acquire international competitiveness in order to develop 
strong trading links with the more dynamic subregions, since the more vibrant 
economic groupings in Asia and the Pacific generally excluded countries of 
South Asia. One policy option suggested was to promote trade through a regional 
strategy encompassing South Asian countries that was consistent with GATT/ 
World Trade Organization (WTO) and sought to exploit complementarities 
among geographically contagious countries. In this context, participants noted 
that the South Asia Preferential Trade Agreement (SAPTA) had had a relatively 
low start but, with the support of its member countries, could make a positive 
contribution to their economic growth and trade expansion.
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Chapter Two

Implications of NAFTA for the Asian and 
Pacific Region: Regional Perspective

ESCAP secretariat

I. INTRODUCTION

The recent past has seen the emergence of strong regionalism. Much of 
this has manifested itself in the form of exchanging trade preferences based on 
geographical contiguity. The European Union is one example, and the newly 
established North American Free Trade Agreement (NAFTA) is another. While 
the exact quantitative impact that such regionalism would have on the growth of 
world trade and on international relations in the light of the Uruguay Round 
accord is as yet unclear, it is a commonly shared perception that this polarization 
can definitely alter the nature of trading pattern and investment flows in the 
immediate future.

Unlike the European Union, NAFTA has a more recent origin, namely, 
the United States-Canada Free Trade Agreement (FTA) of 1989. The objective 
of FTA was to remove barriers between the United States and Canada on the 
exchange of goods and services, expand cross-border investment possibilities, 
create fair competition, and provide bilateral procedures to resolve trade 
disputes. In terms of geographical contiguity and cultural affinity, as also 
similarities in production and consumption structures, the United States-Canada 
FTA made logical sense, and at the advent of NAFTA, about 80 per cent of the 
goods and services traded between the United States of America and Canada 
were already free from tariffs or duties. FTA sought to remove, in a phased 
manner, over a period of 10 years, all remaining tariffs. This arrangement 
applied, however, only to goods that fulfilled a stipulated minimum domestic 
value-added content and, as such, re-exports were excluded from this preferential 
treatment.

Mexico’s entry into this FTA is an effort to enlarge this traditionally large 
and buoyant market, and this has evoked widespread interest as well as concern 
in Asia and the Pacific. The main reason is that Mexico is a developing country 
and its preferential access to the United States-Canada market, could have 
adverse implications for the region’s developing countries with competing export 
structures. The aims of Mexico are, of course, indeed laudable. Given the 
existing political stability in Mexico, NAFTA should stimulate economic growth,
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reduce unemployment, increase industry efficiencies through vertical integration 
and economies of scale, promote foreign direct investment and mitigate its 
chronic balance-of-payments problem.

The likely adverse impact of NAFTA on the growth prospects of the 
Asian and Pacific1 region include, for example, that of Hong Kong exporters 
fearing a more competitive environment for clothing, jewellery, electronics and 
communications equipment, not only in the Mexican market, but in North 
America as a whole. Others fear increasing difficulties, if not a reduced North 
American market, for the Asian and Pacific exporters. On the other hand, 
proponents of NAFTA look towards increased industry efficiency, downward 
pressure on costs and thus, lower prices of goods produced by these North 
American countries, and in the long run, a greater “demand-pull” from the 
NAFTA region. The economic impact of the proposed NAFTA on the Asian and 
Pacific group of countries is therefore expected to be two-fold. First, the 
immediate impact may be felt on trade opportunities; and second the more long
term effect would be on production and investment opportunities.

The phrase Asia/Pacific refers to (a) NIEs of Singapore, Hong Kong, the Republic of Korea 
and Taiwan Province of China; (b) ASEAN-4 of Thailand, Malaysia, Philippines and Indonesia; 
(c) South Asia comprising of India, Pakistan, Bangladesh and Sri Lanka; (d) China; and (e) the 
developed countries of Japan, Australia and New Zealand. Paucity of comparable data has limited 
the analysis in this paper to these economies only.

It is important to realize that the formation of the United States-Canada 
FTA had been of marginal relevance so far as trade with Asia and the Pacific is 
concerned, for historically these two countries have been close enough to warrant 
gradual reduction in tariffs and free movement of capital. Moreover, the bulk of 
trade between these two countries is already on a zero-tariff basis and a gradual 
reduction of tariffs on the remaining is envisaged. As such, the impact of the 
United States-Canada FTA was not expected by itself to materially influence 
trading patterns of the Asian and Pacific region.

The question thus revolved essentially around the entry of Mexico into 
this FTA, and the possible impact that this entry will have on trade with the 
Asian and Pacific economies. Two situations could emerge which may affect the 
growth potential of the Asian and Pacific region. First, with the merger, exports 
of Mexico to the United States of America and Canada may acquire a 
comparative advantage and compete directly with that of the Asian and Pacific 
region (taking advantage of the zero tariff regime), and second, in the long run 
the production structure of Mexico could itself be altered by foreign investment 
thereby posing a new challenge to the Asian and Pacific countries. This 
secretariat note, in its two sections, will look at these two possibilities in greater 
detail.
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IL IMPACT ON TRADING OPPORTUNITIES

The available data indicates that the United States of America and Canada 
have been major trading partners with countries in the Asian and Pacific region, 
accounting on an average for one-third to the region’s exports, while Mexico has 
been a relatively less significant destination. Table 2.1 illustrates the dimensions 
of trade and the rates of growth over the 5-year period 1987-1992. It is readily 
observed that although the United States of America continues to be a major 
trading partner with Asia and the Pacific, it has not been the fastest growing 
market. As is also clear from the table, in terms of rates of growth between the 
reference years, there exists substantial diversity. Asia’s trade with Mexico, 
albeit at a small level, has emerged as a fast growth centre, recording over the 
period 1987 to 1992 a growth of over 700 per cent. Asia’s trade with Canada has 
in comparison shown a substantially smaller increase, with growth at about 55 
per cent over its base of US$ 5.4 billion, followed closely by Asia’s trade with 
the United States of America, which is on a much larger base, at a little under 50 
per cent. Whatever may be the comparative growth rates, it is clear that the 
proposed NAFTA region has definitely acted as a growth centre for exports of 
the Asian and Pacific economies. Given the combined share of the United States 
of America and Canada in the export market destination of the Asian and Pacific 
region, this growth centre naturally assumes importance.

It is also interesting to look at the diversity that exists within the Asian 
and Pacific region, so far as the trade to this North American combine is 
concerned (Table 2.2). Among the different subregions, it is the NIEs that have 
the maximum presence in the United States-Canada market. This is followed 
closely by the developed countries of the region, that is, Australia, Japan and 
New Zealand. China, as an individual country has about one-tenth of its exports 
going across the Pacific, while both South Asia and the ASEAN-4 have about 
one fifth of their exports destined for the United States and Canadian markets. 
Thus, in terms of sheer numbers, the trans-Pacific market does seem to be 
important enough to warrant a closer look at the impact of the proposed 
agreement.

Although there is a growing concern in many parts of the Asian and 
Pacific region about this ensuing alliance, a detailed examination of the potential 
challenge would reveal that many of the fears may be exaggerated, though not 
unwarranted. In this context, there are two significant factors that one may 
reflect on: first, Mexico’s trade with the United States of America is small 
enough and already attracts low tariffs so that the extended FTA is only of 
limited consequence to exporters of Asia and the Pacific, and second, there is 
little similarity between the existing export baskets of Mexico and of the 
developing ESCAP economies that would entail direct competition.

The data in Table 2.2 further indicate that while the United States of 
America and Canada together absorb about one quarter of the Asian and Pacific 
exports, on a comparable basis Mexico’s exports to the United States-Canada
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combine accounted for almost two-thirds of its total exports. In view of trade 
concentrations of such dimensions, it is possible that the entry of Mexico in the 
already existing trade agreement with the United States of America and Canada 
may not entail any immediate or substantial restructuring of the trading patterns. 
As mentioned earlier, the bulk of trade between the United States and Canada is 
already on a zero tariff basis, and currently exports from Mexico into the United 
States of America attract an average nominal tariffs. More important, as the 
volume of Mexico’s trade with the United States is small in comparison to the 
Asian and Pacific region’s trade with the United States of America, changes in 
the tariff regime of the United States with Mexico should not induce much 
perceptible impact.

The picture becomes somewhat clearer if the structure of the export 
basket, detailed by the main category of exports at the broad one-digit SITC 
classification is examined (Table 2.3). It is readily observed that Mexico does 
not offer any substantial competition to the overall trade basket of the region. In 
terms of sheer volume of exports from the Asian and Pacific region, Mexico is a 
marginal competitor as its exports to the United States-Canada are less than 9 per 
cent of the gross exports from Asia and the Pacific to the United States-Canada. 
This observation holds for the total value of exports. However, not all are 
competing exports. If one looks at the similarities in the export sectors, out of 
the countries examined only three developing Asian and Pacific countries have 
export structures that are in any manner similar to the export basket from 
Mexico. These countries are primarily Indonesia, Singapore and Malaysia. 
Thus, even on the basis of competing exports, the volume of Mexico’s exports to 
the United States-Canada compared to those from its Asian and Pacific 
competitors is less than 14 per cent.

Other studies also substantiate this view. Figures 2.1 and 2.2 are 
indicative.2 Figure 2.1 shows that in the case of Japan, 90 per cent of its exports 
to the United States are machinery and equipment and heavy and chemical 
industry products. Since most of these products are technology-intensive 
products, only a few products compete with Mexican products. On the other 
hand, the NIEs and the ASEAN countries are concerned that their labour- 
intensive products (for example: textiles, sundry goods) and home appliances 
would compete with Mexican products in trade with the United States. Although 
the production technology and quality of Asian textile products are better than 
Mexican products, the Republic of Korea and Taiwan Province of China depend 
largely on the United States of America for textile exports. Consequently, they 
may be adversely affected in textile trade with the United States as their price 
competitiveness in this field is eroded by their relatively high-wage levels. Two 
of the ASEAN-4 countries, Thailand and Malaysia, are also concerned about 
competition with Mexico in textile exports to the United States of America. 
However, these countries are likely to maintain their price advantage over

2 Figures 1 and 2 have been taken from Mr T. Naito, “NAFTA and its influence on Asia” Rim 
Pacific Business and Industries, Vol. II, 1993.
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Mexico. On the other hand, in Mexico, home appliances are produced mostly at 
Maquiladora. Parts for these products are imported in large part from Japan and 
from the NIEs and ASEAN countries where companies from Japan, the United 
States of America and other countries maintain production bases. This trend in 
parts imports is unlikely to change in the foreseeable future. Therefore, it is 
unlikely that parts for home appliances made in Asia will actually be shut out 
from the NAFTA market.

Figure 2.2 illustrates the extent of the United States dependence on Asia 
and Mexico for imports of textile products, sundry goods and electric and 
electronic products (including parts). For example, Asian products account for 
69 per cent of the value of total United States textile imports, while imports from 
Mexico account for only 4 per cent. Similar trends are observed in the United 
States imports of sundry goods and electric and electronic products. It illustrates 
that the United States import dependence on Asian products is far greater than it 
is on Mexico, and also that Mexican industries such as home appliances and 
textiles have not yet developed to the point where they can meet the United 
States demand. Consequently, the competitive threat of Mexican products on the 
Asian and Pacific products should not be of a very serious nature.

Likewise, Mexico’s share in the total imports of the United States and 
Canada is also rather small. Excluding reciprocal transactions (exports from the 
United States and imports by Canada), the share of Mexico’s exports in the United 
States-Canada imports is around 4.5 per cent, while that of Asia and the Pacific 
around 24 per cent. It is thus clear that even a doubling of Mexico’s exports to 
this market would affect only marginally the exports from Asia and the Pacific to 
the United States/Canada. Making adjustments for competing exports, and for the 
fact that the United States of America is a dedicated market for Mexican POL, the 
spread between the two market shares would increase even further.

Despite the fact that Mexico, at current levels of trade may not threaten in 
any substantial manner the export basket from Asia and the Pacific, there will be 
one immediate negative impact of NAFTA on the export possibilities of the 
Asian and Pacific region. This will be the reduction in flexibility that the region 
has to switch exports from one market to another to take advantage of the 
differences in price elasticities so as to maximize the export revenues. Naturally, 
limitations on this flexibility may adversely influence the strategies of the 
developing countries of this region to stabilize their export earnings through 
switching of commodities and markets, especially in terms of market entries. 
Also markets that are vacated in the short run, may restrict re-entry attempts over 
time. This decline in flexibility would seriously affect the potential for 
increasing export revenues in the short run for countries of Asia and the Pacific.3

3 Most developing countries face two options for increasing export revenue. In that short run, 
countries may go in for trade diversion, that is the “switching” of commodities from one market to 
another according to differences in the price elasticities of demand. In the long run, however, 
countries have to embark on strategies based on trade creation, that is to identify new growth centres 
based on the income elasticities of demand, and then concentrate on these markets with a well 
defined marketing strategy.
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Another important impact on the trading opportunities is the fear of a 
retreat from multilateralism. The formation of regional trading blocs such as the 
European Union and now NAFTA, definitely go against the principles of perfect 
arbitrage and multilateral trade. In the short run, growth of world trade may be 
restricted, while in the long run, exchange rates will no longer reflect opportunity 
costs, thereby further aggravating the problems of external balances among the 
developing countries of this region.

It is important to reflect that this analysis is essentially limited by the 
caveat that past trends would be projected into the future. This may not 
necessarily be the case, as increases in productivity and the changes in the 
intersectoral allocations of investments in Mexico’s growth strategy are expected 
to play major roles in determining the future patterns of its production and trade 
structures.

Notwithstanding the assurance by NAFTA proponents that fears of a new 
economic “fortress” are unfounded and that the trading arrangements between 
the groups will be consistent with GATT, it must be asserted that the optimal 
situation would be one in which all trade barriers are gradually dismantled. With 
the Uruguay Round now having concluded, the goal must be to liberalize trade. 
In that context, the international community must ensure that the gains of 
multilateral trade are not sacrificed at the altar of geographical contiguity.

III. IMPACT ON INVESTMENT OPPORTUNITIES

Far more important than the immediate impact of NAFTA on trading 
opportunities of Asia and the Pacific may be the longer-term impact of NAFTA 
on financial flows and investment opportunities. Fears have already been 
expressed by the region’s developing economies regarding the shortage of long
term investible funds, and interest rates have shown tendencies, albeit marginal, 
to harden. It is also apprehended that channelling of funds to the restructured 
Soviet bloc and the realignments in East Europe, could severely limit the supply 
of capital to the region’s developing countries in the immediate future.

On the demand side, it is quite possible that the entry of Mexico into 
NAFTA may alter the volume, if not the nature of capital flows. Apart from the 
anticipated increase in capital flows to Mexico from its immediate neighbour, the 
United States of America, there is no doubt that the advantage of geographical 
proximity and preferential access to the United States-Canada market, as also its 
relatively lower wage structure, would make Mexico an extremely attractive 
proposition to other global investors. It is therefore quite possible that with the 
emergence of NAFTA, Mexico will be the new haven for investors looking for a 
“back door” entry into the United States-Canadian markets.

Available data suggests that foreign investment in Mexico has risen 
sharply since investment rules were liberalized in 1989, and investment analysts
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have recorded that Mexico attracted US$ 4.8 billion in new capital in 1990 
compared to less than US$ 1 billion in 1989. Also reports from the Mexican 
central bank indicate that foreign direct investment increased from US$ 2.5 to 
US$ 4.2 billion between 1988-1989. In this context, it is interesting to note that 
significant proportions of this investment have originated from the Asian and 
Pacific region. Japan has emerged as a major investor, with primary interests in 
the automobile industry, and most of the output being exported to the United 
States garment exporters in Hong Kong have also started diverting investments 
to Mexico with a hope to gain easier access to the large United States market.

Naturally, this spurt in foreign investment reflects the growing confidence 
of international investors on Mexico being the new growth centre. However, two 
questions relating to (a) the objective; and (b) sustainability of external capital 
flows, need to be reflected upon.

In the given scenario, investors can have three possible objectives: 
growth, profitability and market presence. So far as the first objective is 
concerned, despite the substantial increase in capital flows to Mexico, it must be 
pointed out that there are limits that may be easily reached. Growth potentials 
have a tendency to plateau, and the United States-Canada combine despite its 
large domestic markets may not be able to achieve growth rates of domestic 
product that would be able to absorb exports at a continually fast rate: cyclical 
recession and the high energy intensity of the economies have left them prone to 
external shocks. Flow of external capital for investment in industries that are 
expected to cater to this market could therefore be self-limiting, especially as 
available forecasts suggest that developing Asia (particularly, India and Viet Nam 
which have shown indications of vibrant growth) and China may fulfil growth 
conditions more easily.

Again, profitability may not be the sole criterion for determining capital 
flows. Mexico’s incremental capital-output ratio (ICOR) is not significantly low 
enough to act as a catalyst, nor would be the gestation lags. True, wages are 
significantly lower than those across the border, but wages adjusted for 
productivity may reveal a different picture. It also needs to be borne in mind that 
the stringent rules regarding “origin” likely to be insisted upon by the United 
States of America may substantially alter the profitability of Mexican operations 
for most investors. Indeed, process of efficiencies given, producers may find it 
more profitable to sell a lower value-added product in a tariff regime, than a 
higher value-added product in a free trade zone.

It can therefore be argued that in the phenomena of increased capital 
flows to Mexico, growth and profitability as the prime objectives have been 
replaced by the objective of market presence. There are however limits to 
investments that can take place on this account, and, as already pointed out, 
despite the large market, growth of domestic product in the NAFTA region is not 
likely to be large enough to sustain high rates of import absorption. On these 
grounds too, future growth of investment could also be constrained.
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The second question of the sustainability of these investments is equally 
interesting. There are obvious constraints on the size of available funding in 
relation to what would be required for Mexico to achieve growth rates that would 
allow it to compete effectively with the NIEs of Asia and the Pacific. For one 
thing, volumes of sufficient magnitude may not be available; for another, even if 
they are, the prudence of concentrating large proportions of investible funds in 
one country alone may be questioned by international bankers.

Mexico’s external balance4 also may not be of magnitudes that would 
inspire liberal capital flows. An analysis of the current account balances reveals 
that in terms of the three conventionally accepted ratios of external stability, the 
levels in Mexico are not only higher than world averages but also generally 
higher than the Asian and Pacific developing countries. Table 2.5 indicates that 
the reserves ratio is not only barely at the norm, but more important, has shown 
tendencies to fluctuate rather rapidly. The debt service ratio, an accepted 
measure of the creditworthiness of the country, although declining of late, is at a 
level above the stipulated norm, and although the debt-GDP ratio has no defined 
norm, it too is at a level that is higher than in most country of developing Asia 
and the Pacific.

4 It can be argued that FDI is relatively independent of the external balance position of the 
destination country. This however we feel is a myopic approach. In the long run, the external 
balance will influence not only the productivity of foreign capital, in terms of imported input 
accessibility, but also the “repatriation of dividend” policy. Political stability, a prime factor for 
determining FDI too may be altered by a continually precarious current balance position.

5 UNIDO, “Industry and Development: Global Report 1991/92”.

Flows on account of FDI apart, there are also limits to the levels of 
external borrowings that can be contracted for investment programmes. In this 
regard, the terms under which external public borrowing is contracted by 
Mexico, such as the average maturity of contracted borrowing and applicable 
interest rate levels vis-a-vis terms of borrowings faced by the developing 
countries of Asia and the Pacific would be a relevant factor. However, as 
Mexico has exposed itself to fluctuations in the international financial markets 
by contracting high percentages of public debt on variable interest rates, this 
factor coupled with its relatively high-debt service ratio may, in fact, could lead 
to exercise of considerable caution by investors in deciding on the size of 
investible and loanable funds.

Industry specialization too has not been in areas that would offer direct 
competition to Asia and the Pacific. Data from UNIDO reports5 do not suggest 
any strong specialization similarity between Mexico and Asia and the Pacific. 
The NIEs have uniformly chosen to move towards electrical machinery and 
transport equipment, ASEAN-4 towards the earlier primary stage of iron and 
steel, metals and non-electrical machinery, and South Asia with a more varied 
basket ranging from chemicals to paper and printing. Mexico’s movement on the 
other hand, has been towards areas such as petroleum and fuels, plastics and
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textiles.6 Therefore, unless foreign investment radically alters Mexico’s 
specialization trend, fears of competition by the Asian and Pacific exporters may 
be regarded as unfounded. It may also be borne in mind that any change in 
Mexico’s industry specialization will take time, and the associated costs are 
likely to be reflected in the competitive strength of Mexican exports.

6 It must be observed that the entry of Mexico into NAFTA will result in a suspension of MFA 
quotas. For other countries who have problems of exhausted quotas, this would represent a good 
investment opportunity.

In the case of Japanese automakers, however, there should be no new 
moves to expand into Mexico at the moment, as at a time when Japan is 
maintaining its voluntary restraint on car exports to the United States of America 
in order to ease bilateral trade friction, new investment to Mexico could bring 
stronger overall United States restrictions on Japanese cars in the United States, 
including locally produced ones. Therefore, if Japanese producers were to set up 
new plants in Mexico, such facilities would be used as production bases for the 
Mexican market, which is expected to expand. The NIEs, however, are expected 
to shift labour-intensive production increasingly to Mexico as part of their efforts 
to expand exports to the United States of America. In particular, companies in 
the Republic of Korea concerned about their diminishing export competitiveness 
owing to rapidly rising wage levels, are moving towards restoring their export 
competitiveness with the United States through increased investment in Mexico. 
Some United States companies operating in the NIEs and ASEAN countries are 
also expected hereafter to step up investment in Mexico as a production base for 
the United States market.

However, the Asian and Pacific countries by promoting export-oriented 
industrialization and upgrading their industrial structures, continue to enjoy high 
economic growth and provide an attractive investment climate for foreign 
companies. Although new investment in Mexico from Japan and the NIEs is 
expected to increase with the implementation of NAFTA, it is unlikely that 
investment in Asia will taper off. The reason is that the economic infrastructure 
in Asia is improving and that countries in the region are continuing their dynamic 
development toward the twenty-first century.

In the short run, however, certain countries of the Asian and Pacific 
region could face problems. Indonesia, while having a similar export basket is 
characterized by different market destination so far as POL products are 
concerned (most of the Mexican output is absorbed by the United States) and, on 
the average, should be insulated from the trends exhibited by Mexico. Thailand 
can expect to face some competition so far as plastics and textiles are concerned, 
as can Hong Kong and Singapore in their exports of chemicals. India and 
Pakistan too have competing exports, but their domestic markets are large 
enough to absorb any short-term supply-demand imbalances that may occur. As 
regards the developed Asian and Pacific countries, industry competition may 
arise in selected sectors but, in general, the region seems to be by and large 
insulated from short-term effects of any increased industry efficiency in Mexico.
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A likely side-effect that NAFTA could induce for its member countries 
would be the reduction in costs, technology upgradation and process efficiencies 
in operations. Given the complementarity that exists in some sectors, especially 
garments,7 this kind of emergent competition could, in the long run, be beneficial 
to the Asian and Pacific exporters, in terms of their increased thrust towards 
technological innovation and research and development.

7 Reports indicate that the upstream textile industry in Mexico is highly fragmented and 
technologically backward, with its main strength lying in the downstream production units. The 
United States industry on the other hand is relatively stronger upstream and weaker in the 
downstream labour-intensive process, owing to high wages. A classic case of vertical integration 
opportunity, NAFTA would probably hasten the integration process, the result of which may be the 
effective competition with units from China, India, Indonesia and Pakistan.

IV. CONCLUSION

The trend towards the formation of the regional trading blocs in world 
trading pattern has given rise to concern about the fate of multilateral trade. 
Today, the question is not whether these blocs will be formed, but rather how 
encompassing they will be and to ensure that they will not harm the trading 
system. In this context, the plans for a single market of the European Union and 
for NAFTA have clearly altered the premise for regionalism. Born out of a 
certain fear of growing regionalism, limited initiatives in Asia and the Pacific 
could also fructify.

Admittedly, regional blocs are not in themselves inconsistent with GATT; 
Article XXIV sanctions free trade areas and customs union. Nor is it the case 
that international trade theorists uniformly condemn trading blocs as inimical to 
world trade: proponents argue that regionalism is the logical first phase in the 
creation of a smoothly functioning multilateral trading system, if for no other 
reason than it is easier to reach consensus bilaterally or regionally rather than 
globally. However, it must be remembered that preferential arrangements are 
often fed by interests that seek privileged access to markets and, in turn, spawn 
such interests.

To sum up, regarding the implications of NAFTA on the Asian and Pacific 
trade the overall trade impact is uncertain, although certain export sectors of 
importance to this region are bound to be adversely affected. Recent studies 
have shown, for example, that China is likely to be affected in footwear and 
textiles, while India insofar as engineering products are concerned. The impact, 
however, could also be limited, basically owing to reasons: (a) the existing 
barriers to the United States market are already quite low; and (b) the Mexican 
suppliers already have extensive preferences.

The analysis in the secretariat note has therefore indicated that the fears 
relating to NAFTA are real and not unwarranted, although there are suggestions 
that on aspects relating to trade the differences may not be so much on account 
of volume but more so on account of product mix. At the same time, in the long
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run, beneficial effects may be felt by increases in process efficiencies and the 
downward pressure on costs. In fact, if Asia and the Pacific wishes to retain its 
position as the prime destination of capital flows, it must innovate, both in 
technology and products, as the directions and levels of FDI flows in the future 
will be determined purely on the basis of cost competitiveness.

This links to the argument that it is the long-term changes in the 
production and investment opportunities that may prove to be of greater concern, 
although in terms of investments and its supply/demand dynamics, it is hard to 
forecast immediately how the incremental investments owing to the emergence 
of NAFTA would affect FDI flows to developing countries of Asia and the 
Pacific. It is quite possible that the investible resources that are flowing into 
Asia and the Pacific currently may be diverted towards Mexico. The reason is 
that indications exist that not only would the required funds be of a large 
magnitude, but they would also involve a concentration that may not be in line 
with the principles of prudent banking. Apart from supply restrictions, Mexico’s 
ability to absorb that investment, as well as the relative productivity of that 
investment. There may also be limits to the critical mass of investments that 
would allow the Mexican economy to achieve growth rates that would offer 
competition to the star performers of developing Asian and Pacific region; in 
addition, some studies have shown that industry specialization in Mexico is 
projected in sectors that do not necessarily offer substantial competition to the 
Asian and Pacific developing economies.

In these circumstances, the likely implications of NAFTA for trade and 
investment flows in Asia and the Pacific is still unclear, but will certainly be 
significant. Nevertheless, despite the eventual outcome for the Asian and Pacific 
region of NAFTA, it must be reiterated that, in principle, trade alliances threaten 
to go against the very foundations of multilateral trade. These need to be 
checked, as the formation of trading blocs anywhere in the world tend to induce 
a lower optimality level than that suggested by autarky. Possible retaliatory 
responses by the other regions of the world, Asia and the Pacific not excluded, 
may lead to a situation of “immiserizing growth”.
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Table 2.1 Trade flows between the Asian and Pacific and NAFTA regions

Destination
Source

1987
(millions of US dollars)

1992
(millions of US dollars)

Growth 1987-1992 
(percentage)

Asia-
Pacific

United 
States

Canada Mexico Asia- 
Pacific

United 
States

Canada Mexico Asia- 
Pacific

United 
States

Canada Mexico

Asia-Pacific 119 267 80 127 5 436 314 296 491 119217 8 396 2 581 148.6 48.8 54.5 722.0
United States 70 292 — 59 814 14 582 132 052 - 90 156 40 598 87.9 - 50.7 178.4
Canada 9 846 71 455 - 398 12 972 103 860 - 613 31.7 45.4 - 54.0

Mexico 1 753 13 625 312 - 1 994 32 624 2 207 - 13.7 139.4 607.4 -

Source: IMF, Direction of Trade Statistics Yearbook (1993).

Note: Asia-Pacific includes developed Asia-Pacific (Australia, Japan and New Zealand); NIEs (Hong Kong, Republic of Korea, Singapore, Taiwan Province of
China); ASEAN-4 (Indonesia, Malaysia, Philippines and Thailand); South Asia (Bangladesh, India, Nepal, Pakistan and Sri Lanka); and China.
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Table 2.2 Exports by the Asian and Pacific subregions of origin 
and Mexico to the United States/Canada

(Percentage of total exports)

1975 1980 1985 1991

South Asia 10.8 10.9 18.4 18.6
ASEAN-4 22.5 19.2 20.6 19.4
NIEs 29.1 26.5 38.2 26.4
China 3.2 6.6 9.4 9.4
Developed Asia-Pacific 20.4 24.1 36.1 29.1
Mexico 63.1 66.0 60.8 66.4

Source: UNCTAD, Handbook of International Trade and Development Statistics, (1992).

Note: Subregions as indicated in table 2.1.
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(millions of US dollars) (percentage)

Table 2.3 Export structure by main categories of exports, 1991

World 
exports

Exports
United States/Canada Food Agr Fuel Ores Chem Oth Mach Resid

Australia 37 723 4 602 18 10 19 16 3 8 7 19
Japan 314 395 99 349 1 1 0 1 5 24 66 2
New Zealand 9 324 1 324 48 17 3 5 6 14 5 2
Bangladesh 1 709 574 14 9 1 - 3 74 0 0
India 17 817 3 174 17 2 2 5 9 56 7 2
Pakistan 6 471 906 10 9 2 0 0 78 0 0
Sri Lanka 1 895 519 34 6 2 2 1 50 2 4
Hong Kong 98 658 24 171 3 0 0 1 3 69 23 1
Republic of Korea 71 870 20 267 3 1 2 1 5 49 38 1
Singapore 58 871 12 127 6 2 17 2 7 18 48 1
Taiwan Province of China 76 089 23 968 4 2 1 1 5 50 38 0
Indonesia 28 997 3 683 11 5 39 4 3 36 2 -
Malaysia 34 375 6 084 11 11 16 2 2 21 38 -
Philippines 8 754 3 274 19 2 2 6 4 22 14 32
Thailand 28 324 6 458 27 5 1 1 3 41 22 1
China 71910 6 760 12 3 7 2 6 51 19 1
United States 421 755 85 195 11 4 3 3 11 17 48 4
Canada 124 797 94 347 9 8 11 8 5 16 38 5
Mexico 28 804 19 126 12 2 37 6 7 12 25 -

Source: UNCTAD, Handbook, of International Trade and Development Statistics (1992).
Note: (a) Food is SITC (0+1+22+4);

(b) Agr is agricultural raw materials SITC (2-22-27-28);
(c) Fuel is SITC (3);
(d) Ores is ores and metals, SITC (27+28+68);
(e) Chemicals is SITC (5);
(f) Others is other manufacturing, SITC (6+8+68);
(g) Machinery is SITC (7).



Table 2.4 Shares in imports of the United States/Canada, 1991

(Millions of US dollars)
Total 

imports
Reciprocal 

imports
Net 

imports

United States 509 320 93 711 415 609
Canada 118 119 74 932 43 187
Total 627 439 168 643 458 796
Mexico’s exports 

to the United 
States/Canada

20 438 (4.5 per cent)

Developing 
Asia/Pacific’s 
exports to the 
United States/ 
Canada

111 840 (24.4 per cent)

Source: UNCTAD, Handbook on International Trade and Development Statistics, (1992).
Note: Percentages indicate share of region’s exports in imports of the United States/Canada.
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(Millions of US dollars)

Table 2.5 Balance-of-payments summary: Mexico

1975 1980 1985 1987 1988 1989 1990 1991

Exports 3 007 15511 21 663 20 655 20 566 22 765 26 838 27 121
Imports -6 278 -18 896 -13 212 -12 222 -18 898 -23 410 -31 271 138 184
Trade balance -3 271 -3 385 8 451 8 433 1 668 -645 -4 433 -11 063
Invisibles

debits 4 263 -14 132 -16 202 -14 357 -16 119 -18 592 -20 896 -20 877
credits 3 352 6 483 7 881 9 244 11 441 13 204 14 749 16 417

Private transfers 59 245 327 384 397 1 922 2 167 2 055
Balance on current account -4123 -10 789 457 3 704 -2 613 -4111 -8 413 -13 468

Memo items Norm
Reserves ratio1 2.8 2.3 4.7 9.5 3.0 2.9 3.5 3.0
Debt-service ratio2 39.1 43.5 50.2 30.3 42.1 34.6 27.7 20.0
Debt/GDP3 19.1 23.1 53.2 64.5 49.7 39.1 30.9 -

Source: UNCTAD, Handbook of International Trade and Development Statistics, (1992).
Notes: 1  Months of import coverage.

2 Debt service as percentage of exporting goods and services.
3 External debt outstanding as percentage of GNP.



Appendix

Main contents of NAFTA

Source: T. Naito “NAFTA and its influence on Asia”, RIM Pacific Business and Industries,
vol. 11(1993).

1. Framework Tariffs to be abolished within 15 years.
Strict country-of-origin regulations to be introduced.

2. Tariff abolition Every 5 years on item-by-item basis.
In first 5 years, 90 per cent of Mexico’s exports to the United 
States and 60 per cent of the United States exports to Mexico 
to be covered.

3. Motor vehicles Tariffs on auto parts to be abolished in 5 years.
Local content ratio to be set at 50 per cent in first 4 years and 
at 62.5 per cent beginning in the ninth year.

4. Electric and 
electronic products

Use of certain parts produced in North America to be 
required for selected products such as computers 
(motherboards) and TVs (picture tubes).

5. Textiles Import duties to be abolished within 10 years.
Country-of-origin regulations to be tightened (use of yarn 
made in North America to be required).

6. Maquiladora* Tariff exemption system to be abolished by 2001.

7. Energy Mexico’s oil industry to be partially opened to foreign 
investment (oil field ownership prohibited).

8. Finance Mexico’s financial markets to be completely liberalized 
beginning in 2000.
Companies in NAFTA area to be allowed to establish wholly 
owned local subsidiaries within the area.

9. Others Agricultural produce, land transportation, telecom
munications, investment regulations, environmental 
protection etc.

Note: * Maquiladora, to be abolished in 2001, are production bases on the Mexican side of
the United States-Mexico border, where parts for products exported to the United 
States are exempted from import duties.
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Chapter Three

NAFTA and Changing Perspectives of the United 
States of America on Regional Approaches 

to Trade Liberalization: Implications 
for Developing Asia

Charles E. Morrison1 
(East-West Center, Honolulu)

1 The author appreciates helpful suggestions from Vinod Aggarwhal and Pearl Imada-Iboshi 
during the preparation of this paper.

I. INTRODUCTION

Coming into force at the beginning of this year, NAFTA is establishing 
over a 10-15 year period a free trade zone among the 370 million people who 
live in Canada, Mexico, and the United States of America. Building on the 
earlier Canadian-United States Free Trade Agreement, NAFTA provides not only 
for the eradication of tariff and non-tariff barriers among the three economies, 
but also includes a host of provisions relating to such items as investment, 
intellectual property protection, the settlement of disputes, labour law, and 
environment protection. Perhaps NAFTA’s greatest significance lies in the fact 
that it is the first large “North-South” free trade area, combining the 
industrialized markets of North America with the newly industrializing Mexican 
economy.

The three North American countries constructed the NAFTA accord at the 
same time that they were engaged in the Uruguay Round GATT negotiations, 
and in their eyes, NAFTA is a model of regional association consistent with and 
supportive of the GATT process. As if to confirm this, opposition to NAFTA in 
the three countries - most especially in the United States of America - came 
precisely from the same groups that oppose the Uruguay Round. For this reason, 
the narrow November 1993 Congressional victory for NAFTA was presented by 
President Clinton to his APEC leader summit partners in Blake Island, 
Washington, as a victory for freer trade and was generally welcomed by them.

The collective sign of relief with the passage of NAFTA, however, should 
not obscure the very real Asian concerns about NAFTA agreement. These 
concerns related in part to fears of trade and investment diversion. However, the 
biggest single source of concern probably relates to what NAFTA seems to say
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about the current and future direction of the United States trade policy. Efforts 
by the United States Government officials and many private economists to assure 
Asians that NAFTA was not harmful to them has been undercut by rhetoric to 
domestic audiences to the effect that NAFTA was needed to increase the 
competitiveness of North American firms vis-a-vis Asian rivals and to protect 
the business position of the United States firms in Mexico being threatened by 
Japanese and other aggressive North-East Asian corporations.2 Moreover, to the 
extent that Washington seemed interested in expanding NAFTA, this interest 
appeared mainly to be in expanding it southward rather than westward, thus 
bringing in more developing Latin American economies and increasing the 
negative effects of trade and investment diversion.

2 According to President Clinton, “Without NAFTA, one of our best markets, Mexico, could 
turn to Japan and Europe to make a sweetheart deal for trade. Without NAFTA, Mexico could well 
become an export platform, allowing more products from Japan and Europe into America", New York 
Times, 17 October 1993, p. 15.

Following the Congressional approval of NAFTA implementing 
legislation, less attention has been given to NAFTA either in the United States or 
in Asia as the free trade area gradually phases in. In part the bruising 
Congressional debate and narrow Administration victory on NAFTA made it 
seem less likely that NAFTA would be dramatically expanded in the very near 
future, with possible exceptions for the considerably smaller economies of Chile 
and the Caribbean Basin Initiative nations. The successful conclusion of the 
Uruguay Round was also a very important factor in allaying concern that 
regionalism was gaining at the expense of globalism. The Mexican peso crisis at 
the end of 1994 has raised further questions about the future economic 
significance of NAFTA. But despite the likely hiatus in the expansion of the 
United States-centered free trade areas, NAFTA’s future relationship to the non
NAFTA APEC countries and to the non-NAFTA Western Hemispheric nations 
remains a matter of considerable concern in Asia. It is quite natural that these 
Asian developing nations would look askance at arrangements that might give a 
large group of developing countries free access to their largest single national 
market while excluding them.

This paper addresses NAFTA’s implications for Asian developing 
countries. We proceed by reviewing the basic provisions of NAFTA, 
summarizing some of the economic analysis that has been made of NAFTA’s 
economic impact on Asian developing countries, examining NAFTA’s 
significance for the United States trade policy, and assessing the prospects for 
Asian developing countries to lessen the discriminatory effects of NAFTA by 
participating in free trade arrangements with the United States.
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II. NAFTA PROVISIONS3

3 Good summaries of various NAFTA provisions can be found in two recent books by Gary 
Clyde Hufbauer and Jeffrey J. Schott, NAFTA: An Assessment, Washington: Institute for International 
Economics, February 1993, revised edition in October 1993; and Western Hemisphere Economic 
Integration, Washington: Institute for International Economics, July 1994.

4 This legality of this procedure will be tested in the United States courts by the United States 
timber interests. After losing an “extraordinary challenge”, these interests have exhausted the 
avenues of appeal under the procedure to keep an existing United States countervailing duty against 
Canadian timber imposed to offset the alleged subsidy inherent in low tree-cutting fees charged by 
Canadian provinces.

NAFTA will phase out most trade and non-tariff barriers to trade among 
its member-countries over a 10-year period, with a limited number of sensitive 
items requiring 15 years. Since it is not a common market and there is no 
common external tariff, rules of origin are required to assure against a distortion 
of trade and investment. Two of the more political sensitive areas - both of 
significance to the Asian and Pacific countries - are textiles/apparel and autos/ 
auto parts, and in both cases strict rules of origin were adopted. The rules for 
textile and apparel goods require that they be made from North American fibers 
(a “triple transformation test”), with Canada and Mexico allowed to ship to the 
United States of America, goods made from foreign materials up to a certain 
limit. In the case of automobiles, the United States and Canadian duties are 
eliminated on a more rapid schedule than Mexico duties. To qualify for 
preferential tariffs, the automobiles must initially meet a 50 per cent North 
American value-added test, rising in two steps to 62.5 per cent for new firms 
within 5 years and in one step for established firms by 2002.

Agricultural liberalization is handled in two separate bilateral agreements 
phasing out most product tariffs in the initial stages. Other notable provisions 
phase out the limits on access to Mexico’s US$ 11 billion government 
procurement market, the prohibition on foreign ownership of Mexican banks and 
insurance companies, and restrictions preventing Mexican and the United States 
truckers from offering services in each other’s country.

Two of the more interesting innovations in NAFTA agreement are the 
dispute settlement mechanism, modelled on the Canadian-United States 
precedent, and the side agreements on labour and environmental issues. Under 
the dispute settlement agreement expert binational panels arbitrate conflicts and 
issue advisory but authoritative rulings. For subsidy and countervailing cases, 
expert panels essentially provide judicial review binding on the governments.4 
Basically in return for access to the dispute settlement procedures that Canada 
and the United States use between them, Mexico has agreed to make significant 
legal reforms.

The labour and environmental provisions of NAFTA and its side 
agreements reflect the force of powerful domestic lobbies in the United States. 
The labour side accord establishes a Commission on Labour Cooperation which
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monitors labour laws and conditions, receives complaints and mediates disputes. 
Fines or trade sanctions can be applied where there are violations of laws 
regarding health and safety standards, child labour, or minimum wages. Other 
areas may be examined by expert panels or brought up in ministerial discussions.

To answer the fears of skeptical environmental groups,5 NAFTA 
agreement calls for collaboration on environmental improvement. Duty-free 
imports from NAFTA partners must meet existing national health, safety, and 
environmental standards. Similar to the labour side agreement, the environment 
agreement establishes a Commission on Environmental Cooperation. Fines of 
up to US$ 20 million can be imposed upon the governments if a dispute 
settlement panel find that that government failed to enforce its environmental 
standards, its failure to do so distorted trade, and the government in question did 
not take remedial action.6

5 Environmental concerns spring from the experience of maquiladora plants along the 
Mexican border with the United States, which took advantage of duty-free import of components for 
assembly and export under a program initiated in 1965. These plants, which now employ almost one
fifth of the Mexican manufactured goods labour force, caused rapid economic and population growth 
in an area generally considered to be a fragile environment. Mexican environmental standards lagged 
considerably behind those of the United States and Canada and were poor enforced. Labour groups 
in the United States were also concerned about differential environmental standards, less for the sake 
of the environment and more because of the fear of industrial migration toward areas of lower 
environmental costs.

6 Trade sanctions could be authorized if the fine is not paid, except in the case of Canada.
7 Republican’s concern that proposed “fast-track” authority for trade agreements could be 
used to impose stronger labour or environmental standards in the United States without the normal 
processes of debate has been one source of opposition to the renewal of such authority.

Despite these provisions, which the North American governments argued 
were unprecedented in any free trade area, the dissatisfaction of labour and 
environmental groups remained a potent source of opposition to NAFTA. It is 
clear that such issues would need to be addressed in any future regional free 
trade agreements of which the United States of America is a part.7

III. ECONOMIC IMPACT OF NAFTA

By providing freer trade and investment for NAFTA partners, NAFTA 
agreement clearly discriminates against non-NAFTA members. A number of 
North American authors have sought to measure the potential trade and 
investment impacts of the agreement. Despite considerable variance by model, 
there is a basic consensus on two overall conclusions: (1) NAFTA considerably 
enhances the economic welfare of Mexico with lesser positive impacts on 
Canada and the United States; and (2) the economic impact on the rest of the 
world may or may not be positive, but in any case is relatively small.

This literature has been mainly directed toward measuring trade 
diversion. In one of the earlier studies, for example, Mordechai Kreinin and 
Michael Plummer estimate that NAFTA tariff reductions would cause the trade
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division for the Republic of Korea and the ASEAN countries of approximately 
4-5 per cent of their pre-agreement exports to the North American economies.8 

Other models result in lower figures. Gary Hufbauer and Jeffrey Schott estimate 
that trade diversion from South and East Asian developing economies (other than 
Taiwan Province of China and the Republic of Korea) to be less than one per 
cent of their exports to the United States of America.9 Raed Safadi and 
Alexander Yeats suggest a similar impact for just South Asia - approximately a 1 
per cent trade diversion away from the United States market, a figure 
approximately one-eightieth of the gains the same countries could expect from a 
30 per cent Uruguay Round liberalization.10

8 M. Kreinin and Michael Plummer, “Effects of Economic Integration in Industrial Countries 
on ASEAN and the Asian NIEs”, World Development, 1992. Gary C. Hufbauer and Jeffrey J. Schott 
note that these calculations as well as those by Safadi and Yeats (see footnote 7) were based on listed 
GATT-bound MFN tariff levels rather than the tariff rates, already incorporating preferences, actually 
being applied by the United States to Mexico, resulting in overestimates. In the textile and apparel 
sector applied rates were in the 6-8 per cent range because of GSP and duty drawback programmes. 
See their Western Hemisphere Economic Integration, p. 252.

’ Gary C. Hufbauer and Jeffrey J. Schott, “Regionalism in North America”, in Koichi Ohno, 
ed„ Regional Integration and Its Impact on Developing Countries, Tokyo: Institute of Developing 
Economies, 1993. See pp. 274-276.
10 Raed Safadi and Alexander Yeats, “NAFTA: Its Effect on South Asia”, Journal of Asian 
Economics, Vol. 5, No. 2, 1994, pp. 197-216.

11 Wendy Dobson, “APEC After NAFTA”. 6th Biennial Conference on the United States-Asia 
Economic Relations, 16-18 May 1994, p. 5.

12 Seiji Naya, “NAFTA and Asia-Pacific Economic Relations”, paper prepared for a 
conference on “Asia in the 21st Century”, Kon-kuk University, Seoul, May 1993.

13 Carlos Alberto Primo Braga, “NAFTA and the Rest of the World”, in Nora Lustig, Barry P. 
Bosworth, and Robert Z. Lawrence, eds, Assessing the Impact: North American Free Trade, 
Washington: The Brookings Institution, 1992, pp. 210-234.

Less quantitative analyses come from Wendy Dobson, who argues that 
“the impact on APEC will be minimal,”11 and Seiji Naya, who finds that trade 
diversion “is not insurmountable” nor a cause for Asian alarm.12 Carlos Alberto 
Primo Braga, summarizing CGE models of NAFTA effects, also minimizes the 
impact of NAFTA for the rest of the world.13

The relatively low estimates of trade diversion are the result of several 
factors. The tariff and non-tariff barriers in the three countries are already quite 
low. For example, in the case of automobiles where restrictive rules of origin 
will have a larger diversionary effect, the tariff on already assembled goods from 
abroad into the United States is only 2.5 per cent. The Uruguay Round will 
further lower many tariff and non-tariff barriers on a global basis, eroding the 
discriminatory margins between NAFTA free trade and MFN rates. Since this 
factor is not calculated into the models mentioned above, trade diversion is 
overestimated.

Second, trade diversion will only occur only in areas where non-NAFTA 
members have the capability to export to North America and where supply
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constraints are such that NAFTA economies can take advantage of the 
preferential arrangements. The low diversion impact on South Asia, for 
example, reflects the limited competitiveness of the South Asian economies in 
the North American market outside the textile and apparel sector. Even in the 
more labour-intensive apparel part of this sector where Mexican firms might 
expect to have a greater comparative advantage against Asian competitors, they 
may find it difficult to take advantage of their preferential access, which is highly 
circumscribed in any case by the “triple transformation” requirement requiring 
that the apparel be made from North American fibres.14 Interestingly anecdotal 
evidence suggests that despite the introduction of NAFTA, the Mexican textile 
and apparel industry is under severe pressures even in their own domestic market 
from cheap Asian competitors.

Third, it is assumed by most North American analysts that NAFTA will 
have significant growth dividends that will overwhelm trade diversion. The 
agreement, for example, helps to encourage and lock in Mexico’s transformation 
to a generally more open economy, of benefit to the world as a whole. Not only 
have Mexican tariffs been dramatically reduced from an average 23 to 10 per 
cent on a global MFN basis as part of its liberalization programme, but some of 
the changes in Mexican law and procedures taking place as part of NAFTA 
requirements will undoubtedly affect all of Mexico’s trade partners.

Finally, trade diversion is likely to be limited because of the initially high 
trade ratios between NAFTA members. Most of estimates of trade diversion of 
interest to developing Asian countries arise from increased Mexican 
competitiveness in the United States market. The diversion in the Mexican 
market is very small not only because of the much smaller size of this market but 
also because the United States exports accounts for about 75 per cent of Mexican 
imports.

Perhaps because it is more difficult to measure and because unlike trade 
diversion there is no recourse to GATT procedures to demand compensation, 
investment diversion seems to have been a greater concern to Asian developing 
countries. This fear was reinforced by literature predicting that investment 
diversion would be the biggest benefit to Mexico and by significant increases in 
FDI to Mexico in anticipation of the agreement.

The trade preferential margins themselves would probably not be that 
significant a force in directing investment flows toward Mexico. Perhaps more 
important is the more predictable legal climate, given the procedures for the 
handling of anti-dumping and countervailing actions, which often become 
vehicles that the United States domestic interests can use to harass importers, and 
the guarantees of equal national treatment in many sectors. But even more 
important are the domestic policy changes in Mexico that have come prior to, or 
in tandem with the NAFTA agreement. These include the stabilization

Safadi and Yeats note but do not take into account supply-side constraints.
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programme, the overall introduction of transparency and streamlining of 
bureaucracy, as well as specific legal changes of special interest to foreign 
investors such as the 1991 reform of Mexican intellectual property legislation. 
Many of these benefits, of course, affect all trading and investing partners of 
Mexico, not just its North American partners. At the same time, they make 
Mexico a more competitive rival to developing Asian countries in attracting FDI. 
Investor confidence may result in reduced estimates of political and economic 
risk, while economic growth impact of NAFTA increases rates of return on 
investment. The importance of NAFTA itself is hard to measure. Even without 
NAFTA, other Latin American countries embarked on more outward-looking 
economic strategies will also be more competitive with developing Asian 
nations.

Robert McCleery has tried to model trade and investment impacts on the 
ASEAN countries using scenarios involving moderate and high investment 
diversion. In his most extreme case, Indonesia, investment diversion lowers 
projected GDP growth from 6.6 to 6.3 per cent annually over a seven-year 
period. Other developing countries beyond ASEAN would be less hurt. Thus, in 
his judgment, investment diversion has the potential “to slow but not halt the 
dynamic growth of developing Asia.”15 Hufbauer and Schott estimate more 
crudely an investment diversion of about US$ 2.3 billion from developing Asia, 
approximately 1.3 per cent of foreign direct investment to the region.16

15 Robert McCleery, “Modelling NAFTA: Macroeconomic Effects”, in Koichi Ohno, ed., op. 
cit, p. 321.

16 Hufbauer and Schott in Ohno, op. cit., pp. 278-279.

IV. UNITED STATES TRADE POLICY
AND REGIONALISM

In the longer-run, the more important questions for Asia and North 
America than the measurement of trade and investment diversion and creation 
revolve around the future of regionalism. Will NAFTA expand and if so, in what 
direction? Will the United States efforts in developing regional free trade come 
at the expense of global liberalization? Will Asian countries be discriminated 
against in the United States trade policy or, worse yet, are they the targets of the 
United States regional trade liberalization efforts? Can Asian countries moderate 
negative impacts by joining in a regional liberalization scheme with the United 
States, whether through NAFTA, APEC, or bilateral agreements?

These questions arise because NAFTA appeared to mark a real turning 
point in the United States trade policy - placing trade regionalism on an equal or 
higher plane than globalism and pushing it in the direction of the Western 
Hemisphere. For decades following World War II, the United States of America 
supported or tolerated regionalism in specific instances which accorded with the 
United States geostrategic interests, but eschewed the United States involvement
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in regional schemes. Economic regional integration was encouraged in Western 
Europe as a deterrent against future conflict among member States and 
communist inroads. The United States also supported economic cooperation 
some developing country regions, such as ASEAN, where closer ties among 
member countries seemed to promote political stability.

But the United States of America itself determinedly stayed away from 
any comprehensive regional free trade agreement until a bilateral agreement with 
Israel in the 1980s. Once begun the United States membership of regional trade 
arrangements gradually spread with the Caribbean Basin Initiative and the 
Canada-United States Free Trade Area. But NAFTA agreement overwhelmed in 
significance any of the previous efforts, causing some to argue that regionalism 
was beginning to divert attention from the more important United States interest 
in global trade liberalization. The stall in Uruguay Round negotiations 
following the failed December 1990 GATT Ministerial while NAFTA 
negotiations continued apace added to this perception. With NAFTA, the United 
States regional free trade efforts seemed to acquire greater respectability and 
popularity within the dominant liberal trade policy community, being presented 
as compatible with and supportive of globalism.

The perception in Asia was that NAFTA effort not only ignored Asia 
and undermined the United States commitment to global liberalization, but 
seemed directed against Asia. Asian countries had been prominently featured in 
the first stage of the United States interest in participating in regional free trade 
areas in the early 1980s. For example, former Ambassador to Japan, Michael 
Mansfield, was a leading advocate of a the United States-Japan free trade area in 
the early 1980s, an idea that was studied by both governments and rejected as 
having too many problems. The former United States Trade Representative, 
William Brock, speculated about a possible the United States-ASEAN trading 
arrangement, and several visible conservative politicians supported free trade 
arrangements with economies such as Taiwan Province of China and the 
Republic of Korea.

The success of the Canada-United States Free Trade Area quickly 
followed by NAFTA seemed to narrow the scope of the United States free trade 
interest to a much smaller group of countries. At the same time, any further 
expansion of free trade areas seemed most likely to take place with Latin 
America. Not only was unilateral trade liberalization and privatization in Latin 
America booming, but binational and subregional trade efforts within the 
Western Hemisphere were proliferating, in part in anticipation of a broader 
hemispheric arrangement. This was given focus by the 1990 Bush 
Administration “Enterprise for the Americas” proposal for hemispheric trade 
liberalization. Early in the new Administration, this approach was endorsed by 
President Clinton. Although in late 1994, the United States joined both its APEC 
and Western Hemispheric neighbours in separate summits calling for visionary 
free trade early in the next century, the Western Hemispheric arrangements 
appear to be politically the more feasible. A Western Hemispheric Trade Area,
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without Asian participation, would involve considerable more trade and 
investment diversion than NAFTA and move the world trading system more in 
the direction of continental trade blocs.17

17 Hufbauer and Schott, 1994, estimate trade diversion of 2.6 per cent of projected East Asian 
trade by 2002 if there were a Western Hemisphere free trade agreement and a comparable figure of 
2.8 per cent for South and South-East Asia. They also project a diversion of foreign direct 
investment of USS 6.2 billion (3.6 per cent of FDI that would otherwise be placed in developing Asia 
by 2002). Another USS 6.2 billion would be diverted in investment-related trade beyond the classical 
trade diversion calculation. The impact for Japan, Australia and New Zealand is much lower. See 
pp. 162-166 and 251-261.

18 This notion was referred to rather vaguely in a campaign speech by Bush before the Detroit 
Economic Club on 10 September 1992. In a later statement Franklin Lavin, a Deputy Assistant 
Secretary of Commerce, referred to Singapore, Hong Kong and Taiwan Province of China as 
possibilities in Asia for the United States-based freer trade arrangements. Franklin L. Lavin, “After 
NAFTA: Free Trade and Asia”, the Heritage Lecture, No. 418, the Heritage Foundation, Washington 
1992.

19 For example, former United States Trade Commissioner Paula Stern has advocated 
encouraging Singapore to joint the NAFTA. And while Hufbauer and Schott advocate Western 
Hemispheric trade arrangements, they see the Republic of Korea as a possible early NAFTA entrant.

At the same time, Asian countries seemed to become increasingly, the 
targets of the United States trade pressures, with the most prominent frictions 
coming with Japan and China. The United States has three perceptions of Asia 
that affect its approaches toward the region. The first perception is that Asia, 
especially developing Asia, is a dynamic growth area, and that the United States 
cannot afford to be left out. This perception underlies the United States support 
for APEC and the opposition to regional arrangements that would leave the 
United States out, such as the East Asia Economic Caucus proposal. A second 
perception, however, is that Japan in particular is a closed market and that 
process-oriented trade agreements whether through the GATT or bilaterally have 
been unsuccessful in opening markets. Thus further liberalization involving 
Japan and perhaps some other Asian economies are unlikely to be mutually 
beneficial. The third perception is that of developing Asia as an area of highly 
productive, low wage labour. This perception stimulates the same fears of the 
export of industries that proved to be such a potent force of opposition to 
NAFTA.

The first perception has been a source of some interest in regional free 
trade arrangements involving Asia, or at least those Asian countries not too 
tarnished by the second and third perceptions. Near its end the outgoing Bush 
Administration unofficially proposed free trade arrangements with economies 
prepared to enter into such deals with the United States. These, it was suggested, 
might include Singapore, Hong Kong, and Taiwan Province of China in Asia.18 
The notion of inviting Asian countries to join NAFTA appealed to other 
Washington-based trade specialists, including some close to the Clinton 
administration.19 More importantly, the Clinton Administration initiated an 
APEC Summit process and enthusiastically embraced “free trade and investment 
in the region” as an APEC goal. This appeared to present at least some Asian
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countries with regional policy options - possibly to seek membership in NAFTA 
or to work on a parallel track for an early APEC freer trade area. Another 
strategy, of course, is to continue to push for further global liberalization. We 
will examine aspects of the two regional strategies before looking at possible 
North American responses to them.

V. NAFTA AND APEC ALTERNATIVES

NAFTA contains an accession clause that allows new members. In part to 
lessen Asian and other “rest of the world” concerns, NAFTA does not specify 
that new members must be geographically within the Americas, thus countries 
like Singapore and the Republic of Korea which have been said to have 
expressed an interest in joining, are certainly not excluded.

However, in actual practice it might be very difficult for non-Western 
Hemispheric countries to accede to NAFTA. Existing NAFTA members must 
agree, requiring negotiations with each of them. The Canadian trade minister 
has advocated broadening NAFTA in all directions, but no procedures have yet 
been set up. Negotiations with Asian countries would have to cover a very wide 
range of issues, and agreement is much less likely to be easily reached. Mexico’s 
NAFTA obligations required economic policy changes that conformed to the 
direction being pushed by the Mexican authorities, but it is not clear that many 
Asian countries would find such changes equally compatible or politically 
acceptable. Agriculture liberalization, for example, is an extremely sensitive 
issue for some North-East Asian countries. And, while some Asian countries, 
such as Singapore, might be welcomed in NAFTA, others will provoke 
considerable opposition. This could be regarded as divisive in Asia and might 
have considerable political and diplomatic costs for any early entrants.

APEC liberalization is a possible alternative. The second report of the 
Eminent Persons Group (EPG) attached to APEC released in August 1994 stated 
that the EPG is “not" proposing creation of an Asia Pacific Free Trade Area, but 
rather is seeking the “ultimate achievement of free trade in the region.”20 The 
Group proposes a programme to achieve its free trade goal beginning in the year 
2000 and ending two decades later, with the liberalization schedule phased in 
more gradually for the non-industrialized countries.

20 Eminent Persons Group, “Achieving the APEC Vision: Free and Open Trade in the Asia- 
Pacific”, Singapore: APEC secretariat. August 1994, p. 54.

Under the rubrique of “open regionalism” the EPG advocates that APEC 
economies should seek the maximum possible unilateral liberalization, commit 
to reducing barriers to non-members countries while liberalizing within APEC 
on an MFN basis, extend the benefits to outside parties on a reciprocal basis, and 
permit individual APEC members to extend APEC liberalization unilaterally to 
non-members either conditionally or unconditionally. A significant programme 
of APEC liberalization, while phasing in more slowly than NAFTA, would
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reduce NAFTA preferential margins and provide assurances of Asian access to 
the American market. The November 1994 Bogor summit of APEC leaders, did 
adopt as a goal, the achievement of free trade and investment in the region by the 
year 2020 (2010 for developed countries),21 but the negotiation and 
implementation of a full APEC free trade scheme will be difficult. A number of 
economies within APEC have reservations regarding the EPG proposals. In 
particular, some of the ASEAN countries have been reluctant to see the further 
institutionalization of APEC. An APEC blueprint of “action agenda” is currently 
being defined to put specific commitments behind the Bogor vision.

21 EPG Chair Fred C. Bergsten noted that 85-90 per cent of the liberalization would occur by 
2010. See his “APEC: The Bogor Declaration and the Path Ahead”, Working Paper 95-1, Institute 
for International Economics, 1995, p. 4. The differences between the two figures reflect uncertainty 
about which members, especially China, must meet the 2010 target.

22 Eminent Persons Group, p. 36.

Moreover, negotiations within APEC on an APEC-wide or nearly APEC
wide basis would inherently be more difficult than country-by-country 
accessions to NAFTA, at least of the more open and transparent Asian 
economies. Since APEC agreements would involve such large and (in American 
eyes) closed economies as Japan and China, the United States would be 
especially concerned that not just the trade reductions be reciprocal, but also that 
the benefits of liberalization be shared. Opening the American market to Asian 
countries, whether under an extension of NAFTA or under a new APEC scheme, 
faces the problem of a strong American perception that Asian barriers are much 
higher than those of the United States and that “process” oriented trade 
agreements generally have not been effective in opening Asian markets. 
Whether these perceptions are right or wrong can be debated, but their existence 
and political potency in Congressional debate cannot be denied. As the EPG 
noted, “It may also be necessary to address at least some trade-related 
“domestic” policies,” for example, intellectual property protection, competition 
policy, financial services, environmental protection laws, and government 
procurement practices.22

The Fast Track

The possible extension of freer trade arrangements to the Western 
Hemisphere and through the APEC mechanism has received attention in the 
Executive branch stimulated in part by the forthcoming APEC and Western 
Hemisphere summits. But such arrangements do not appear to be high on the 
radar scope of Congress. The Congress is sceptical of providing further grants 
of trade negotiating authority to the President while the country will be 
undertaking the liberalization programme already committed under the Uruguay 
Round and NAFTA.

Critical to the Administration’s ability to move forward on regional trade 
liberalization is “fast track” authority. This legislative tool is testimony to the 
inability of the Congress to deal responsibly with foreign trade legislation
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through its usual procedures. The United States Constitution provides that 
Congress shall “regulate commerce with foreign nations.” Sixty years ago in its 
last effort to set tariffs by direct legislation, the Congress passed the infamous 
Smoot-Hawley Act, loaded with protection for favorite industries in the United 
States. The results were sobering and gave popular support for a less political 
approach to trade. With the reciprocal trade agreements program in the 1930s, 
Congress periodically began to grant prior authorization for the President to 
negotiate tariffs reductions up to a certain ceiling. As GATT negotiations 
became more complicated and the results required changes in the United States 
domestic legislation, another mechanism was needed. In the 1960s, the United 
States and the European Economic Community negotiated an agreement on the 
side of the Kennedy Round which required eliminating the protectionist system 
of pricing American chemicals. The Congress rejected the agreement, and the 
Europeans protested that they could not afford to negotiate with the United States 
only to have the results held hostage to the United States domestic politics. This 
threatened to severely limit or stymie the GATT process as it moved beyond 
tariff cuts.

The 1974 Trade Act devised “fast track authority” as a means around this 
problem. With the expectation that the Tokyo Round negotiation would involve 
numerous legislative changes, Congress agreed to a procedure under which 
normal Congressional rules for consideration of legislation would be suspended. 
When the Round was over, the Administration would consult with the 
appropriate committees in drafting the implementing legislation. In practice, this 
provided an opportunity for negotiation and amendment by those on the 
committees of jurisdiction. Once the legislation was modified accordingly and 
formally presented to the Congress a series of deadlines assured expeditious 
consideration with no amendments allowed. The procedures provide 
considerable influence for the more knowledgeable Congressional members on 
the committees of jurisdiction, while reducing the ability of other members of 
Congress to influence trade bills.

The Executive branch and foreign negotiating partners now generally 
regard the fast track as essential to any significant negotiation. Naturally, the 
Executive branch would prefer a continuous grant of fast track authority and 
sought in the Uruguay Round implementing legislation to have such authority 
approved. This did not prove popular with the Congress, where even the 
Uruguay Round legislation without fast track faced other challenges: the 
technical issue of identifying budget cuts to make up for the “revenue losses” 
created by the tariff reductions (even though broader economic analysis suggests 
that the economic growth effects of the agreements will be revenue creating) and 
the emotional concern of some conservatives that the new World Trade 
Organization will undermine American sovereignty.

Other sources of opposition to the fast track came from a feeling that the 
extension of fast track should not be handled through the fast track process itself.
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Moreover, Republicans were especially concerned about legal and policy 
implications of the labour and environment side agreements in NAFTA (that 
international trade sanctions could be used as a tool for enforcement of domestic 
law) and did not want to see such agreements replicated in future trade 
agreements which they could not block because of the fast track procedures.

The Administration, therefore, sacrificed fast track in the interests of 
getting a positive vote on the Uruguay Round. The appropriate committee 
chairmen agreed to take up the fast track proposal early in the new year, but the 
Republican victory in the November 1994 elections meant that the committee 
chairmen would now come from the opposition. Moreover, approval of this 
controversial legislation will have to come through regular Congressional 
procedure and will be subject to members’ pet trade amendments. Despite the 
free orientation of many of the Republicans, including House Speaker Newt 
Gingrich, it may be some time before the fast track trade authority is granted 
again, except for a limited grant for the Chilean negotiation.

VI. CONCLUSION

Economic analysis suggests that Asian countries should not be overly 
concerned about the direct economic impact of NAFTA. The investment 
diversion effects may be more important than the trade effects, but even these 
should have dynamic growth effects that benefit non-NAFTA economies. The 
fears expressed about NAFTA’s impact, mirroring those of such other past events 
as the completing of the European Union and the opening of China, often seem 
dominated by the notion of a constant pie. In fact, Asian developing economies 
seem poised to continue their growth trajectories based on domestic sources, the 
dynamic growth of the region, and their ability to make successful adjustments to 
and find opportunity in increased international competition.

When NAFTA is examined from a political perspective, the agreement 
appears to be principally an arrangement among three very closely related 
economies to develop procedures for resolving conflicts that inevitably arise 
through the economic integration process and for removing further political 
barriers to that process. These are worthy objectives and ones that should be 
extended as broadly as possible.

It is especially important to extend such arrangements to important 
trading partners with significantly different systems of government-business 
relations and regulatory regimes. Therefore, an important lesson of NAFTA 
perhaps is that Asian countries and the United States of America, should both 
work harder to reduce real systemic and perceptional differences that make trans
pacific regional and subregional arrangements and global freer trade a more 
difficult proposition. For Asian countries continuing efforts to further liberalize 
their economies would seem to be the best response to NAFTA, both as a short
term strategy to combat potential trade and investment diversion and in the long-
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term of preparing their economies for broader regional and global economic 
integration. Since few would have imagined a Mexican-American-Canadian free 
trade agreement a decade ago, there is no reason why the Asian and Pacific 
countries cannot aspire to and work together toward achieving a similar vision. 
The APEC vision provides a basis for some Asian developing countries to 
participate directly in such a process, and the commitment to open regionalism 
by the APEC members provides an opportunity for all to benefit from this 
process.
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Chapter Four

Mexico in the North American Free Trade Region: 
Critical Aspects for the Asian and Pacific Countries

Juan Jose Ramirez Bonilla 
(El Colegio de Mexico)

I. INTRODUCTION

Once the three North American nations announced their decision to enter 
negotiations to establish the limits and extent of a Free Trade Agreement, 
scholars began to develop econometric studies on the possible impact of such 
free trade not only on the countries involved but also on countries in other 
regions of the world. The results were quite clear:

(a) The impact of such trade integration would be minimal within the 
region as well as outside the region. Mexico, because of its special 
position, would probably obtain more benefits. The trade diversion 
would have a minor impact on Asian countries.

(b) A major impact on Mexico’s GNP could occur only through new 
capital investment flows.

According to these theoretical scenarios, Mexico would be more of a 
threat as a financial competitor than as a trade competitor. Nevertheless, as a 
result of the unilateral trade liberalization policy applied by the Mexican 
Government, experience shows that even before the North American Trade 
Agreement came into effect, trade flows were routed to Mexico in detriment of 
Asian countries.

Since in the case of Mexico it is impossible to separate trade activities and 
the capacity to attract new capital investment, NAFTA’s success will depend on 
how domestic problems are handled and solved. The consolidation of Mexico’s 
de facto integration within NAFTA may therefore bring about new challenges for 
the countries in the Asian and Pacific region. In order to properly evaluate the 
scope of NAFTA, it is necessary to consider the following points: (a) the results 
of Mexico’s 1986 unilateral trade liberalization policy; (b) its regional and extra- 
regional effects; and (c) the sectorial outlook for the Mexican economy under 
NAFTA. It is also necessary to take into account the peculiarities of Mexican 
policies which, one way or another, affect the real tendencies of the economic 
integration process. These three topics will be discussed in this paper.
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II. UNILATERAL TRADE LIBERALIZATION 
IN MEXICO

(1) Main Features of the Trade Liberalization Policy

This process, as will be recalled, started in the second half of 1980s, when 
the Mexican Government decided to change its development strategy and open 
the national borders to international competition. This led to the unilateral 
decision by Mexico to liberalize trade, and to become a member of GATT.

In the early 1980s, 90 per cent of productive domestic activities were 
protected from outside competition through a complex system of import permits 
which applied to 100 per cent (12,000 categories) of imported products. Tariffs 
covered a range from 0 per cent up to 100 per cent of the imported product 
prices, based on national interests established by the authorities. President 
Miguel de la Madrid’s administration (1983-1985) eliminated import licenses on 
2,000 product categories.

Mexico decided to join GATT in 1986 and speed up the trade 
liberalization policy. By December 1987 the overall range of import tariffs had 
been reduced to a maximum of 20 per cent, while at the same time the process of 
eliminating import permits continued. By 1988 only 23 per cent of domestic 
productive activities was protected, and the average import tariff was in the 
range of 11 per cent. This average tariff was further reduced to 10 per cent in 
1990, and only 230 categories of products in sectors classified as strategic by the 
Mexican Government remained subject to import permits.

Furthermore, between 1983 and 1987 the guaranteed prices and subsidy 
systems which protected activities threatened by foreign competition were 
practically eliminated, maintaining only those that protected basic products 
required by underprivileged groups. The free market forces took over and the 
Mexican economy became one of the most open economies in the world.

One purpose of the trade liberalization process in the framework of 
modernization and stabilization programmes, was to contain inflation as well as 
to spur Mexican industry to participate on a more competitive basis in 
international markets.

The first objective was very successfully achieved, and the three digit 
inflation rates that had been recorded in 1980s were reduced to two digits in 
early 1990s, and to one digit at the present time.

The second objective was also achieved, but at a high economic and 
political cost. Acting on the premise that the most efficient allocation of 
productive resources is determined by market forces, the Mexican Government 
reduced its economic intervention to a minimum, going from an extreme of 
exaggerated protectionism to an equally exaggerated liberalist position. This
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naturally produced a severe shock to the productive sector which had evolved 
from the former development strategy.

(2) Context of Liberalization

The combination of problems derived from the 1982-1983 financial crisis, 
the drastic reduction in public spending, the economic cost of the 1985 
earthquake, and the unexpected impact of reduced income from oil exports, had a 
negative impact on the Mexican economy.1 Growth rates fell to a minimum (as in 
1985, 1987 and 1988), and even to negative numbers (as in 1986).

1 Some of the more interesting studies in this area include, for instance:

• Sobar, Horacio E: A General Equilibrium Analysis of the Gains from Trade for the 
Mexican Economy of a North American Free Trade Agreement (Mexico: Centro de 
Estudios Economics, El Colegio de Mexico, 1991).

• Young, Leslie, and Romero, Jose, A Dynamic Dual Model of the North American Free 
Trade Agreement (Mexico: Centro de Estudios Economicos, El CoIegio de Mexico, 
1991).

Also see Perla Imada's analysis (University of Hawaii) on the trade diversion and creation produced 
by Mexico's inclusion in NAFTA, and its effect on the Pacific region Asian countries.

2 Based mainly on wage control and consequently on end-demand.

There is one aspect of the Mexican political system which must be 
emphasized because, although it is a formal one, it has a strong impact on the 
economic situation. This is the cyclical, six-year change of administration 
political feature. To be precise, the cycle really covers only five years of an 
active federal administration process plus one year in which all public sector 
activities virtually cease while electoral campaigns take over before the new 
incoming administration begins to govern and determines its own real 
programmes. In 1988 this was another factor adding to the poor economic 
behavior of the following years. The private sector stood by waiting to see if the 
new administration would keep its promise to go ahead with the De la Madrid 
project.

Once they were reassured, private national and foreign investment spurred 
the economy, producing an upward real growth rate of 3.35 and 4.4 per cent in 
1989 and 1990, comparable to that of its neighboring countries. However, in 
spite of a healthy outlook, the Government, keeping inflation in mind, opted for 
a restrictive policy,2 and the growth rate barely registered 2.8 per cent in 1992 
and 1.5 per cent in 1993.

1994 was to be a landmark year in Mexican history. Mexico would be 
recognized as a partner of the first world economic power, and as a member of a 
selected group of industrialized countries. Furthermore, since this was an 
election year and the end of President Salina’s six-year administration, it was 
expected that his successor would take possession in an ideal situation. 
However, political events took over and the year started surprisingly with an 
armed uprising in Chiapas, followed on 23 March by news of the assassination 
of the official party’s presidential candidate. During the months that followed it
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was not altogether plain that the PRI would win the elections: left and right wing 
opposition parties gained ground and the new official candidate’s campaign 
showed no clear signs of victory ahead. Nevertheless, on 21 August Ernesto 
Zedillo won 48 per cent of the votes at the most competitive presidential election 
in the nation’s history.

The strained political environment forced the Salinas administration to 
make enormous efforts to avoid economic setbacks, for instance, by forestalling 
a massive flight of capital.3 Therefore, according to official estimates, the annual 
real growth rate was 3.2 per cent for the first six months of 1994. That growth 
rate is expected to hold now that the political situation has settled down.

3 At the end of the last two presidential terms, massive capital flight caused the incoming 
administrations some problems in reactivating the economy. Without having totally avoided this 
situation, the present Government was able, none the less, to act quickly and decisively to overcome 
the problems that arose during 1994.

However, as will be discussed later in this paper, Ernesto Zedillo, 
president elect of Mexico, has promised that there will be changes that might 
affect the form, if not necessarily the content, of the country’s economic strategy. 
He has emphasized the need to consider social welfare and employment. Thus, 
the questions are whether he will abandon the wage and price restriction policies 
which were the basis of inflation control; how he plans to create a million jobs a 
year; and if national and foreign investment will be sufficient for this purpose.

The continuity of Government’s project seems to be assured; 
nevertheless, it is not quite clear if authorities are able to promote a “culture for 
exports”, aiming to consolidate the results in economic integration with North 
American countries.

III. CONSEQUENCES OF TRADE LIBERALIZATION 
AND THE COMPETITION FOR THE

UNITED STATES MARKET

During 1986-1993, trade liberalization provoked fundamental changes in 
Mexican economy; internally, the exports were concentrated on manufactured 
goods; regionally, they also concentrated on the United States market; extra- 
regionally, Mexican goods substituted Asian exports in the United States market.

(1) Internal Effects

Two basic changes must be noted in connection with the structure of 
Mexican exports:

The first, which occurred in 1986, was due to the decrease in international 
oil prices which produced a drastic decrease in export revenues: in 1985, 61.43 
per cent of the total value of exports corresponded to exports of crude oil and in 
1986, this figure had decreased to 34.53 per cent (-26.90 per cent). Volume was
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reduced from 525 to 470 thousand barrels (-10.47 per cent). From that point 
until 1990, the relative participation of oil in overall exports, with minor ups and 
downs, remained at about 33.10 per cent.

The second change occurred in 1991, and this time it was due to a sudden 
increase in the export of manufactured goods. The participation of this category 
in the total export revenues went from 51.99 per cent in 1990 to 74.03 per cent in 
1991, with a further increase to 76.67 per cent in 1992 and to 80.18 per cent in 
1993.

(2) Regional Effects

The 1987-1994 trade liberalization process has had several regional 
effects. First, it allowed Mexico’s association with its new partners even before 
NAFTA came into effect. Between 1987 and 1993, Mexico’s exports to the 
United States grew from 64.61 to 78.81 per cent. In terms of world trade, 
Mexico’s exports to its northern neighbours increased from 66.05 to 84.47 per 
cent (+18.42 per cent).

Canada’s results in that same period, and after six years of having signed 
its own trade agreement with the United States, were less satisfactory: although 
the United States absorbed 81.12 per cent of Canada’s exports in 1993, this was 
below the 84.96 per cent figure for 1987, when the Canada-United States 
Agreement was ratified. Canada’s exports to Mexico remained at very low 
levels, and were never in excess of 0.5 per cent.

From the United States point of view, Mexican import products 
represented 4.84 per cent of total United States imports in 1987, and this figure 
had increased progressively to 6.41 per cent in 1992. Canada’s participation 
stayed at about 18 per cent between 1988 and 1993. Mexico has indeed 
consolidated its position in the North American market.

Just before the North American Trade Agreement became effective, and 
thanks to the unilateral economic liberalization process that preceded it, two 
profound structural changes had taken place in Mexico’s exports picture; first, 
international markets became more accessible to Mexican exports, and second, 
Mexico’s exporters concentrated on manufactured goods. It can be said, 
therefore, that the basic feature of the trade integration process between Mexico 
and the United States has already been achieved, and what remains to be done in 
the framework of NAFTA is to consolidate and expand the results obtained to 
date.

(3) Extra-regional Effects and the Competition for United States Market

Since the development strategy followed by the Pacific coast region 
countries of Asia, is based on promoting exports of manufactured goods, and 
considering that the United States market is still the main export market for most
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of those countries, it is only natural that their Governments are asking to what 
extent the new economic relations between Mexico and the United States will 
affect them.

This is the reason why changes in the trade relations between these two 
countries must be analyzed. Table 4.3 shows the structure of United States 
imports by country of origin, including the 10 principal Pacific Asia countries 
and the NAFTA partners. The table clearly shows that during the period 1987- 
1992, the total participation of these 10 Asian countries remained at an average 
constant level of about 38.89 per cent.

Looking at trends in trade relations between the Asian countries and the 
United States, it becomes apparent that there are two groups:

(a) The more developed countries and areas (Japan, the Republic of 
Korea, Taiwan Province of China and Hong Kong) showed a 
considerable decrease in their participation in United States imports, 
from 33.71 per cent to 27.67 per cent, in the period 1987-1992. 
Some specifics are worth noting:
• Hong Kong was the only area that was able, in 1993, not only 

to recuperate lost ground, but to increase it considerably. After 
a progressive decline in its exports, from 2.47 to 1.86 per cent, 
it was able to climb up to 4.56 per cent, compensating parting 
of the loss suffered by other countries in that group.

• Japan and the Republic of Korea continued to lose ground in 
1993.

(b) Countries in an intermediate stage of development, such as the 
members of ASEAN (Association of South East Asian Nations) and 
China, increased their participation in United States imports, from 
5.32 to 10.61 percent between 1987 and 1993. An outstanding case 
in this group is China for the rapid expansion of its presence in the 
North American market and because, at the end of the 1987-1993 
period, China alone accounted for half the total exports in the group.

The total figures indicate a substitution of exporters: it would seem that 
Mexico’s exports have displaced the exports from countries with a similar 
productive potential: the Republic of Korea, Taiwan Province of China and 
Hong Kong.

In specific sectors, such as textiles, the evolution of Mexican exports has 
undoubtedly affected countries such as Thailand or Malaysia, and it is to be 
expected that when Mexico’s entrepreneurs become culturally oriented towards 
the exporting business, the North American market will become highly 
competitive for Asian goods.
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On the other hand, for countries with a high degree of specialization in 
products with a high value added content, resulting from the application of 
advanced technology (Japan), the substitution process has not occurred and is 
unlikely to occur in the long run. On the contrary, expanded production within 
the NAFTA framework will undoubtedly create a rapidly growing demand for 
this type of product and especially for capital goods.

IV. SECTORIAL OUTLOOK FOR THE MEXICAN 
ECONOMY UNDER NAFTA

Considering the high degree of concentration of Mexican exports (almost 
80 per cent of the total in 1993) on the United States market, and the absolute 
predominance of manufactured goods in the composition of those exports, it 
would be necessary to analyze the impact of these two aspects on the overall 
North American market and deduce its possible effect on the Asian and Pacific 
countries. Table 4.7 shows that between 1990 and 1991 United States imports of 
Mexican origin manufactured products had grown from 3.64 to 5.69 per cent. 
The average percentage change of +2.05 per cent occurred in the following 
sectors: textiles (+4.84 per cent), mineral non-metallic products (+3.71 per cent), 
plastic and rubber products (+3.70 per cent), metallic products, machinery and 
equipment (+3.56 per cent). Up to a point, these are the sectors that might prove 
to be competitive for the Asian countries.

(1) Textile Sector

This sector has undergone an important change: semi-finished goods 
(yarns, synthetic and natural fiber weaves) are no longer the main export 
category, and finished goods are more important.

For the national economy, textiles constitute a key sector, not only for its 
participation in the creation of the national product, but also because it is highly 
job-creating. Furthermore, exports of Mexican textiles to Canada and the United 
States will provide greater advantages than many other products:

• Barriers will be eliminated over a specified period of time: when 
NAFTA becomes effective, in five years, and in 10 years.

• Export quotas are eliminated as of 1 January 1994 for all products 
originating in the area.

• When products contain raw materials imported from countries 
outside of North America, the quotas will remain in force until 
1999.

Under such conditions, if they are to maintain and expand their share of 
the market in North America, national producers and authorities will have to 
establish programmes for financing, technological renovation, and trade 
practices.
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(2) Non-metallic Minerals

Until 1990 hydraulic cement constituted the main export product in this 
sector. United States producers accused Mexican exporters of dumping and the 
United States authorities found in their favor, blocking the importation of 
Mexican cement. As barriers are progressively eliminated, it is hoped that 
exports of this product to the United States will start again.

On the other hand, glass products have been predominant in sectorial 
exports. In this case, NAFTA establishes that tariffs will be reduced in a two-year 
period, beginning with a 20 per cent rate. For the Mexican glass industry, 
consisting mostly of the Vitro consortium, the NAFTA conditions in this regard 
are satisfactory, in view of the fact that it has had a considerable surplus since 
1989.

This is probably one of the areas, because of the special production 
situation and the type of goods produced, which is likely to be less competitive 
for the Asian countries.

(3) Plastic and Rubber

The development of this sector, as well as of the petrochemical industry, 
depends, to a large extent, on the possibility of attracting large investments. This 
is the reason why through amendments to the foreign investment law, efforts 
have been made to reduce as far as possible the strategic area reserved for the 
state (practically limited to oil extraction and the first stages of oil industrial 
treatment).

From a total national interest, the problem will consist in getting from the 
stage of raw material production and semi-finished goods, to the stage of 
finished goods.

(4) Metallic Products, Machinery and Equipment

The second structural transformation of Mexican exports has applied to 
this sector, which includes a number of areas covered in detail by NAFTA. Two 
of these areas appear to be the most important from the viewpoint of competition 
with Asian countries:

(a) Automobile Motors
• United States tariffs will be practically eliminated, as long as 

the regional content rules are applied: 50 per cent up to 1988, 
62.5 per cent after that.

• Mexican producers will be covered by an initial tariff of 20 per 
cent which will be eliminated in a period of 10 years.

There are five automobile producers in this sector in Mexico: General 
Motors, Chrysler, Ford, Nissan and Volkswagen. Nissan is a perfect example of

54



the problems that will be faced by non-United States producers: up to this point, 
a considerable number of its suppliers are located outside of Mexico (in Japan or 
in some of the Asian countries); now they must transfer some of their productive 
processes to American territory in order to comply with the established 
specifications.

Mexico hopes to benefit from these investment flows. However, it should 
be noted that only the secondary production phases will be relocated in Mexico, 
and that participation in these areas will include Mexican industrialists on their 
own or in joint ventures with counterparts from the countries of origin. The 
potential danger of routing Asian investments into Mexico will depend, on one 
hand, on the strategies laid out by the companies in the automobile sector, and on 
the other, on the price-quality relationship of labour; in this regard, three possible 
situations can occur for Mexico:

• Impossibility of competing with cheaper, even though less skilled, 
labour in Asian countries.

• Difficulty of acquiring production phases based on the use of 
sophisticated technology, due to the absence of highly skilled 
labour.

• Possibility of attracting somewhat capital intensive productive 
processes requiring intermediate technologies.

Under such conditions United States, rather than Mexico, is more likely to 
be the main competitor for the Asian countries for key investments in this sector.

(b) Electric and Electronic Home Appliances
Home appliances produced in Mexico have been fairly successful so far 

in the United States market. The sector has shown a surplus in recent years and, 
perhaps for that reason, it was totally liberated as soon as NAFTA became 
effective. However, this is a sector that produces a generation of appliances that 
are fast becoming obsolete. Consequently, it will be necessary to establish right 
away a programme to transform the productive plant and adapt it to the new 
conditions required by the international market.

The situation is quite different with regard to electric home appliances: 
Mexico’s unilateral liberalization programme has resulted in an inflow of Asian 
products which are not only more innovative but are also cheaper than those 
produced in Mexico or in the United States. Consequently, tariff reduction will 
take place in the short run, but even then it is doubtful that companies located in 
Mexico can compete with the Asian products without reorganizing their 
productive plant. In other words, Mexican industrialists will have to move to a 
more advanced production stage using new technology, improving quality, and 
reducing production costs.

In the electronic sector, the border industry or assembly plant industry has 
been a boon to companies of all nationalities. Nevertheless, the “maquiladora”
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system will disappear, and unless there are attractive sectorial programmes for 
the big international corporations, this sector may become obsolete or peter out. 
Should a geographic division similar to the one existing in the Pacific region of 
Asia be developed, countries such as Malaysia would have to compete not only 
for markets but for investments as well.

V. REASSESSMENT OF MEXICO’S
ECONOMIC POLICY

The success of Mexico’s unilateral trade liberalization must be 
emphasized:

• The anti-inflationary expectations have been fully justified: the 
flow of imported goods has improved consumption in broad social 
sectors, even under the conditions imposed by wage increase 
restrictions.

• The shock of outside competition has been effective, since it has 
helped eliminate obsolete sectors in the industrial plant and has 
made it possible for the survivors to adapt to the new conditions.

• As a result of these changes, the export structure of Mexican goods 
has been transformed and the Mexican economy has undergone a 
process of integration with the United States economy.

• Confidence in the Mexican economy has been restored, at least in 
the United States and European financial circles, bringing about new 
flows of financial resources which, in turn, have helped consolidate 
the economic stability.

The success of this process notwithstanding, there are still a few 
unresolved problems which could become important stumbling blocks.

To begin with, the liberalization policy has not been able to change the 
chronic deficit in the balance of trade. Exhausted by foreign competition, 
Mexican entrepreneurs now feel that there is an excess of imports and are asking 
the Government to reassess its economic policy. They want a new edition of the 
import substitution strategy, adapted to the new circumstances.

The concept of “import substitution” does not adequately express the 
wishes of the embittered private investors. They want a return to, not 
government intervention, but government guidance and direction. What has 
happened is that the Government has gone from a stubborn protectionist position 
to an exaggerated liberalization. The only valid policy, according to the 
Government, is to do without a policy and leave the market to function freely. To 
avoid the high cost (economic, political and social) of the process of natural 
selection generated by the Government’s attitude, entrepreneurs arc now 
demanding specific sectorial programmes coordinated by the Government, along
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the lines of such a process in other regions, where strategy is mostly based on the 
promotion of exports of basic goods.

Secondly, if the success of the trade liberalization process is measured 
against the degree of integration of the national economy with international 
markets, it must be acknowledged that the success has been relative. Mexico 
may indeed be one of the most open economies in the world, but this does not 
mean that national production depends more on foreign trade. On the contrary, 
statistics show that in 1987 total foreign trade (exports plus imports) represented 
38.05 of GNP; a year later, this figure had decreased to 23.35 per cent, 
recovering slowly since then to the level of 30.53 per cent in 1992.

Third, if one wishes to go even further, one might say that the national 
interest depends on the development of said “exporting culture” The 
consolidation of Mexican exports in the North American markets is, no doubt, 
positive: it has allowed to reactivate key sectors for the economy and to recover 
the confidence of international economic agents; notwithstanding, in the long 
run, it may limit, to a greater or lesser degree, the maneuvering margin of 
national economic authorities and actors in their attempt to preserve national 
interests.

Thus, export market diversification emerges as an end that must be 
attained quickly; but, given Mexico’s participation in the international division of 
labour, destination markets are those of industrial countries, in Asia, Europe and 
North America.

Fourth, the diversification of export markets will intensify competition 
with countries which have productive resources and potentials similar to that of 
Mexico; therefore, it is necessary to set the basis to prevent any negative 
consequences of an indiscriminate competition and to create new cooperation 
relations between Mexico and developing countries in the Asian and Pacific 
region.

Finally, the commonality of interests between Mexico and Asian 
developing countries may be an important factor influencing the region’s 
commercial and financial liberalization. Everything indicates that in the 
ministerial meeting of November 1994, Chile will be accepted as a full fledged 
member of APEC; in order to be consolidated, this agency is ready not to accept 
new members for an unlimited period. So as to prevent negotiations involving 
all countries in the Pacific region from including only a select group, Mexico and 
the ASEAN countries may play a key role to consolidate APEC as a broad 
regional forum.

Post-ministerial conferences among representatives of ASEAN and 
officers from countries concerned in strengthening their links with the 
Association are a good example of openness of an organization towards its 
environment without having to go against the institutionality of said
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organization. By adopting similar mechanisms, APEC may become a forum not 
only for its members but also for non-members countries and subregional 
organizations both from Asia and Latin America. ASEAN and Mexico, because 
of their respective regional situations, may become the promoters of APEC’s 
openness.

This means that becoming culturally oriented towards the exporting 
business has to be a spontaneous process or come as a reaction to shock policies 
in specific and reduced areas. The social actors have to learn before they can get 
into the race, and such a learning process can only be produced by the 
Government. This does not mean, however, that the Government assume the 
exaggerated interventionist role it played in the past.

In summary, NAFTA provides Mexico with the means to reach the 
immediate goals of government policies (economic stabilization and 
reactivation), but it does not guarantee the attainment of its ultimate goals 
(economic sustainable and improvement of population’s living conditions); to 
attain the latter, a broader regional environment is necessary, with a favourable 
political context; pan-Pacific cooperation within APEC might be the prelude to 
commercial and financial liberalization in the region. It is in this optimistic 
sense that Mexico’s joining NAFTA must be considered.
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Table 4.1 NAFTA: Main economic indicators, 1985-1993

1985 1987 1988 1989 1990 1991 1992 1993

UNITED STATES
GNP* 4 038 4 539 4 900 5 250 5 522 5 722 6 038 6 374
Growth rate 3.16 3.08 3.93 2.51 0.83 (1.16) 3.43 2.94
Exports* 213 252 319 363 393 421 447 468
X as per cent GNP 5.28 5.57 6.52 6.93 7.12 7.37 7.41 7.34
Imports* 361 424 459 493 517 509 552 636
M as per cent GNP 8.95 9.34 9.38 9.40 9.36 8.90 9.15 9.98
X+M as per cent GNP 14.23 14.91 15.90 16.32 16.48 16.27 16.56 17.32
Population** 238.49 242.84 245.06 247.34 249.92 252.18 255.02 258.2
GNP/capita*** 16 934 18 695 19 996 21 229 22 095 22 693 23 678 24 686

CANADA
GNP* 342 424 508 562 578 570 541 536
Growth rate 4.77 4.05 4.88 2.45 (0.16) (1.69) 0.72 2.39
Exports* 90 84 116 120 126 126 133 141
X as per cent GNP 26.54 19.82 22.92 21.47 21.87 22.10 24.64 26.28
Imports* 78 90 110 117 119 120 126 135
M as per cent GNP 23.00 21.31 21.67 20.88 20.70 21.09 23.41 25.1
X+M as per cent GNP 49.54 41.13 44.59 42.35 42.56 43.20 48.05 51.47
Population** 25.16 25.62 25.91 26.24 26.58 27.03 27.44 27.85
GNP/capita*** 13 594 16 564 19 606 21 419 21 755 21 117 19 740 19 274

MEXICO
GNP* 105 87 171 192 233 281 331
Growth rate 2.59 1.87 1.25 3.35 4.44 3.63 2.65
Exports* 22 20 20 23 27 39 42 47
X as per cent GNP 21.03 23.47 11.92 11.99 11.66 13.91 12.87
Imports* 13 12 19 22 31 47 58 59
M as per cent GNP 12.78 14.58 11.43 11.84 13.64 16.78 17.65
X+M as per cent GNP 33.81 38.05 23.35 23.83 25.30 30.68 30.53
Population** 77.94 81.20 82.84 84.49 86.15 87.84 89.54 91.24

GNP/capita*** 1 348 1 077 2 066 2 274 2 705 3 207 3 703

Source: IMF: Financial Statistics.

* Billions of US dollars.
** Millions of inhabitants.
*** Dollars per inhabitant.
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Table 4.2 Mexico: Exports and imports by NAFTA and the Asian 
and Pacific countries and areas, 1985-1993

1985 1987 1988 1989 1990 1991 1992 1993

EXPORTS* 22 105 20 532 20 409 23 046 27 164 39175 42 700 47 002
NAFTA 62.13 66.13 67.26 71.31 70.18 79.39 81.57 84.47
United States 60.35 64.61 65.92 70.13 69.35 73.95 76.40 78.81
Canada 1.78 1.52 1.34 1.18 0.83 5.44 5.17 5.67
ASIA/PACIFIC 8.76 8.16 8.08 6.83 6.51 5.98 4.32 3.01
Japan 7.73 6.56 6.02 5.69 5.53 4.04 2.65 2.09
Republic of Korea 0.46 0.47 0.48 0.22 0.38 0.52 0.37 0.29
Hong Kong 0.06 0.19 0.39 0.28 0.15 0.22 0.20 0.17
Taiwan Province of China nd nd nd nd nd 0.42 0.41 0.00
China 0.38 0.63 0.88 0.39 0.24 0.34 0.24 0.24
Indonesia 0.01 0.02 0.01 0.06 0.03 0.18 0.18 0.11
Malaysia 0.00 0.02 0.05 0.00 0.01 0.02 0.02 0.03
Philippines 0.02 0.02 0.02 0.03 0.01 0.02 0.02 0.01
Singapore 0.02 0.02 0.11 0.05 0.12 0.12 0.12 0.08
Thailand 0.08 0.22 0.12 0.11 0.04 0.11 0.11 0.00
IMPORTS* 13 440 12 758 19 558 22 764 31 791 47 269 58 545 59 340
NAFTA 68.37 67.62 68.52 69.90 66.11 71.21 70.39 71.17
United States 66.62 64.68 66.69 68.33 64.63 70.40 69.34 70.16
Canada 1.75 2.94 1.83 1.58 1.48 0.82 1.05 1.01
ASIA/PACIFIC 5.84 6.93 6.54 4.30 5.67 6.15 6.77 6.97

Japan 5.38 6.56 5.99 3.59 4.63 5.97 6.50 6.71
Republic of Korea 0.08 0.22 0.58 0.71 0.84 1.37 1.55 1.69
Hong Kong 0.09 0.21 0.53 0.69 0.75 0.77 1.00 0.86
Taiwan Province of China nd nd nd nd nd 0.78 0.74 0.00

China 0.46 0.37 0.56 0.71 1.04 0.18 0.27 0.26
Indonesia 0.07 0.17 0.16 0.09 0.12 0.12 0.13 0.23

Malaysia 0.04 0.13 0.08 0.08 0.14 0.20 0.23 0.38

Philippines 0.01 0.02 0.02 0.05 0.02 0.03 0.02 0.06

Singapore 0.16 0.07 0.16 0.12 0.13 0.19 0.17 0.22

Thailand 0.07 0.01 0.01 0.02 0.19 0.20 0.18 0.00

* Millions of US dollars.

Source: IMF, Direction of Trade Statistics.
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Table 4.3 United States: Exports and imports by NAFTA and the Asian 
and Pacific countries and areas, 1985-1993

1985 1987 1988 1989 1990 1991 1992 1993

EXPORTS’ 213 146 252 884 319 413 363 807 393 106 421 755 447 400 468 161
NAFTA 28.57 29.42 28.23 28.38 28.32 28.08 29.23 30.29
Canada 22.17 23.65 21.82 21.51 21.10 20.19 20.15 21.40
Mexico 6.40 5.77 6.41 6.86 7.22 7.89 9.07 8.89

ASIA/PACIFIC 22.50 24.16 26.38 26.79 26.71 26.54 26.30 23.32
Japan 10.62 11.17 11.78 12.25 12.36 11.42 10.68 10.24

Republic of Korea 2.79 3.20 3.52 3.70 3.66 3.68 3.27 3.16
Hong Kong 1.31 1.58 1.77 1.73 1.74 1.93 2.03 2.11
Taiwan Province of China 2.21 2.93 3.76 3.11 2.94 3.13 3.40 0.00
China 1.81 1.38 1.57 1.60 1.22 1.49 1.67 1.87

Indonesia 0.37 0.30 0.33 0.35 0.48 0.45 0.62 0.59

Malaysia 0.72 0.75 0.67 0.79 0.87 0.93 0.98 1.30
Philippines 0.65 0.63 0.59 0.61 0.63 0.54 0.62 0.75
Singapore 1.63 1.60 1.80 2.02 2.04 2.09 2.15 2.49

Thailand 0.40 0.61 0.59 0.63 0.76 0.89 0.89 0.81

IMPORTS’ 361 620 424 068 459 775 493 324 517 020 509 300 552 616 636 015

NAFTA 22.97 21.70 22.83 23.75 24.10 24.66 24.82 24.27

Canada 19.20 16.86 17.71 18.15 18.14 18.40 18.33 17.86

Mexico 3.77 4.84 5.12 5.59 5.96 6.26 6.49 6.41

ASIA/PACIFIC 28.84 39.59 39.68 38.97 36.94 38.74 39.39 36.74

Japan 20.02 20.77 20.26 19.68 18.00 18.66 18.00 17.36

Republic of Korea 1.65 4.24 4.60 4.16 3.73 3.48 3.14 2.80

Hong Kong 2.49 2.47 2.35 2.08 1.92 1.91 1.86 4.56

Taiwan Province of China 1.30 6.23 5.70 5.19 4.63 4.76 4.67 0.00

China 1.17 1.63 2.01 2.62 3.15 3.99 4.96 5.10

Indonesia 0.22 0.88 0.76 0.79 0.71 0.70 0.85 0.93

Malaysia 0.43 0.72 0.84 0.98 1.06 1.25 1.55 1.72

Philippines 0.38 0.59 0.63 0.67 0.70 0.73 0.84 0.81

Singapore 0.96 1.51 1.79 1.86 1.95 2.01 2.09 2.05

Thailand 0.23 0.56 0.74 0.94 1.08 1.27 1.43 1.41

Source: IMF, Direction of Trade Statistics.

* Millions of US dollars.
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Table 4.4 Canada: Exports and imports by NAFTA and the Asian 
and Pacific countries and areas, 1985-1993

1985 1987 1988 1989 1990 1991 1992 1993

EXPORTS* 90 780 84104 116418 120 673 126 447 126160 133 447 141 087
NAFTA 75.53 85.43 70.75 71.13 75.82 76.06 78.29 81.54
United States 75.22 84.96 70.40 70.69 75.44 75.76 77.83 81.12
Mexico 0.32 0.47 0.35 0.44 0.39 0.31 0.46 0.43
ASIA/PACIFIC 7.52 10.62 10.98 10.42 9.80 9.79 8.81 7.58
Japan 4.65 6.34 6.09 6.16 5.64 4.91 4.55 4.55
Republic of Korea 0.63 1.06 0.85 1.12 0.98 1.29 0.86 0.89
Hong Kong 0.27 0.44 0.70 0.75 0.48 0.57 0.52 0.39
Taiwan Province of China 0.34 0.66 0.69 0.63 0.54 0.71 0.59 0.00
China 1.02 1.29 1.81 0.80 1.04 1.24 1.35 0.92

Indonesia 0.21 0.27 0.21 0.22 0.20 0.23 0.27 0.24
Malaysia 0.17 0.12 0.14 0.16 0.17 0.20 0.14 0.11
Philippines 0.04 0.11 0.09 0.15 0.14 0.13 0.13 0.10
Singapore 0.09 0.16 0.21 0.18 0.27 0.26 0.19 0.17
Thailand 0.10 0.17 0.19 0.24 0.33 0.24 0.20 0.20
IMPORTS* 78 673 90 439 110100 117 358 119 681 120 410 126 830 135 206
NAFTA 70.45 66.91 64.96 64.74 64.12 64.08 64.26 66.88
United States 68.71 65.93 63.99 63.52 62.88 62.31 62.52 64.91
Mexico 1.73 0.98 0.97 1.22 1.24 1.77 1.74 1.97
ASIA/PACIFIC 6.06 6.99 7.53 7.72 7.81 8.72 8.64 7.87
Japan 5.69 6.35 6.83 6.87 6.82 7.38 7.03 6.10
Republic of Korea 1.49 1.54 1.68 1.76 1.61 1.41 1.31 1.26
Hong Kong 0.83 0.95 0.85 0.84 0.76 0.74 0.74 0.68
Taiwan Province of China 1.20 1.69 1.67 1.69 1.51 1.60 1.61 0.00
China 0.38 0.64 0.70 0.85 1.00 1.34 1.61 1.77
Indonesia 0.08 0.14 0.13 0.14 0.14 0.16 0.26 0.25
Malaysia 0.14 0.16 0.24 0.23 0.27 0.32 0.39 0.50
Philippines 0.10 0.09 0.13 0.15 0.14 0.15 0.18 0.22
Singapore 0.20 0.22 0.34 0.36 0.40 0.42 0.41 0.46
Thailand 0.10 0.17 0.25 0.30 0.29 0.36 0.38 0.44

* Millions of US dollars.
Source: : IMF, Direction of Trade Statistics.
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Table 4.5 United States: Domestic exports and imports for consumption 
of merchandise (SITC-based product category: 1985-1992)

1985 1987 1988 1989 1990 1991 1992

EXPORTS* 213 146 252 884 319413 363 807 393 106 421 755 447 400
PRIMARY GOODS 20 091 18 374 25 179 28 317 27 525 26 359 28 172
MINERAL GOODS 6400 5 245 3 663 7 319 7 699 7 830 7 583
MANUFACTURED GOODS 175 905 216 152 269 402 302 487 346 784 378 398 402 915
Food and tobacco 11 333 15 171 18 206 19612 22 251 23 217 25 527
Textile mill 1 942 2 674 3 466 4 086 5 272 5 809 6 325
Lumber and related 4 174 6 252 8 224 9 797 11 503 12 881 14 640
Paper and related 5 140 7 468 9 462 11 165 12 365 13 472 14 490
Petroleum and coal 5 438 4 645 4 041 5 225 7 131 7 393 6 735
Chemicals 21 816 27 056 32 649 37 299 39 680 43 647 44 125
Rubber and plastic 2 767 3 847 4 541 5216 6715 7417 8 280
Stone, clay and glass 1 794 2 121 2 338 2 747 3 458 3717 4 055
Primary metal 4 751 6 021 12 723 12 608 13 766 16 038 15 887
Machinery & equipment 108 893 128 755 158 584 178618 209 717 228 809 245 576
Others 1 775 2 820 4 573 4 740 4 509 4 862 5 728
MISCELLANEOUS 10 750 13 113 21 169 25 684 11 098 9 168 8 730

IMPORTS* 361 620 424 068 459 775 493 324 517 020 509 300 552 616
PRIMARY GOODS 13 478 15 190 13 420 13 968 13 438 13 863 14 961
MINERAL GOODS 41 063 35 454 33 173 43 496 54 164 47 006 47 173
MANUFACTURED GOODS 294 819 359 809 398 805 418 369 429 003 428 662 468 460

Food and tobacco 13 262 13 996 15 912 16 033 17 557 17 394 18 659
Textile mill 11 936 15 427 15 865 18 058 18 709 18817 20 154

Lumber and related 25 299 33 790 33 032 35 667 37 231 37 806 45 079

Paper and related 9 150 11 648 13 439 14 427 14 247 12 978 13 079

Petroleum and coal 19 243 13 841 11 598 12 627 15 253 11 701 10 956

Chemicals 13 463 15 188 19 565 21 206 22 777 24 250 27 204

Rubber and plastic 4 969 6 677 10 087 10 001 10 256 10 391 11 879

Stone, clay and glass 4 522 5 864 6 228 6 087 6 160 5 860 6 263
Primary metal 21 514 20 308 26 373 26 946 24 485 23 473 24 091

Machinery & equipment 159 745 207 600 227 397 236 400 241 155 244 888 266 866
Others 11 715 15 469 19310 20 917 21 174 21 104 24 232
MISCELLANEOUS 12 261 13614 14 377 17 491 20415 19 769 22 022

* Millions of US dollars.

Source: IMF, Direction of Trade Statistics.

US Department of Commerce, Statistical Abstract of the United States, 1993.
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Table 4.6 Mexico: Domestic exports and imports for consumption 
of merchandise (SITC-based product category: 1985-1993)

1985 1987 1988 1989 1990 1991 1992

EXPORTS 22 105 20 532 20 409 23 046 27 164 39 175 42 700
PRIMARY GOODS 1 429 1 523 1 628 1 722 2 136 2 102 1 897
MINERAL GOODS 14 101 8 468 6 500 7 967 9 653 7 169 7 187
MANUFACTURED GOODS 6 559 10 446 12 186 13 208 15041 29 649 33 432
Food and tobacco 766 1 316 1 353 1 280 1 108 1 304 1 262
Textile mill 199 567 615 628 640 1 848 2 141
Lumber and related 73 135 180 199 170 407 461
Paper and related 88 223 319 271 205 570 605
Petroleum and coal 1 488 754 822 589 1 197 831 825
Chemicals and allied 688 1 095 1 376 1 551 1 699 1 942 2 119
Rubber and plastic 42 113 155 180 126 639 734
Stone, clay and glass 319 448 517 572 531 768 849
Primary metal 654 1 262 1 556 1 917 1 907 1 917 1 917
Machinery & equipment 2 172 4 465 5 202 5912 7 329 18 779 21 917
Others 69 69 90 109 129 644 600
MISCELLANEOUS 17 95 94 149 333 255 183
IMPORTS 13440 12 758 19 558 22 764 31 791 47 269 58 545
PRIMARY GOODS 1 486 1 063 1 710 1 792 2 105 2015 2 694
MINERAL GOODS 197 246 312 347 395 366 490
MANUFACTURED GOODS 11 636 11 366 17 480 20 431 28 997 44 432 54 875
Food and tobacco 470 441 1 189 1 802 2 723 2 493 3 143
Textile mill 133 164 436 727 1 065 2 117 2 849
Lumber and related 45 41 78 99 177 405 519

Paper and related 384 583 769 836 1 079 1 714 2 063

Petroleum and coal 1 239 971 1 126 1 222 1 404 1 716 1 857

Chemicals and allied 1 261 1 323 1 816 2 199 2 824 3 495 4 158

Rubber and plastic 217 265 451 562 797 2 397 2 971
Stone, clay and glass 96 105 155 204 317 537 675
Primary metal 1 034 825 1 445 1 590 2 053 3 582 4 249
Machinery & equipment 6 697 6 589 9 887 10 963 16 228 25 451 31 785
Others 60 58 127 228 33 525 606

MISCELLANEOUS 121 83 56 194 294 457 486

Source: IMF, Direction of Trade Statistics.
INEGI, Anuario estadistico 1993. 

* Millions of US dollars.
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Table 4.7 Mexico’s share in the United States market (SITC-based product category: 1990-1992)

1990 1991 1992 Relative change
United States 
total imports*

Mexico 
exports’ 
share**

United States 
total 

imports*

Mexico 
exports’ 
share**

United States 
total 

imports*

Mexico 
exports’ 
share**

1990-91 1991-92

TOTAL 517 020 3.64 509 300 5.69 552 616 5.90 2.04 0.22
PRIMARY GOODS 13 438 11.03 13 863 11.21 14 961 9.69 0.19 (1.53)
MINERAL GOODS 54 164 12.36 47 006 11.28 47 173 11.64 (1.08) 0.36
MANUFACTURED GOODS 429 003 2.43 428662 5.11 468 460 5.45 2.68 0.34
Food and tobacco 17 557 4.38 17 394 5.54 18 659 5.17 1.17 (0.38)
Textile mill 18 709 2.37 18 817 7.26 20154 8.12 4.89 0.85
Lumber and related 37 231 0.32 37 806 0.80 45 079 0.78 0.48 (0.01)
Paper and related 14 247 1.00 12 978 3.25 13 079 3.54 2.25 0.29
Petroleum and coal 15 253 5.44 11 701 5.25 10 956 5.75 (0.19) 0.50
Chemicals and allied 22 777 5.17 24 250 5.92 27 204 5.95 0.75 0.03
Rubber and plastic 10 256 0.85 10 391 4.55 11 879 4.72 3.70 0.17
Stone, clay and glass 6 160 5.98 5 860 9.69 6 263 10.36 3.71 0.68
Primary metal 24 485 5.40 23 473 6.04 24 091 6.08 0.64 0.04
Machinery & equipment 241 155 2.11 244 888 5.67 266 866 6.27 3.56 0.60
Others 21 174 0.42 21 104 2.25 24 232 1.89 1.83 (0.36)
MISCELLANEOUS 20 415 1.13 19 769 0.95 22 022 0.64 (0.18) (0.32)

Source: Tables 4.5 and 4.6.
* Millions of US dollars.
** Percentage.
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Chapter Five

Possible Impacts of NAFTA on Japan

Mitsuhiro Kagami 
(Institute of Developing Economies, Tokyo)

I. INTRODUCTION

The North American Free Trade Agreement (NAFTA) became effective 
on 1 January 1994. Since then trade between the United States of America and 
Mexico has been increasing rapidly. The main purpose of this paper is to analyze 
the possible impacts of NAFTA on Japan, through trade and investment. Since 
Japan’s trade and investment structure has been changing due to unprecedented 
growth in East Asia, associated with accelerated appreciation of the Japanese 
currency against the United States dollar, NAFTA’s impact on Japan seems to 
have been diluted.

The first section considers recent transformations which have taken place 
in Japan’s trade and foreign direct investment (FDI). Possible impacts of 
NAFTA on Japan will be described in the second section, particularly through 
trade and investment diversion effects due to the elimination of tariffs and rules 
of origin. The third section will examine recent developments in Mexico, 
including the fact that Mexico had already began to prepare a runway of trade 
liberalization during the 1980s, before its take-off which culminated in NAFTA. 
The final section discusses the issues in economic bloc formation against global 
free trade systems. Finally, Japan’s position in the current movements will be 
briefly referred to.

I would like to express my gratitude to Professor Ippei Yamazawa of the 
Hitotsubashi University who kindly introduced me to this symposium. I am also 
grateful to Mr Ravi Sawhney, Director of the International Trade and Economic 
Cooperation Division, ESCAP, for his suggestions and, finally, special thanks to 
Takashi Nohara, my colleague at the Institute of Developing Economies, for his 
valuable comments.
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IL CHANGES IN TRADE AND 
INVESTMENT STRUCTURE

(1) Japan’s Trade

Japan’s export structure has changed dramatically as the East Asian 
economies' have grown. Relative importance of exports to the NAFTA region 
have declined, while those to East Asia have increased. It was recorded in 1992 
that exports to East Asia (US$ 112 billion) finally exceeded those to the NAFTA 
countries (US$ 107 billion) (Table 5.1).

Considering four major made-in-Japan products (automobiles and 
electronic products as representatives of consumer durables, textiles and apparel 
as light consumer goods, and metal-working machinery as capital goods), only 
exports of automobiles to the NAFTA region still show larger, though decreasing 
figures, than those to East Asia (US$ 33.8 billion for the former, US$ 9.8 billion 
for the latter in 1992). The value of exports of electronic products and 
metalworking machinery to East Asia overtook that to the NAFTA region in 
1990. In the case of textiles and apparel, East Asia has always been more 
dominant than North America. However, its importance to Japanese trade has 
already begun to deteriorate. The share of textiles and apparel to total exports 
was only 2.5 per cent in 1992.

Judging from these facts, East Asia became the most important export 
market for Japan, and its trade pattern seems to be more influenced by the 
growth of this region than any other place. Therefore, NAFTA’s trade diversion 
effects on Japan may not be as strong as has been estimated.

(2) Japan’s Foreign Direct Investment (FDI)

Since the Plaza Accord of 1985, the Japanese yen has been appreciating 
against the United States dollar, causing an outburst of investment outflows from 
Japan to foreign countries. It reached a peak of US$ 67.5 billion in 1989, then 
declined to US$ 34.1 billion in 1992 (Table 5.2). This was caused mainly by the 
recession that followed after the economic “bubble-bursting” in Japan.

The United States is the biggest FDI receiver from Japan. This reached a 
peak of US$ 32.5 billion in 1989, then declined to US$ 13.8 billion in 1992. 
Between 1988 and 1992, the United States received more Japanese FDI than any 
other country (US$ 112.2 billion); it accounted for 45 per cent of the total during 
this period, and 69 per cent of the accumulated sum to the United States from 
1951 to 1992. The reasons for this tendency are: (a) the Japanese yen’s 
appreciation against the United States dollar; (b) serious trade friction which led 
the United States to pressurize Japan to cut its surplus; and (c) large investment

1 In this paper, East Asia includes four Asian Newly Industrializing Economies (ASEAN- 
NIES4: Hong Kong, Republic of Korea, Singapore, and Taiwan Province of China), four ASEAN 
countries (ASEAN-4: Indonesia, Malaysia, Philippines and Thailand), and China.
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opportunities for services and real estate business in the United States. The 
importance of Mexico is quite small in Japan’s FDI, both in flow and in stock 
terms. The largest FDI figure for Mexico was recorded in 1991 reaching 
US$ 193 million.

In Asia, FDI to ASEAN-4 exceeded ANIES 4 for the first time in 1991, 
and again in 1992. Indonesia and China have continuously been increasing their 
receipts. By contrast, the figures for Thailand and Hong Kong started to decline 
after 1989. Japan’s FDI continues to be active in Asia despite a small unit 
investment size. In 1993 newly established firms outside Japan totaled 309, of 
which 249 firms were situated in Asia, 33 in North America, and 19 in Europe. 
Recently, small- and medium-scale enterprises are also willing to invest abroad 
due to difficulties in finding low cost young labour in Japan, accompanied by the 
strong yen against the United States dollar.

In terms of stock (the cumulative sum from 1951 to 1992), the United 
States also took the first place (42.0 per cent), followed by Europe (19.6 per 
cent), Asia (15.5 per cent), and Latin America (12.0 per cent). Europe was 
placed second for all sectors, but when we look at the manufacturing sector, Asia 
has always surpassed Europe in stock terms.

New factors which should be considered are the following. As trade 
deficits still remain large, Japan has to import more United States goods as well 
as invest more in the United States and its neighbouring countries. The United 
States, on the other hand, has a fear that Japan may use Mexico as an export 
platform. If this argument is strongly supported by the United States Congress, 
the amount of Japan’s FDI to Mexico will be influenced, that is, a shift from 
Mexico to the United States. The same argument holds for the Asian countries. 
Japan’s trade surplus with the Asian countries can be reduced only by more 
imports from and investment in Asia.2

2 This creates another problem for Japan, that is, “hollowing out” of some manufacturing 
sectors or the “deindustrialization” of Japan which would take place if FDI continues to expand. If 
Japan relocates its manufacturing industry to foreign countries, Japan loses its competitive edge as 
well as employment opportunities within the country.

One of the crucial factors to influence Japan’s trade and investment is the 
exchange rate. If the yen appreciates more against the United States dollar, 
Japan’s international competitiveness will be negatively affected, while FDI is 
likely to increase. Thus, price factors, particularly exchange rates and bright 
prospects of the East Asian market are more important determinants of Japan’s 
trade pattern than the formation of NAFTA.
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III. NAFTA’S POSSIBLE IMPACTS ON JAPAN

(1) Characteristics of NAFTA

NAFTA has several important characteristics in the context of considering 
its possible impacts on non-member countries as well as its member countries.

First, NAFTA is the first trade agreement made between advanced and 
developing countries. From the developing countries’ side in particular (Mexico 
in this case), large gaps in, for example, income, technology, the legal system, 
law enforcement, and in other institutional systems will need a series of 
adjustments to catch up with advanced countries. Some acute problems have 
already emerged, for example, in the discussion of passing the NAFTA bill in the 
United States Congress, that is, labour and environment issues which finally 
ended up in establishing supplemental agreements to NAFTA. In this context, 
Mexico needs to create or amend related laws, train personnel, strengthen 
monitoring systems, all of which require enormous extra cost for Mexico, both in 
economic and social terms. On the other hand, Mexico decided to choose 
NAFTA as a quick route to modernization to catch up with the level of advanced 
countries. If Mexico grows rapidly within the NAFTA frame, it will provide an 
effective market for the United States and Canada, as well as for other countries 
(trade creation).

Second, it is important to point out that NAFTA is not a customs union.3 
Existing tariff rates of each NAFTA country are applied for non-member 
countries. If the rates are high, trade and investment diversion may take place 
due to the tariff elimination among the member countries. Similarly, differences 
in tariff rates among the three NAFTA countries will affect investment decisions 
of non-member countries, particularly when tax incentives are eliminated such as 
the “maquiladora” operation4 in Mexico. In the present maquiladoras, free entry 
of parts and components are permitted if these are used in the production of re
exports. In the NAFTA rule, tax incentives, such as duty drawbacks and similar 
programmes in the maquiladora system, will terminate in 2001. Then, foreign 
investors may avoid Mexican location if Mexican tariff rates are higher than the 
United States. For example, the tariff rate for electronic parts ranges from 0-5

3 Some argue that NAFTA is not even a free trade agreement (Kenney, Romero, and Choi, 
1994). It has been pointed out that “Each section of the 1,900-page treaty was written by the firms 
and industries in the three countries in an effort to protect themselves from global competitors.”
4 Maquiladoras are basically interpreted as “in-bond processing” operations. In 1965 Mexico 
launched a regional development programme along the United States-Mexican border called the 
“Border Industrialization Programme.” The programme encouraged foreign firms to establish 
industries within 12.5 mile strip along the border. Foreign firms were allowed to import machinery, 
equipment and manufactured components duty free for processing and assembly, provided that all 
imported products were re-shipped abroad for final assembly and/or distribution. The system was 
later applied for factories inside of Mexico. Now there are over 1,900 maquila firms employing more 
than 510,000 persons. The maquiladora industry occupies 56 per cent of total manufacturing exports, 
some 20 per cent of overall employment in the manufacturing sector, and 1.5 per cent of GDP in 
value added in 1992.
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per cent in the United States, compared to 10-15 per cent in Mexico.5 This may 
cause relocation of factories as well as a shift in new investment towards the 
United States.

5 At the time drawbacks or similar programs are eliminated, each NAFTA country will adopt 
a procedure for goods still subject to duties in the free trade area to avoid the “double taxation” 
effects of the payment of duties in two countries. Under these procedures, the amount of customs 
duties that a country may waive or refund under such programmes will not exceed the lesser of: 
(a) duties owed or paid on imported, non-North American materials used in the production of a good 
subsequently exported to another NAFTA country; or (b) duties paid to that NAFTA country on the 
importation of such goods (NAFTA Brief, 1992).

6 NAFTA stipulates that a global or multilateral safeguard taken under the GATT rules may 
not include action against imports from another NAFTA country unless such imports: (a) account for 
a substantial share of total imports of the goods in question; and (b) contribute importantly to the 
serious injury or the threat of injury.

Third, there is the danger that NAFTA may work as a trade bloc, because 
of the severe rules of origin in certain types of products. Expanded local content 
ratios for automobiles, yam-forward-rules for apparel, and uses of assigned parts 
and components for electronic products are the examples. This will certainly 
affect trade and investment flows, particularly from non-member countries (for 
example, trade and investment shifts or diversion).

Fourth, NAFTA allows free movements of goods and money but not of 
labour, particularly from Mexico to the United States. It means that the present 
wage differences between the two countries (one-seventh) are kept for the short 
and medium period. This provides a strong incentive for investors to invest in 
Mexico.

Finally, NAFTA treats non-member countries differently, in order to 
protect member countries in the case of global safeguard actions under GATT.6 
It seems to violate the GATT rule (Article 13) which regulates non- 
discriminatory treatments for all parties, when exercising emergency actions 
(Itoh, 1993). This again shows NAFTA’s bloc formation tendency.

(2) Trade Diversion

The United States applies the same tariff rate for imported products, 
regardless of the country of their origin. Let us take Japan and Mexico as 
examples. Suppose that the quality of both goods are equal, and the wholesale 
price plus c.i.f. plus tariff of the Japanese goods is smaller than the wholesale 
price plus tariff of the Mexican goods, the United States would have chosen the 
Japanese goods before the formation of NAFTA. Now the tariff on the Mexican 
goods is eliminated under NAFTA. If the wholesale price of the Mexican goods 
is smaller than the price of the Japanese goods (the wholesale price plus c.i.f. 
plus tariff), the United States will choose the Mexican goods. This is an example 
of trade diversion. Should the tariff portion be larger than the price difference 
between the two goods (depending basically on the production cost), the 
diversion takes place. Therefore, the degree of tariff rates is a crucial 
determinant of trade diversion.
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The average tariff rate in the United States for industrial products is 
currently 5.5 per cent, but the actual rates range from 0 to 38 per cent (for 
example, 38 per cent for glass products and 34.6 per cent for certain textile 
products). Certain trade diversion will occur for products with high tariff rates, 
but in general, its effect does not seem substantial, because the tariff rates for 
Japan’s competitive products such as electronics and auto parts are very low (0-5 
per cent).7

7 Tsunekawa points out that the appreciated yen against the United States dollar and the severe 
competition among producers may make a small tariff differential a decisive factor in the competition 
(Tsunekawa, 1994).
8 The net cost method is based on the total cost of the goods less the costs of royalties, sales 
production, packing and shipping and non-allowable interest costs that are included in the portion of 
the total cost allocated to the goods.

(3) Rules of Origin in NAFTA

NAFTA allows preferential treatments for goods originated from the 
member countries if:

(a) the goods is wholly obtained or produced from materials that 
originate in the region;

(b) non-originating materials used in the production of the goods undergo 
an applicable change in tariff classification as a result of processing in 
the exporting NAFTA country (so-called “jump” in the tariff 
number);

(c) the value of non-originating materials used in the production of the 
goods satisfies a preset local content ratio on the basis of either the 
transaction value method or the net cost method (regional value 
content);

(d) certain types of goods contain major components or materials 
originated from the region.

In the case of (c), passenger automobiles, light trucks, engines and 
transmissions for such vehicles must satisfy the regional value content 
requirement, which is 50 per cent for the first four years, 55 per cent between 
1988 and 2002, and 62.5 per cent thereafter under the net cost method.8 This 
requirement is more severe than that of 1988 Canada-United States Free Trade 
Agreement (50 per cent). The local content requirement for other types of autos 
after eight years was set at 60 per cent. Similarly, for colour TVs, it was set at 
60 per cent.

Regarding (d), textiles and apparel, for example, have to satisfy special 
rules of origin, the so-called “yarn forward” rule, which says that an imported 
goods must be produced from yarn made in a NAFTA member country, in order 
to qualify for the benefits of the Agreement. For certain products, such as fabrics 
made from cotton and most man-made fibers, this is called the “fibre forward”
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rule. These rules are the most severe for textiles in the Agreement. Colour TVs 
of the size of 14 inches or more, must contain picture tubes originated from the 
region for the first five years and certain components including tuners are added 
thereafter. Assembled computers must contain logic boards produced in North 
America.

These requirements directly affect Japan’s exports of materials and parts 
to the NAFTA region. Although car exports to the United States remained 
constant for the last couple of years due to voluntary export restraint, exports of 
vehicle parts to the region increased from US$ 5.0 billion in 1988 to US$ 6.7 
billion in 1992 (see Table 1). Exports of electronic parts such as transistors and 
ICs to the region also increased from USS 3.6 billion to US$ 5.0 billion during 
the same period. NAFTA will surely attempt to reduce these exports from Japan, 
however, total impacts seem to be small, since these shares to total exports are 
less than 2 per cent. In the case of fibers and yarn exports to the region, the share 
is minimal so that the impacts are negligible.

Moreover, Japanese auto companies have already had assembly factories 
in the region (for example, Honda, Toyota, Nissan, Mitsubishi, Mazda, and 
Subaru in the United States, Honda in Canada, and Nissan in Mexico). Because 
of Japan’s enormous trade surplus with the United States and the appreciated yen 
against the United States dollar, Japanese auto makers tend to increase their 
United States production and cut car exports from Japan. Regarding electronics, 
sourcing parts and components such as picture tubes, semiconductors, and ICs is 
not difficult anymore as Japanese manufacturers have invested in the United 
States as well as in maquiladoras in Mexico (tube factories in the Midwest and 
some conglomerations in Tijuana and Ciudad Juares). Therefore, the direct 
impacts of NAFTA on Japan seem to be small in terms of exports and 
investment.

IV. RECENT MEXICAN DEVELOPMENT

This section considers the tremendous changes in the management of 
macroeconomic and social policies which took place in Mexico after the 1982 
debt crisis and its resulting confusion. The Government began to reduce its anti
export biases, turning away from its long-standing import substitution policies. 
The two principle foundations of its restructuring process include (a) trade 
liberalization; and (b) solidarity pacts.

With trade liberalization, tariff and non-tariff barriers, such as quantitative 
restrictions, official reference prices and license requirements have been fiercely 
reduced (Zabludovsky, 1990). In this context, Mexico joined the GATT in 1986. 
As a result, the average tariff became close to 10 per cent with a maximum of 20 
per cent and less than 2 per cent of the import schedule was subject to 
quantitative restrictions by 1992 (Banco de Mexico, 1993).
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A noteworthy characteristic of Mexico’s stabilization policies is its unique 
social consensus, formed among different economic players (for example, the 
government, the entrepreneurs, and the labour union). In contrast to other 
countries, Mexico is able to reach a national consensus without much 
controversy because of the strong influence of its one party system, PRI, in 
which labour unions are virtually included. The first group pact was reached in 
1987, which is called the Economic Solidarity Pact (PSE), followed by the 
Stability and Economic Growth Pact (PECE) of 1989. In 1993, PECE was 
refashioned as the Pact for Stability, Competitiveness and Employment. A series 
of these pacts stabilized price and wage movements, while deregulation and 
privatization have revitalized private investment and inflows of FDI to Mexico.

As has been pointed out, President Salinas made use of NAFTA as a final 
touch of his prompt modernization process. Mexico had to change its economic 
and social structure in order to insert itself to the international economy. 
Fundamental reforms were executed under the Salinas administration to provide 
a level playing field for NAFTA. Those include:

(a) the amendment to Article 27 of the Federal Constitution to remove 
restrictions and uncertainties that prevailed in the past regarding land 
property rights in agriculture (“ejido” system);

(b) new laws and/or revision of laws and establishment of related 
organizations such as the newly introduced mining laws, fishery laws, 
antitrust laws, regulations for banking, stock exchange, insurance and 
consumer protection;

(c) changes in social securities, especially the retirement savings system 
to amend the Law on Social Security and the Law on the National 
Institute for Worker’s Housing;

(d) denomination by establishing a new monetary unit, “New Peso”, 
which is equivalent to one thousand old pesos.

Under these modernization programmes, the Mexican economy became 
freer and less restrictive in economic activities, and it became easier for them to 
participate in the global economy. The final goal is to form a multi-layered 
industrial structure across the boundaries of the three NAFTA countries.

From the East Asian experience, FDI played a crucial role in forming the 
horizontal division of labour according to dynamic comparative advantages 
(Kagami, 1993). In globalization of multinational enterprises - usually in search 
of low-cost labour, companies transferred part of the standardized production 
process to developing host countries. Consequently, this had introduced modem 
technology and management know-how in these developing countries. The 
multinationals integrated re-imported parts and semi-finished products from 
developing host countries in the final assembly plants at home, to exploit the full 
economies of scale (for example, inter-process trade or vertical integration across 
national boundaries). Moreover, as the industrial ability of developing host
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countries improved, a horizontal division of labour took place, producing 
differentiated products in both places. For example, small-sized TVs and simple 
types of air-conditioners were produced in developing host countries, while 
large-sized TVs and sophisticated air-conditioners were produced in the home 
country. Both products were then traded for the other (for example, intra
industry trade). In the case of NAFTA, for instance, the United States specializes 
in the production of large and luxurious cars, while Mexico specializes in 
compact and subcompact cars according to their comparative advantages and 
demand conditions.9 Buoyant investment-cum-export development will allow 
Mexico to ride on a sustainable growth trajectory. In this context, certain moves 
in Japan’s FDI are observed. Honda decided to invest in Mexico to produce cars. 
Several electronic firms also decided to invest and/or expand their factories. 
Financial sectors are considering new investment in Mexico. These movements 
reflect bright expectations of the Mexican economy.

9 Another reason for small cars to be produced in Mexico is related to CAFE (United States 
Corporate Average Fuel Efficiency) rule. It requires automakers to produce vehicles that average 
27.5 miles per gallon for domestic fleets. The domestic fleet are those vehicles comprised of at least 
75 per cent of the United States-Canadian content of value (another local content requirement other 
than that of NAFTA). Because the United States manufacturers concentrate the production of large 
cars at domestic sites, they must also retain small-car facilities to achieve the efficiency average for 
the fleet. According to NAFTA, small cars produced in Mexico are now considered domestic so that 
it would find it easier to meet the rule by moving small-car production to Mexico (Fujita et al., 1994).

However, certain shortcomings exist in Mexico, which can be 
summarized as follows:

(a) lack of industrial infrastructure such as telecommunication, 
transportation, electricity, and water supply, especially at the border;

(b) scarcity of skilled manpower, and high turnover in unskilled labour, 
which hinder the introduction of modern shop floor production 
technologies,;

(c) lack of institutional framework, such as reliable local suppliers in 
parts and components.

In relation to the last point, the promotion of supply chains or 
“supporting” industries is indispensable (Ruizy Kagami, 1993). Local supply 
chains and local entrepreneurs “actively pursuing economic niches as suppliers 
and even beginning their own assembly activities” (Kenney and Florida, 1994) 
should be urgently encouraged.

V. GLOBALISM VIS-A-VIS REGIONALISM

There are two main streams in the world trade system: the multilateral 
approach and the regional approach. The former seeks free trade through global 
agreements such as the Uruguay Round, while the latter tends to integrate 
regional or subregional groups into free trade areas. The European Union and 
NAFTA are the examples of the latter. Regionalism occasionally contradicts
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globalism, because member countries within a certain region can benefit from 
trade arrangements, while non-members are excluded from such preferential 
treatments. Although a successful completion of the Uruguay Round was 
announced this year, the world seems to be going in an opposite direction, for 
example, towards bloc formation.

(1) GATT Uruguay Round

The formal signing ceremony of the ending of the Uruguay Round talks 
was carried out in Marrakesh, Morocco on 15 April 1994. It took seven years 
and three months to end painful and disturbing negotiations, and the main issues 
covered were, for example, the elimination of tariff and non-tariff barriers in 
goods and services trade, intellectual property rights, reduction of subsidies 
(especially protection for agriculture), safeguards, dispute settlement 
mechanisms, and the establishment of a new international organization that is 
called the World Trade Organization. Disputes still unsolved include labour and 
environmental standards, and an argument of excessive protectionist approach 
such as resurrected super-301 in the United States.

Multilateral trade negotiations took many years because of strong 
conflicts of interests between advanced and developing countries as well as 
within advanced countries, particularly on agricultural issues. For example, 
Japan finally lifted the total import ban of rice and agreed to liberalize partly its 
rice market (minimum access).

Regarding the signing of the Uruguay Round, each country has to pass the 
related bills in its congress this year. Although the United States seems to have a 
little difficulty in passing the bills, 1995 will be the first year in which the world 
will jointly seek the global trade liberalization.

On the other hand, there are different movements in operation: that is, 
regional integration or subregional bloc formation, represented by the European 
Union and NAFTA.

(2) Bloc Formation

The EC 12 finally agreed to have a full integration starting 1993, in 
accordance with the Maastricht Treaty. Despite a slow progress in the European 
Monetary System programme, a newly-born European Union has began to seek a 
borderless society in terms of goods, money, and people. The EFTA (European 
Free Trade Area) countries will also join the European Union in the near future. 
The European countries have realized that only integration can allow them to 
compete with the United States and the Asian commercial trade domination in 
terms of cost and technology, because of the small size of their individual 
economies.

NAFTA entered into force in January 1994, aiming at the liberalization of 
trade and investment among the three nations. NAFTA is also expected to
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counter-balance the power of “fortress” Europe and the East Asian commercial 
trade influences. A final goal has been set to establish the Western Hemisphere 
Free Trade Area (WHFTA), by inviting other Latin American countries into 
NAFTA. Chile and Argentina will be the first possible candidates to participate.

Other subregional movements are in progress in Latin America, which 
include restructuring of the Central American Common Market, G-3 (Colombia, 
Mexico and Venezuela), MERCOSUR (Argentina, Brazil, Paraguay and 
Uruguay), etc.

In East Asia, the ASEAN Free Trade Area (AFTA, which consists of six 
ASEAN countries such as Brunei Darussalam, Indonesia, Malaysia, Philippines, 
Singapore, and Thailand) planned to have a common tariff scheme for the 
member countries, called the Common Effective Preferential Tariff (CEPT) 
system, from 1993 with total accomplishment in 2008.10 The East Asian 
Economic Caucus (EAEC) is a revised version of the Malaysian prime minister’s 
(Mr M. Mahathir) controversial initiative (EAEG). EAEC includes ASEAN, 
Myanmar, Viet Nam, China, Hong Kong, Taiwan Province of China, Republic of 
Korea, and Japan but excludes the United States and Australia. In Oceania, a 
successful integration has been implemented between Australia and New 
Zealand (ANZCERTA: the Australia-New Zealand Closer Economic Relations 
Agreement). South Asia has its own integration plan called the South Asian 
Association for Regional Cooperation (SAARC members are Bangladesh, 
Bhutan, India, Maldives, Nepal, Pakistan and Sri Lanka). West and Central Asia 
have also their regional cooperation scheme called the Economic Cooperation 
Organization (ECO). It covers 10 countries after joining six new republics in 
Central Asia and Afghanistan (ECO members are now Afghanistan, Azerbaijan, 
Islamic Republic of Iran, Kazakstan, Kyrgyzstan, Pakistan, Tajikistan, Turkey, 
Turkmenistan and Uzbekistan).

10 The fifth meeting of the AFTA Council held in Chaingmai, Thailand, on 21 September 1994 
decided to accelerate the time schedule for CEPT by 2003.

At first, APEC (the Asia-Pacific Economic Cooperation) was a rather 
weak tie among countries along the Pacific rim. It gained its significance when 
the United States recognized the importance of Asia, especially China in terms of 
market and of strategic reasons. From Latin America, Mexico has been an APEC 
member since the Seattle meeting in 1993, and Chile will become a new member 
from the Indonesian meeting in November 1994.

(3) Risks Involved in Bloc Formation

As has already been pointed out, these bloc movements have negative 
effects against global pursuits of free trade as well as developing countries, 
which are:

(a) Regional or subregional integrations sometimes turn out to be 
restrictive against non-members through the adoption of rules of

77



origin or local contents. Moreover, trade diversion effects bring 
about losses in trade and foreign investment of non-member 
countries;

(b) In the case of the tie between advanced and developing countries 
such as NAFTA, the North-South problem emerges. Advanced 
countries want developing countries to have the same standards or 
levels in such fields as labour and environment. These standards are 
usually behind or not well defined legally in developing countries. 
Moreover, supervising and monitoring to keep these standards and 
legislations requires enormous funds and trained staff. Lack of labour 
standards, labourer’s rights, child labour as well as defects in ruling 
environmental issues are well known examples. Modernization in 
developing countries means the leveling-up of these standards. In the 
case of NAFTA, the United States asked Mexico to have 
supplemental agreements on labour and the environment. However, 
too much pressure on developing countries to hurry in forming rules 
and monitoring systems in these matters, can be seen as barriers or 
even protectionism from the developing countries’ point of view. In 
this context, there is a strong opposition from developing countries. 
This was the reason that the issue was left open for further 
discussions in the Uruguay Round talks. This is a new, but typical 
example of the long standing North-South conflict.

(c) Regarding the North-South problem, modernization and technology 
gaps will bring about a sudden elimination of certain sectors in 
developing countries if free trade is actively enforced. In the case of 
NAFTA, it is said that agriculture and micro and small and medium 
enterprises (SMEs) in Mexico will be the victims. International 
competitiveness is the most important element in trade and its 
achievement is crucial for developing countries, particularly in 
SMEs;

(d) As a result of the ending of the cold war, military presence 
diminished, and security issues were replaced by economic 
integration as a new operating balance. The United States wants to 
utilize APEC as a security platform as well as an economic forum. 
China also uses the APEC card for its power game. The European 
Union is being recognized as the biggest challenge against the United 
States. NAFTA is expected to include all Latin American countries to 
form WHFTA in the future. The world seems to be in the pursuit of a 
new order of power (“Cold Peace”) through economic integration. 
This sort of tendency hinders multilateral trade negotiations such as 
the GATT Uruguay Round.

However, if the ratification of the Uruguay Round is quite difficult and 
takes time because of conflicts of many interest groups in the domestic as well as 
world arena, the second best solution is to allow-the formation of regional
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integrations and their gradual unification to cover wider areas, reaching finally to 
the entire global free trade area.

In my opinion, Japan seems to seek the formation of global free trade 
systems, and not to support the idea of bloc formation, except APEC. This is 
because APEC covers the large Pacific rim area, including AFTA, NAFTA and 
ANZCERTA, and is a loose tie to have an economic community (so called a “big 
family”), targeting a free trade area by 2020 (APEC, 1994). Its main feature is 
“open regionalism”. Japan devotedly promotes this idea and has a strong 
intention to contribute to its leadership as well as cooperate technically.

VI. CONCLUSION

NAFTA’s impacts on Japan are not as large as what has initially been 
thought. Direct influence on the Japanese exports through trade and investment 
diversion is limited because (a) shares of major export items to North America 
are not large, except for vehicles (and auto exports to the United States are 
subject to voluntary export restraint in any case); and (b) Japan’s private 
companies have already invested in North America to clear rules of origin under 
NAFTA and export shares of these items (such as auto parts and electronics 
parts) to this region are also quite small.

Yet certain impacts on Japan’s investment will take place. If the Mexican 
economy is integrated into the United States economy under NAFTA, a 
sustainable growth of the former will be secured. Thus, some Japanese 
multinationals are likely to invest in Mexico for its promising perspectives in 
such fields as automobiles, electronic home appliances, and banking. However, 
Mexico’s share in Japan’s FDI is still very small. Japan’s FDI to the United 
States continues to be high partly due to the existence of persistent trade frictions 
between the two countries and partly due to vast investment opportunities in the 
United States economy along with the appreciating Japanese currency against the 
United States dollar.

Mexico uses NAFTA as a quick modernization step. An integration of the 
Mexican economy to the United States will enhance both economies through the 
exploitation of comparative advantages, leading the former to a rapid economic 
growth. Costs involved in the modernization process such as renovation of legal 
systems, financial as well as fiscal reforms, training of personnel, and 
environmental conservation should be taken into account. Moreover, certain 
pitfalls in infrastructure, labour, and industrial organizations should be solved. 
On the other hand, the United States needs Mexico as an economic partner to 
establish intraregional trade and investment in order to cope with European 
integration as well as a rapidly rising East Asian economic power.

East Asia has become an engine of growth in the world economy. Its 
future prospects, particularly China’s enormous market, are of everybody’s
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concern. Japan’s trade and investment patterns have, thus, turned to be more 
sensitive to this region than any other area.

Japan’s basic position in world trade is to support the GATT Uruguay 
Round since Japan benefits more than any other country from free trade. Japan 
opposes any bloc formations except APEC. Japan strongly promotes APEC 
which aims to have a successful completion of trade and investment 
liberalization by the year 2020.
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Table 5.1 Japan’s Value of Exports

(Millions of US dollars)
1988 1989 1990 1991 1992 Share 

(percentage)

Total export value 264 772 275 040 286 768 314 395 339 490 100.0
United States 90 238 93 702 90 880 92 080 96 559 28.4

Canada 6 424 6 807 6 726 7 251 7 073 2.1
Mexico 1 772 1 908 2 271 2818 3 803 1.1
NAFTA 98 435 102 417 99 877 102 148 107 436 31.6

East Asia 72 187 77 778 84 804 100 657 112 008 33.0
Road vehicles and their parts 61 115 61 634 65 631 70 560 78 410 23.1

United States 29 764 29 338 29 493 29 951 29 743 8.8
Canada 2517 2 859 3 108 3 527 3 478 1.0
Mexico 363 287 361 467 642 0.2
NAFTA 32 645 32 485 32 961 33 946 33 862 10.0

East Asia 5015 5 533 7 109 7 577 9 800 2.9
(in which) Vehicle parts 9481 10 300 11 288 11 653 12910 3.8

United States 4 440 5 100 5 359 5 262 5 780 1.7
Canada 189 319 493 559 504 0.1
Mexico 336 225 297 364 462 0.1
NAFTA 4 965 5644 6 149 6 186 6 746 2.0

East Asia 1 935 2 112 2 735 2 852 3 166 0.9
Electric and electronic
products and their parts 57 171 58 872 60 524 67 499 70 783 20.8

United States 17 935 18 936 17 852 18 375 19 486 5.7
Canada 1 081 1 118 957 1 037 948 0.3
Mexico 533 633 730 865 1 124 0.3
NAFTA 19 550 20 688 19 539 20 276 21 557 6.3

East Asia 17 704 18 625 19 881 24 174 27 544 8.1
(in which) Electronic parts 12 327 14 123 13 347 14 860 17 478 5.1

United States 3 369 4 328 3 691 3 890 4 674 1.4
Canada 61 59 40 45 75 0.0
Mexico 140 176 185 203 248 0.1
NAFTA 3 570 4 562 3916 4 139 4 998 1.5

East Asia 6 460 6 850 6 823 8 197 9 965 2.9
Textiles and apparel 6 937 6 896 7 232 7 985 8 635 2.5

United States 948 884 777 805 818 0.2
Canada 93 96 83 71 63 0.0
Mexico 18 26 26 31 32 0.0
NAFTA 1 059 1 006 885 907 914 0.3

East Asia 3 400 3 521 3 843 4 574 5 132 1.5
Metalworking machinery 4 764 5415 5219 5 621 4 934 1.5

United States 1 527 1 885 1 426 1 450 1 184 0.3
Canada 138 103 97 118 60 0.0
Mexico 30 45 56 131 212 0.1
NAFTA 1 696 2 033 1 578 1 699 1 457 0.4

East Asia 1 645 1 854 1 984 2 364 2218 0.7

Source: AIDXT (Ajiken Indicators on Developing Economies: Extended for Trade Statistics),
Institute of Developing Economies.

Note: East Asia includes the Republic of Korea, Taiwan Province of China, Hong Kong,
Philippines, Indonesia, Singapore, Malaysia and Thailand.
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Table 5.2 Japan’s Foreign Direct Investment by Country

(Millions of US dollars)
1980 1988 1989 1990 1991 1992 Accumulation from 

1951-1992
Share 

(percentage)

WORLD 4 693 47 022 67 540 56911 41 584 34 138 386 530 100.0
Asia 1 186 5 569 8 236 7 054 5 936 6 425 59 880 15.5

(ANIES4) 378 3 264 4 900 3 354 2 203 1 922 27 397 7.1
Hong Kong 156 1 662 1 898 1 785 925 735 11 510 3.0
Singapore 140 747 1 902 840 613 670 7 837 2.0
Republic of Korea 35 483 606 284 260 225 4 623 1.2
Taiwan Province of China 47 372 494 445 405 292 3 427 0.9
(ASEAN4) 786 1 966 2 782 3 242 3 083 3 197 27 054 7.0
Indonesia 529 586 631 1 105 1 193 1 676 14409 3.7
Malaysia 146 387 673 725 880 704 4815 1.2
Philippines 78 134 202 258 203 160 1 943 0.5
Thailand 33 859 1 276 1 154 807 657 5 887 1.5
(Other Asia)
China 12 296 438 349 579 1 070 4 472 1.2

Latin America 588 6 428 5 238 3 628 3 337 2 726 46 547 12.0
Brazil 170 510 349 615 171 464 7 195 1.9
Mexico 85 87 36 168 193 60 2 127 0.6
Panama 222 1 712 2 044 1 342 1 557 938 18 739 4.8
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(Millions of US dollars)

Table 5.2 (continued)

1980 1988 1989 1990 1991 1992 Accumulation from 
1951-1992

Share 
(percentage)

North America
Canada 112 626 1 362 1 064 797 753 7 207 1.9
United States 1 484 21 701 32 540 26 128 18 026 13 819 162 373 42.0

(NAFTA) 1 681 22 414 33 938 27 360 19016 14 632 171 707 44.4
Europe 578 9 116 14 808 14 294 9 371 7 061 75 697 19.6
Africa 139 653 671 551 748 238 6813 1.8
Middle East 158 259 66 27 90 709 4 231 1.1
Oceania 448 2 669 4618 4 166 3 278 2 406 23 782 6.2

Source: Zaisei Kinyu Toukei Geppou (Monthly Statistics on Money and Finance), various issues, Ministry of Finance.
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Chapter Six

NAFTA: South-East Asian Perspective

Mohamed Ariff 
(University of Malaya, Kuala Lumpur)

I. INTRODUCTION

It is not difficult to understand why all regional trading arrangements are 
discriminatory, even if these do not lead to increased tariff or non-tariff barriers 
against the rest of the world. They are discriminatory, by design and definition, 
simply because membership privileges are not extended to others. Preferential 
trading arrangements can cause serious distortions which may adversely impact 
on non-member exports, although there may also be positive externalities 
emanating from regional groupings in the form of increased demand through 
economic growth.

Much will depend on the relative importance of the grouping in world 
trade. Regional groupings among countries which play no more than a marginal 
role in world trade will not matter as much as regional groupings among major 
players. It will also depend on the profile of the countries which trade with 
regional groupings. Thus, bloc formations will matter much more to outward
looking economies than inward-looking ones.

The above line of reasoning would lead us to hypothesize that NAFTA 
(North American Free Trade Agreement) will have important implications for 
South-East Asia, not only because NAFTA represents a mighty regional 
economic arrangement among three important players (the United States of 
America, Canada and Mexico) in the international trade arena, but also because 
trade is the life blood of many South-East Asian economies, especially ASEAN 
(Association of South East Asian Nations), for which North America is an 
important export market. An attempt is made in this paper to examine the effects 
that NAFTA is likely to have on South-East Asia, and to draw some policy 
inferences from the analysis.

The rest of this paper is structured as follows. The next section presents a 
profile of existing economic relations between North America and South-East 
Asia, so as to provide a backdrop. Section 3 sketches out the NAFTA 
framework. NAFTA externalities for South-East Asia are considered in Section 
4. Finally, in Section 5, some policy issues are discussed.
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II. NORTH AMERICA/SOUTH-EAST ASIA AXIS

Bilateral trade and investment relations between North America and 
South-East Asia are dominated by the United States and ASEAN on either sides, 
respectively. The United States is an important trading partner for South-East 
Asia. It absorbs about one-fifth of South-East Asian exports, as the biggest 
market. It ranks second after Japan as a source of imports for South-East Asia, 
providing about one-sixth of the total. Canada is a marginal player in terms of 
both exports as well as imports for South-East Asia, as it accounts for only about 
1 per cent of South-East Asia’s trade flows. Mexico plays an insignificant role 
insofar as the trade relations of South-East Asia are concerned, occupying an 
inconspicuous position in the latter’s trade matrix.

The relative importance of the United States as an export market varies 
among the ASEAN countries [Table 6.1]. The United States share ranges from 
one-seventh for Indonesian exports to two-thirds for the Philippines. It is also of 
relevance to note that manufactures (SITC 5-8) account for over 80 per cent of 
the total ASEAN exports to the United States [Table 6.2]. About one-fourth of 
these manufactures consists of unskilled labour-intensive items such as textiles, 
garments, furniture and leather products, and over one-half is accounted for by 
technology-intensive items such as electrical and electronic goods [Table 6.3],

Of considerable relevance to the present analysis is the pattern of 
comparative advantage in the ASEAN region, as depicted by RCA (revealed 
comparative advantage)1 indices [Ariff and Tan, 1992], Indonesia’s comparative 
advantage lies mainly in plywood, cement, wood manufactures, fertilizers, 
textiles and clothing and footwear. Malaysia’s comparative advantage centres 
around electrical and electronic machinery, plywood, wood products and 
clothing. The Philippines’ comparative advantage is found in textiles and 
clothing, electrical machinery, furniture and travel goods. Singapore has 
comparative advantage in electrical and electronic goods and petroleum-related 
chemical products. Thailand possesses comparative advantage in a variety of 
products including gems and jewellery, furniture, travel goods, wood 
manufactures, watches and clocks, clothing, footwear, leather goods and toys.

1 International trade theory relates comparative advantage to pre-trade relative prices, whereas 
empirical research has to deal with post-trade data. The concept of RCA is designed to “reveal" the 
comparative advantage, assuming that relative costs as well as non-price factors are reflected in the 
observed trade pattern. An index exceeding unity, or one which is increasing, is taken as an 
indication of comparative advantage.

The United States is important to ASEAN also as a source of foreign 
direct investment (FDI). The United States investments are substantial 
especially in the Philippines and Singapore, accounting for 39 per cent and 44 
per cent of the total FDI inflows during 1986-1990 [Table 6.4], The sectoral 
pattern of United States investment in ASEAN shows a concentration in 
petroleum, electrical and electronic equipment, chemicals and services sectors 
[Table 6.5],
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Evidently, trade and investments are interlinked. The United States 
investments in ASEAN have generated much trade flows between the United 
States and ASEAN, with ASEAN importing its intermediate inputs from and 
exporting the end products to the United States.

The story is very different for the rest of South-East Asia. Myanmar, 
Cambodia, the Lao People’s Democratic Republic and Viet Nam have hardly any 
trading relations with the United States. As a matter of fact, these countries have 
suffered much from self-imposed isolation. Their trade relations have been until 
quite recently confined largely to what was the Eastern bloc led by the former 
Soviet Union. Although Viet Nam has subsequently opened its economy in a big 
way under Doi Moi (Renovation), its economic ties with the United States have 
been affected by the United States embargo which was lifted only recently.

III. NAFTA: INTERNAL DYNAMICS

Needless to say, NAFTA, which came into force on 1 January 1994, is a 
big deal by any standards. It represents a formidable coalition of major players 
with a huge market of over 370 million people and a combined GDP (gross 
domestic product) of about US$ 6.5 trillion. Trilateral trade amounted to a hefty 
US$ 244 billion in 1991, about three quarters of which was accounted for by 
United States-Canada trade. The United States is the largest trading partner for 
both Canada and Mexico, accounting for 70 per cent and 72 per cent of their total 
trade, respectively. In the United States trade matrix, Canada ranks first and 
Mexico third.

A major feature of NAFTA is that all tariffs among the three-member 
countries on trade of North American-made products will be abolished in 10 
years, with the exception of some “sensitive” items tariffs on which will be 
removed in 15 years. Non-tariff barriers such as import licenses and quantitative 
restrictions will also be dismantled. It is important to underline that NAFTA 
goes beyond liberalization of merchandise trade to liberalization in other areas 
including services trade,2 investment regulations, labour laws, environment and 
intellectual property rights.

An interesting aspect of NAFTA is that it is scheduled to be implemented 
in a gradual fashion over a 15-year period so as not to cause undue shocks in the 
system and at the same time the initial steps are big enough to make significant 
impacts so as to kickstart the process. Thus, the United States is committed to an 
immediate elimination of tariffs on a wide variety of items of export interest to 
Mexico. Likewise, Mexico is scheduled to eliminate immediately tariffs on 
nearly 50 per cent of industrial goods of export interest to the United States. All 
trade between the United States and Canada will be duty-free by 1998 under the 
United States-Canada Free Trade Agreement.

Aviation, maritime and basic telecommunications are not included in the services coverage.
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The existing trilateral trade pattern of NAFTA countries suggests that 
these countries will benefit enormously from the NAFTA arrangement. Canada 
and Mexico have had thriving trade with the United States, thanks primarily to 
geographical proximity. It is in this sense that NAFTA represents a “natural 
region” with considerable complementarity in terms of factor and resource 
endowments. The main exports of Canada to the United States consist of wood 
products, paper products and nonferrous metals. Both Canada and Mexico have 
large petroleum exports to the United States. However, it is machinery and 
transport equipment that dominate intra-industry trade among the three North 
American countries. The largest category at the two-digit SITC (Standard 
International Trade Classification) level in the United States-Canada intra
industry trade is road vehicles and parts, while the two largest categories in the 
United States-Mexico intra-industry trade are electrical machinery and road 
vehicles and parts [Kehoe, 1993].

Several studies, using general equilibrium models to analyse the impacts 
of trade liberalization, have shown that NAFTA benefits will be unevenly 
distributed among the three countries.3 These studies have suggested that 
Mexico will gain most and the United States least, with Canada falling in 
between in economic welfare terms. The impact of trade and investment 
liberalization under NAFTA as a percentage of GDP is estimated at 5.0 per cent 
for Mexico, 0.7 per cent for Canada and 0.3 per cent for the United States 
[Brown, Deardorff and Stern, 1991]. It has also been shown that Mexico will 
gain much more than Canada or the United States in terms of dynamic gains as 
well [Kehoe, 1993]. The long-term effects are unclear, especially in terms of 
impacts on wages and exchange rates which may affect the competitiveness of 
intra-NAFTA exports.

3 See: Brown, Deardorff and Stern [1992], Bachrach and Mizrahi [1992], McCleery [1992], 
and Young and Romero [1992],

IV. NAFTA: IMPLICATIONS FOR SOUTH-EAST ASIA

The above internal dynamics of NAFTA are not without externalities. 
Some of the gains of NAFTA members may well be at the expense of third 
countries. These externalities, however, need not be all negative, as third 
countries may also enjoy some positive spin-offs emanating from NAFTA. The 
nature and intensity of these externalities will depend critically on the trade and 
investment matrix of non-members vis-a-vis NAFTA countries.

Without a doubt, NAFTA has important implications for South-East Asian 
countries, given their extensive economic linkages with the United States as in 
the case of ASEAN countries or future potentials for similar connections as in 
the case of Myanmar and Indo-China, countries which are likely to emulate the 
ASEAN model of export-oriented economic growth and development. However, 
understandably, NAFTA is of immediate concern only to ASEAN countries in 
South-East Asia.
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That trade is the lifeblood of the ASEAN economies is readily clear. The 
ratio of exports to GDP varies from 20 per cent for the Philippines to 152 per 
cent for Singapore [Table 6.6], with exports growing at fast speed ranging from 
14 per cent per annum in Indonesia to 25 per cent per annum in Thailand during 
the period 1987-1990. As mentioned, the United States represents a major 
market for ASEAN exports in general and manufactured exports in particular. At 
present, as alluded to earlier, it is the United States that really counts within 
NAFTA, while Canada and Mexico are yet to emerge as important destinations 
for ASEAN exports. As such, the question of NAFTA trade diversion is of 
relevance to ASEAN in the United States market only. Although Canada and 
Mexico are viewed in the ASEAN-NAFTA context primarily as diverters of 
trade, it is Mexico, not Canada, that is feared most in the ASEAN circles. 
Canada cannot be a major source of trade diversion for ASEAN in the United 
States market, simply because Canada’s production structure differs sharply from 
that of ASEAN, whereas Mexico can pose a serious threat to ASEAN exports to 
the United States since the comparative advantage pattern of ASEAN countries is 
quite similar to that of Mexico.

It is feared that Mexico will get the lion’s share of the United States market 
for manufactures at the expense of ASEAN, as a result of its preferential market 
access under NAFTA. Mexico’s level of industrialization is comparable to that of 
ASEAN, with similar factor and resource endowments. What is more, Mexico is 
producing a variety of manufactures that are strikingly similar to that of ASEAN. 
All this seems to suggest that Mexico will cause massive trade diversion in the 
United States market which ASEAN will have to come to terms with.

Upon closer scrutiny, however, it appears that the above perception of the 
trade diverting role of Mexico may have been grossly exaggerated. For one 
thing, empirical evidence is not conclusive. For another, we cannot accept 
statistical estimates at face value without factoring in pre-NAFTA imperatives.

A number of econometric studies have estimated that the Mexican exports 
to the United States will increase by 13 to 17 per cent under the NAFTA 
arrangement.4 Needless to say, the impact is likely to vary from product to 
product. Thus, according to one estimate, Mexico’s exports of textile and 
clothing should increase by as much as 42 per cent under NAFTA [Bannister and 
Low, 1992]. However, several other empirical studies have suggested that the 
trade diversion effect of NAFTA will not be substantial. For example, an 
econometric exercise, based on a gravity model,5 has indicated that United

4 See: United States International Trade Commission, “The likely impact on the United States 
of a free trade area with Mexico”, USITC Publication 2353, February 1991 (cited in Supper [1993]), 
KPMG Peat Marwick Policy Group, “The effects of a free trade agreement between the United States 
of America and Mexico”, Executive Summary, Washington D.C., March 1991 (cited in Langhammer 
[1992]), and Brown, Deardorff and Stem [1992],

5 The standard gravity model of international trade ascribes bilateral trade balances primarily 
to the levels of economic activity in the exporting and importing pair of trading partners and to the 
physical distance between them.
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States imports are much less sensitive to distance than United States exports 
[Eaton and Ho, 1993]. Put another way, United States exports tend to go closer 
to home, while United States imports are sourced farther afield. This finding 
suggests that the United States will export more to Canada and Mexico rather 
than import more from these neighbours - which means that ASEAN need not 
worry much about the trade diversion effect of NAFTA.

Reference may be made to empirical studies which have attempted to 
estimate the extent of trade diversion. For ASEAN, the magnitude of trade 
diversion is estimated at US$ 484 million or 4 per cent of ASEAN exports to 
North America [Kreinin and Plummer, 1992] which is not large. Another study 
suggests that this may be even smaller to the tune of US$ 350 million for Asia as 
whole, of which ASEAN constitutes only a part [Hufbauer and Schott, 1992],

A comparison of the list of ASEAN exports to the United States with that 
of Canada and Mexico can shed some light by identifying overlappings. It is 
found that ASEAN exports compete with Canadian and/or Mexican exports in 13 
commodity groups, viz. organic chemicals, precious stones, footwear, 
instruments, preserved fruits, raw sugar, petroleum products, textiles and clothing, 
iron and steel, travel goods, fish, fresh nuts and food preparations [Kreinin and 
Plummer, 1992]. Trade diversion, if any, will be found in these areas. An 
UNCTAD study has identified the main products in which ASEAN could lose its 
market share in the United States to Mexico, due to trade diversion under 
NAFTA, as textile yarns and clothing, footwear, electrical appliances, parts and 
components, radio broadcast receivers and electrical wire and cables [Table 6.7],

Care must however be exercised in interpreting the results of these 
econometric exercises. The works cited above do indicate that the trade 
diversion impact of NAFTA on ASEAN is not as large as often assumed. This 
impact may even be much smaller than what these studies suggest in some 
sectors, especially textiles and electronics, given the nature of competition and 
production arrangements in these sectors.

The fact that ASEAN and Mexican textiles and apparel have long been 
competing in the United States market does not necessarily mean that ASEAN 
will lose out to Mexico under NAFTA. It appears that NAFTA will not make a 
big difference, since United States-Mexico trade in textiles and apparels has been 
dominated by production-sharing operations under the maquiladora programme 
since the 1960s. It, however, cannot be denied that the stringent rules of origin 
which insist on regional content not only in the final output but also in inputs 
after the yarn stage, termed “triple transformation”, would serve to limit third 
country textile exports to North America. It is also pertinent to note that ASEAN 
exports of textiles and clothing still enjoy secure market access under MFA 
(Multifibre Arrangement) which has been extended for another 10 years, thanks 
to the Uruguay Round. ASEAN countries will have more to worry about 
stronger competition from low-cost producers such as China and India rather 
than competition from Mexico which is relatively a high-wage country.
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The picture is somewhat similar in the case of electrical and electronic 
goods as well. Mexican exports of these items to the United States have long 
been dominated by United States companies under the maquiladora programme. 
NAFTA will not make much difference here either. It is of relevance to note that 
the Harmonized Tariff Schedule of the United States (HTS 9802.00.60 and 
9802.00.80) permits duty-free re-entry into the United States of United States- 
produced components after they have been assembled abroad with duty only on 
value added overseas. ASEAN, too, has benefited from the above HTS 
provisions. It is not unreasonable to assume therefore that the exports of 
electronic products manufactured by United States multinationals (MNCs) in 
ASEAN will not suffer under NAFTA, unless these MNCs quit ASEAN for 
Mexico. It is, however, unlikely that these MNCs will relocate their operations 
from low-wage ASEAN to high-wage Mexico.

It will be a different story for automobiles and parts, though. It will not 
be easy for ASEAN to penetrate into this market of the United States. For one 
thing, this sector is already overcrowded with stiff competition so much so that 
no newcomer will be able to survive. For another, the high 62.5 per cent North 
American content rule will make it difficult for the outsiders to export 
components and parts to NAFTA countries. However, trade diversion in this 
sector is of relevance to Japan, the Republic of Korea and Taiwan Province of 
China, not to ASEAN which does not have any stake in the United States 
automobile market. Besides, it must be underlined that the United States MFN 
tariff on automobiles is only 2.4 per cent, which means that automobiles that do 
not have 62.5 per cent regional content will be subject to 2.4 per cent tariff which 
is pretty low by any standards.

There is no suggestion that all ASEAN countries will be affected 
uniformly by trade diversion under NAFTA. The impact is likely to vary from 
country to country, depending on the production structure and how it corresponds 
to that of Mexico. Countries having comparative advantage similar to that of 
Mexico will be affected more than others with no such similarities. It is therefore 
useful to compare the RCA of individual ASEAN countries with that of Mexico. 
A recent study by Plummer [1993], based on this approach, has shown that 
NAFTA trade diversion is almost a non-issue for Singapore. In the case of the 
Philippines, exports facing diversion in the United States market include fish 
products, cane sugar, clothing, non-electrical machinery and wood manufactures. 
For Thailand, products likely to experience trade diversion comprise fish 
products, natural rubber, clothing, jewellery and wood manufactures. For 
Malaysia, trade diversion seems possible in the export areas of crude petroleum, 
natural rubber, cocoa butter, clothing, rubber manufactures, plywood and 
ceramics. Indonesia’s list of products facing trade diversion in the United States 
market include natural rubber, crude petroleum, fish products, plywood, and 
textile and clothing.
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It may be inferred from all this that while some trade diversion is 
inevitable for ASEAN countries due to NAFTA, it is unlikely to assume alarming 
proportions. We need to compare not only the production structure of ASEAN 
with NAFTA countries as done above but also the situation before and after 
NAFTA: the bigger (smaller) the difference the stronger (weaker) the trade 
diversion. In the case of NAFTA, this difference is not really large. About three- 
fourths of bilateral trade between Canada and the United States was already 
tariff-free even before the United States-Canada free trade agreement was 
signed. Prior to NAFTA, about 40 per cent of Mexican exports to the United 
States came from Mexican affiliates of United States companies, while 60 per 
cent of manufactured exports from Mexico to the United States were under HTS 
9802.00.60 and 9802.00.80, 30 per cent of which was tariff-free, not to mention 
the GSP (generalized system of preferences) which accounted for 40 per cent of 
United States imports from Mexico [Nakamoto, 1994]. It is estimated that 
roughly one-half of the Mexican exports to the United States was already tariff- 
free before NAFTA was signed up. To this one must add the widespread tariff 
circumventions through the porous United States-Mexico border. Seen in these 
terms, tariff elimination under NAFTA would amount to simply legalizing what 
was previously illegal. In other words, Mexico has had de jure or de facto free 
access to the United States market. If ASEAN countries could then compete 
with Mexico under these conditions, there is little reason why it cannot do so 
now under NAFTA. The main difference that NAFTA will make in favour of 
Mexico is that it will reduce transaction costs significantly as the Mexican 
exporters will not have barriers to circumvent.

Positive externalities of NAFTA will consist mainly of growth dividend, 
resulting from a more rational allocation of North American resources under free 
trade conditions. This should lead to increased income and increased import 
demand benefiting other countries as well. Structural changes in NAFTA could 
generate new opportunities for countries like ASEAN through intra-industry 
trade and investment. One may view NAFTA as a huge Growth Triangle with a 
lot of spillover effects. It is not farfetched to suggest that the positive effects of 
NAFTA may more than compensate for its trade diversion impact on ASEAN.

The question of trade diversion under NAFTA does not arise for 
Myanmar, Cambodia, the Lao People’s Democratic Republic or Viet Nam, since 
there exists little trade to be diverted in the first place for these countries. The 
trade effects of NAFTA can only be positive for these countries through 
increased import demand in North America in the years to come. Much, of 
course, will depend on how these countries will gear themselves up to take 
advantage of new export opportunities in North America.

The question of investment diversion is a tricky one and it is much harder 
to put a handle on it. There is a paucity of empirical analysis of possible impact 
of NAFTA on investment flows by way of simulations or projections comparable 
to that of trade flows. ASEAN countries seem more worried about the danger of 
investment diversion than about trade diversion under NAFTA. It is
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hypothesized that foreign investors will rush to Mexico to gain a foothold in the 
lucrative North American market bypassing the ASEAN region. This fear may 
have been blown out of proportion.

It may be argued that investment diversion can only be as serious as trade 
diversion. For, if NAFTA were not trade-diverting, there will be no incentive for 
foreign investors to relocate their plants, as they can continue to operate in 
ASEAN and export their products to the United States. This line of reasoning 
would suggest that investment diversion risks associated with NAFTA will have 
to be discounted in the ASEAN context in the light of the preceding analysis.

We may have oversimplified the problem, as the above logic relates only 
to relocation of existing investments. It does not address the question of 
diversion of new investments lured by trade creation prospects. Besides, the 
above logic may well be inverted so that trade diversion will appear to be only as 
serious as investment diversion, given the growing importance of intra-firm trade 
these days.

One thing is clear: trade and investment are interrelated. Trade diversion 
can cause investment diversion and vice versa. Admittedly, the issue is complex 
and there is much more to it than meets the eye. However, investment diversion 
risks for ASEAN will depend not only on the NAFTA pull factors but also on 
ASEAN policies towards FDI. ASEAN can attract much FDI into the region, if 
ASEAN can emerge as a major market and provide a fairly liberal policy 
environment. Being one of the fastest growing regions of the world, ASEAN 
will have little difficulties in attracting foreign investment. Besides, it is unlikely 
that foreign investors will converge on Mexico, as its absorptive capacity is 
rather limited, estimated at US$ 5 billion a year, not to mention the rapidly rising 
cost of Mexican labour which may act as a dampener. Indo-China and Myanmar 
face a different set of circumstances with regard to FDI flows. It appears their 
problems are endogenous and have little to do with external factors. These 
economies are beginning to dismantle their own isolationist policies and to open 
their economies to foreign trade and investment. It is extremely unlikely that 
NAFTA will stand in their way. The kind of FDI that Mexico is interested in will 
have nothing to do with what Indo-China and Myanmar can conceivably vie for. 
We may safely conclude that NAFTA is not of much consequence for these 
South-East Asian transitional economies and that the impact, if any, will be 
essentially positive.

V. POLICY PERSPECTIVES

South-East Asia needs to play its cards prudently and weigh its policy 
options carefully. In particular, it must avoid over-reaction to NAFTA. There 
are no signs that NAFTA will become a fortress that would shut out extra- 
regional imports. Signals thus far clearly indicate that the United States will 
continue to have strong global economic ties. NAFTA seems to represent only a
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part of the United States strategies for a strong United States presence in the 
international trade arena. NAFTA appears to be a “defensive” North American 
coalition aimed at discouraging the European Union from adopting autarkic 
policies. Seen in this light, NAFTA does not appear to be a threat to South-East 
Asia which has not organized itself into a tightly knit economic grouping. 
ASEAN is no more than a loosely structured regional association,the primary 
concern of which is geopolitical rather than commerical [Ariff, 1993]. 
Accordingly, AFTA (ASEAN Free Trade Area) represents an outward-looking 
scheme aimed not at increasing intra-ASEAN trade but at making ASEAN 
products competitive internationally [Ariff, 1994], ASEAN countries are fully 
aware of the fact that they owe their prosperity to the multilateral trading system. 
Any attempt to convert ASEAN into a trade bloc will be counterproductive.

ASEAN cannot only maintain but also increase its share of the United 
States market, despite NAFTA, if its exports are competitive in terms of both 
price and quality. The AFTA scheme can help ASEAN face the NAFTA 
challenge by removing intra-regional barriers that impede efficient allocation of 
regional resources. The development of Growth Triangles across national 
borders within ASEAN will also expedite this process.

ASEAN may also consider the expansion of ASEAN to include Myanmar, 
Cambodia, the Lao People’s Democratic Republic and Viet Nam. This could 
enable ASEAN to regain the lustre it has apparently lost in the aftermath of the 
end of the Cold War. To improve its credibility and visibility, ASEAN needs to 
either widen or deepen. A deepening of ASEAN is not a viable proposition, as it 
might render it inward-looking. A widening of ASEAN will only have small 
budgetary cost implications, a small price worth paying for huge benefits in 
terms of additional clout. ASEAN needs this clout not to flex its muscles but to 
have stronger leverage or greater say in international forums.

Myanmar and Indo-China will have much to gain from ASEAN 
membership. They have a lot to learn from the ASEAN growth experience. 
There is considerable complementarity in terms of industrial development 
between them and their ASEAN neighbours. They can benefit from industrial 
restructuring taking place in ASEAN through ASEAN investments.

Another policy option for South-East Asia is to build extra-regional 
coalitions such as APEC (Asia-Pacific Economic Cooperation) and EAEC (East 
Asian Economic Caucus) within APEC. Such strategic alliances are useful for 
ASEAN as its capacity to act on its own is rather limited. Care must however 
be taken to ensure that all this will not translate into confrontation of any sort 
against the rest of the world. South-East Asia must strive to keep the world 
trading system open.

The best insurance against negative NAFTA externalities for South-East 
Asia is to cultivate closer relations with NAFTA countries, especially the United 
States. The greater the United States involvement in trade and investment in the
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region, the better. The United States-owned companies can act as conduits or 
corridors for interregional trade flows. As a matter of fact, American MNCs 
have always promoted freer trade and served as a potent anti-protectionist 
constituency in the United States. The United States policy towards South-East 
Asia will also depend to a large extent on how open the latter’s trade regime is. 
The politics of trade is such that it will be easy for South-East Asia to penetrate 
into the United States market, if its own trade regime is liberal enough and if it 
emerges as an “absorber” of American goods and services and not remain merely 
as a “supplier” for the United States consumers. The United States is anxious to 
transform the huge growth potentials of South-East Asia into opportunities for 
American companies and jobs for American workers. This should bode well for 
South-East Asia, as trade and investment are positive-sum games that would 
benefit all parties.

Mexico and Canada can also serve as gateways to the United States 
market. South-East Asia should develop stronger economic ties with these 
countries. Increased investments from these sources will generate much 
interregional trade. It should not be too difficult for South-East Asia to woo their 
investments, since both Mexico and Canada are anxious to strengthen their 
extraregional linkages so as to minimize risks associated with possible United 
States domination of NAFTA.

In the final analysis, the impact of NAFTA on the South-East Asian 
economies will depend not only on the NAFTA measures but also equally on the 
strategies adopted by these countries which may transform challenges into 
profitable opportunities. Inspite of NAFTA, the United States trade regime 
remains very liberal by any standards. Multilateral trade liberalization in the 
future will continue to erode the margin of preferences that Mexico or Canada 
can possibly enjoy in the United States market under NAFTA. Rapid growth and 
development in Mexico under NAFTA will also provide new export 
opportunities for South-East Asia.
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(Percentage)

Table 6.1 United States Share of ASEAN Trade

Year Indonesia Malaysia Philippines Singapore Thailand ASEAN ASEAN in United States 
Total Trade

Export Import Export Import Export Import Export Import Export Import Export Import Export Import

1980 25.3 14.3 20.8 12.5 46.7 24.1 10.2 15.7 13.6 13.4 19.6 14.5 4.2 5.2
1985 26.5 7.8 15.3 12.3 52.3 25.3 19.3 13.2 21.9 9.2 22.7 12.7 3.8 4.4
1987 22.1 6.2 17.0 15.1 54.0 22.2 22.4 12.5 20.5 11.9 22.4 12.8 3.9 4.3
1988 18.4 7.9 18.2 13.2 55.0 21.5 21.0 13.1 21.5 9.4 21.4 12.5 4.0 4.8
1989 17.8 7.7 19.7 12.8 63.4 19.7 20.6 14.8 23.1 8.9 21.8 12.8 4.6 5.3

1990 14.4 8.7 18.7 11.7 63.3 18.9 19.2 13.2 24.3 9.0 20.5 12.0 5.1 5.5

Source: IMF, Trade Statistics Yearbooks, various issues.



(Percentage)
Table 6.2 ASEAN Exports to the United States by Commodity

Description SITC
0

SITC
1

SITC
2

SITC
3

SITC
4

SITC 
5

SITC
6

SITC
7

SITC
8

SITC
9

TOTAL

INDONESIA
1980 6.1 0.2 8.6 80.7 0.5 0.3 2.3 0.9 0.2 0.1 100
1984 5.1 0.2 9.6 73.9 0.2 0.3 5.2 1.7 3.6 0.3 100
1988 7.9 0.2 19.4 38.4 1.1 0.6 17.7 0.4 14.1 0.2 100
1990 9.4 0.3 14.2 27.0 0.9 0.6 16.2 1.4 29.6 0.4 100

MALAYSIA
1980 1.0 - 9.5 33.2 4.7 0.1 12.0 35.9 2.5 1.0 100
1984 2.0 — 8.4 2.1 7.3 0.3 5.7 64.7 7.5 1.9 100
1988 3.4 — 5.9 2.2 4.2 1.0 4.6 60.4 16.4 2.0 100
1990 2.4 — 3.5 6.2 2.2 1.4 3.6 61.3 18.1 1.4 100

PHILIPPINES
1980 24.3 0.5 5.9 — 12.2 0.1 10.3 22.2 23.5 1.0 100
1984 15.7 0.3 2.2 0.6 11.1 0.4 4.2 36.7 27.5 1.2 100
1988 12.5 0.2 1.6 0.1 7.4 1.1 5.4 27.3 42.9 1.6 100
1990 11.4 0.2 1.0 0.1 4.0 0.8 4.5 29.4 47.4 1.2 100

SINGAPORE
1980 2.0 - 2.8 4.8 0.1 0.2 2.8 66.6 13.6 7.0 100
1984 1.5 - 1.1 5.7 0.1 0.4 1.5 73.0 12.8 3.8 100
1988 1.3 0.1 0.3 2.0 — 1.9 2.1 78.5 11.1 2.6 100
1990 1.2 0.1 0.3 2.2 0.1 3.8 1.1 77.0 10.3 4.0 100

97



98 Table 6.2 (continued)
(Percentage)

Description SITC 
0

SITC 
1

SITC
2

SITC
3

SITC 
4

SITC
5

SITC
6

SITC
7

SITC
8

SITC
9

TOTAL

THAILAND
1980 16.1 1.0 17.7 — — 1.2 40.4 10.3 12.5 0.8 100
1984 22.7 1.5 6.8 1.1 0.2 1.1 22.3 18.4 24.9 1.1 100
1988 19.0 0.2 4.8 1.7 0.1 0.7 14.5 27.6 30.3 1.2 100
1990 18.4 0.2 2.3 2.2 - 0.3 10.8 31.4 32.9 1.4 100

ASEAN
1980 7.8 0.2 8.1 41.9 3.0 0.3 8.1 22.0 7.0 1.5 100
1984 6.8 0.3 5.9 27.7 3.1 0.4 5.7 36.5 12.0 1.6 100
1988 7.0 0.1 5.2 7.5 1.9 1.2 7.4 47.8 20.1 1.8 100
1990 7.2 0.1 3.2 5.9 1.1 1.9 5.9 49.2 23.4 2.2 100

Source: OECD, External Trade Statistics By Commodities, various years.



(Percentage)

Table 6.3 ASEAN Exports to the United States by 
Factor Intensity Classification

Natural Resource
Intensive

Unskilled Labour 
Intensive

Technology 
Intensive

Human Capital 
Intensive

Total

INDONESIA
1982 96.3 1.7 1.7 0.3 100
1986 88.9 9.7 0.7 0.7 100
1988 80.2 15.8 0.5 3.5 100
1989 74.8 22.3 0.9 2.0 100
1990 65.1 12.5 1.6 1.9 100

MALAYSIA
1982 26.9 5.6 67.0 0.5 100
1986 22.1 14.8 62.2 0.9 100
1988 18.4 16.6 63.5 1.4 100
1989 17.1 17.5 64.4 1.0 100
1990 16.5 17.6 64.8 1.0 100

PHILIPPINES
1982 37.8 25.5 36.4 0.3 100
1986 32.3 36.1 31.2 0.4 100
1988 24.9 41.8 31.8 1.5 100
1989 23.0 43.6 31.9 1.5 100
1990 19.0 46.7 32.6 1.6 100

SINGAPORE
1982 9.0 12.7 75.5 2.8 100
1986 8.2 12.4 75.3 4.1 100
1988 4.4 11.0 82.2 2.4 100
1989 4.1 10.3 82.5 3.1 100
1990 4.3 9.5 84.3 1.9 100

THAILAND
1982 62.9 21.9 14.0 1.2 100
1986 46.5 31.1 19.5 3.0 100
1988 33.1 30.5 29.9 4.5 100
1989 31.2 34.1 31.3 3.4 100
1990 29.9 33.5 34.0 2.6 100

ASEAN
1982 55.5 10.1 33.5 0.9 100
1986 38.6 17.8 41.6 2.0 100
1988 26.4 20.1 50.9 2.6 100
1989 24.4 21.8 51.4 2.4 100
1990 21.5 23.4 53.2 1.8 100

Source: As in Table 6.2.
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Table 6.4. United States Foreign Direct Investment in ASEAN-5,1986-1990

(Millions of US dollars)

Source: Chia (1993).

Host Country US$ million Share of total
FDI inflow (percentage)

Indonesia 1 391.1 6.9
Malaysia 251.5 4.7
Philippines 1 095.2 44.1
Singapore 1 592.3 38.7
Thailand 2 643.3 10.5

Table 6.5. United States Direct Investment Position to 
ASEAN Countries in 1992

(Percentage)
Industry Indonesia Malaysia Philippines Singapore Thailand ASEAN-5

All Industries 4 278 1 718 1 565 6 631 2 459 16 64
(USS million)
Petroleum 86.2 30.0 - 18.3 31.5 37.2
Manufacturing
(Total) 3.2 43.6 65.2 52.2 31.8 36.9
- Food & Kindred Products - 0.5 22.4 - 2.6 2.5
- Chemical & 1.3 4.5 23.4 4.8 6.8 5.9

Allied Product
- Primary Fabricated Metals 0.1 0.4 1.5 0.4 - 0.4
- Machinery except - -7.3 -0.3 21.1 - 7.6

Electrical
- Electric & Electronic - 38.2 11.4 21.7 8.7 14.9

Equipment
- Transportation Equipment - - - - - -
- Other Manufacturing - 7.4 6.8 2.7 2.4 2.8
Wholesale Trade 1.1 6.2 8.1 13.5 10.3 8.6
Banking - 5.3 21.7 5.5 9.4 6.2
Finance (except banking). 0.3 13.6 - 5.6 - 3.7
insurance and real estate
Services - 0.06 - 4.2 1.9 1.9
Other Industries 6.9 1.3 4.1 0.8 - 2.6

Source: United States Department of Commerce, Bureau of Economic Analysis, Survey of
Current Business, various years.
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Table 6.6 ASEAN Economic Openness: Key Indicators

Per Capita 
GDP (US$) 

1990

GDP 
Growth 

Rate (%) 
1987-1989

Per Capita 
Merchandise 

Exports 
(USS)

Total 
Merchandise 

Export 
(billion USS) 

1990

Export 
Growth 

Rate (%) 
1987-1990

Export 
/GDP 

Ratio (%) 
1990

Total 
Manufactured 

Exports 
(billion USS) 

1990

Manufactured 
Export 
Growth 

Rate (%)

Per Capita 
Manufactured 

Exports 
(USS) 
1990

Indonesia 602.1 6.6 143.4 25.55 14.1 23.8 8.94 24.4 50.2
Malaysia 2 368.7 8.9 1 643.0 29.41 18.1 69.4 12.94 21.9 722.9
Philippines 713.2 6.0 141.2 8.68 15.4 19.8 5.38 15.4 87.5
Singapore 11 533.3 10.2 17 542.3 52.63 22.6 152.1 38.42 23.1 12 805.9
Thailand 1 436.7 12.7 412.2 23.00 25.4 28.7 14.72 33.6 263.6

Sources: Asian Development Bank, Asian Development Outlook 1991.
International Monetary Fund, International Financial Statistics. November 1992.
United Nations, National Accounts Statistics: Main Aggregates and Detail Tables, 1989.
United Nations, National Accounts Statistics: Analysis of Main Aggregates, 1988-89.
World Bank, World Development Reports, 1989, 1991 and 1992

Note: GDP growth are real, based on constant price GDP data. Others are based on data at current prices.
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Table 6.7 Potential for Trade Diversion under NAFTA

Selected exports from NON-NAFTA developing countries to the 
United States, 1992a: ASEAN products facing MFN tariffsc

Product description SITC categories Main competing developing 
countries (in value of their exports)

Certain vegetables fresh grapesb 05751,05897 Thailand, Chile

Textile yarns1b 65133,65134 Brazil, Egypt, Thailand, CBI 
countries, Indonesia

Telecommunications apparatus

- Radio-broadcast receiversb 76212 Singapore, Brazil

Electrical apparatus, appliancesb

- Electrical resistors 77232,77235, 77245 Taiwan Province of China, CBI 
countries, Singapore, Malaysia

- Components electrical circuits 77249 Taiwan Province of China, Singapore

- Piezo-electric crystal of 
electronics components

77862, 77865 Taiwan Province of China, Republic 
of Korea, Malaysia Singapore

- Electrical capacitors 77862,77865 CBI countries, Malaysia

Clothing 84121,84151,84159
84282, 84426, 84482, 
84512,84551,84552,
84598, 84589, 84812

Taiwan Province of China, Republic 
of Korea, Hong Kong, Singapore, 
Indonesia, Thailand, India. Bangladesh, 
Philippines, Sri Lanka, Malaysia, CBI 
countries (in particular Costa Rica, 
Dominican Republic. Guatemala, 
Honduras, Jamaica, Belize)

Footwear 85115, 85148, 85151 Brazil, Taiwan Province of China, 
Republic of Korea, Hong Kong, 
Indonesia, Thailand, India, CBI 
countries, Philippines, Malaysia

Source:
a 

b 

c

UNCTAD secretariat (cited in Super [1993]).
Product groups facing less than 4 per cent maximum tariffs in the United States are 
excluded.
Duty-free or preferential access under the Caribbean Basin Initiative.
United States imports from ASEAN countries exceeding US$ 1 million.
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Chapter Seven

Implications of NAFTA for the Asian and Pacific 
Region: East Asian Perspective

EuJ Yong Park 
(Korea Development Institute, Seoul)

I. INTRODUCTION

The North American Free Trade Agreement (hereafter, NAFTA) formally 
came into effect on 1 January 1994, after its ratification by Canada, the United 
States of America, and Mexico. Despite a long debate over its pros and cons and 
a relatively well-organized opposition campaign in the United States, the Clinton 
administration successfully defended the agreement and won its ratification.

By removing barriers to trade in goods and services, NAFTA tries to 
create the largest single market in North America, comprising a combined gross 
national product of US$ 6.6 trillion, population of 370 million people, and trade 
volume of US$ 1.1 trillion as of 1992. NAFTA’s ultimate purpose appears to be 
the creation of a single economic union in North America with strong 
international competitiveness, which could be made possible by combining the 
competitive advantages of each member economy in technology, capital, 
resources, and labour.

For the United States and Canada, which have already maintained a free 
trade regime, NAFTA does not represent a substantial change of policy. 
However, NAFTA is significant as the first full-fledged free trade agreement 
between developed and developing economies. NAFTA’s long run impact on 
both the three signatories and outside countries with strong economic ties with 
the United States and Canada will be substantial.

The main purpose of this paper is to examine NAFTA’s key provisions 
and to analyze the likely impact of the agreement on East Asia’s trade and 
investment. Our discussion will focus on the possible negative impact of 
NAFTA on East Asian economies through a trade and investment diversion, in 
particular the emergence of Mexico as a new competitor of East Asian 
economies in the United States market as a result of NAFTA. Our analysis will 
include some selected sector-specific and country-specific discussions. Among 
the countries discussed, the Republic of Korea and Taiwan Province of China 
will get the most attention because they are likely to receive most of the impact.
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Although Japan is an important economy in East Asia, it is not specifically 
discussed in this paper since it was analyzed separately in this report. This is a 
modest attempt to analyze the impact of NAFTA on East Asia. More serious 
analysis must wait until NAFTA would have been in effect for several years.

NAFTA’s key provisions are discussed in Chapter II. NAFTA’s likely 
impact on trade and investment is studied in Chapter III. The paper concludes 
with policy recommendations for the Asian economies on how to deal with 
NAFTA in order to prevent NAFTA from becoming a trade bloc against East 
Asian economies.

II. SALIENT FEATURES OF NAFTA

One of the most salient features of NAFTA is that this is the first major 
experiment to make a free trade agreement between developed and developing 
economies, which have very different economic structures and level of wages. 
According to the agreement, nearly all goods will be made freely traded goods 
within the next 10 years and only a few items will be left out for another 5 more 
years.

Currently the wage gap between the United States and Mexico is about 
7-10 to 1. Therefore if all things are equal, some of the labour intensive 
production may move to Mexico. It is not clear whether the wage gap between 
the two countries will remain as large as they are now in the future under 
NAFTA. At least in the short run it will, considering the large unemployment 
and under-employment population in Mexico.

Another important feature is that this is the first agreement in which a 
developing country guaranteed national status to foreign investors and did not 
require any performance requirements related to foreign direct investment.

For a number of subsectors there will be significant changes in the 
production and trade pattern in the medium to long run due to certain key 
features in the agreement. First, the rules of origin will promote part and 
component industries in automobile and certain electronics sector.

Trade liberalization in the textile and apparel sector will have a positive 
impact of these industries in Mexico, since they will have preference in 
accessing the United States market. Liberalization of financial services will also 
provide good opportunities for the United States and Canadian banking 
industries to move to Mexico. Service industries such as land transportation will 
also be liberalized among the three countries, so that further regional integration 
could be developed. Let us discuss some of the key features of the agreement, 
which will have significant impact on the trade and investment activities of East 
Asian economies.
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(1) Tariff and Non-Tariff Trade Liberalization

All tradable products are divided into four categories. For a large number 
of products tariffs will be removed immediately, after the agreement takes effect 
in 1994. For example, the United States will remove tariffs completely for 7,300 
items of Mexican products, including 4,200 GSP products. This also applies to 
Canada. For Mexico, about 40 per cent of the all United States and Canadian 
products will be exempted from tariffs as of 1994.

Within five years Mexican textile and apparel products and auto parts will 
be exempted for United States tariffs. Other more sensitive items will be 
subjected to gradual tariff reduction within the next 10 years.

Except for certain sensitive items such as automobile, textile, agricultural 
products and energy, which will be handled separately, all non-tariff trade 
barriers such as the quota system and the import licensing system will be 
removed.

(2) Rules of Origin

These rules are to decide whether certain products are qualified to be 
treated as those produced in participating NAFTA countries and hence to receive 
preferential treatment. In this globalized world, production of manufactured 
goods frequently requires parts, components and raw materials produced in 
different parts of the world. The world wide sourcing of parts and components is 
an important competition strategy of firms. Because of the globalization of 
complex production processes, it is not easy to identify the location of 
production for certain final products.

The rules of origin became a center of attention in trade negotiations, 
because of the trade policies which provide preferential treatment according to 
the specified production location in the provisions of free trade agreement, 
customs union or general systems of preference. Countries tend to have their 
own arbitrarily established rules of origin, which are not clearly defined.

Because of the increasing concern of major trading nations that the rules 
of origin could be used as another trade barrier, and there is a need to identify 
principal production location in such cases as anti-dumping cases and quota 
allocation, the Uruguay Round negotiations treated this issue in one of the 
agreements. In NAFTA there are several key rules to determine the origin of the 
products.

First, if products are produced in North America with locally produced 
raw materials only, they are regarded as North American products and qualified. 
The second requirement is the change in tariff headings, that is, the processing in 
manufacturing should cause the changes in the tariff headings. Third, for certain 
products, if the processing that caused the changes in the tariff headings did not 
accompany substantial transformation, then they require a certain level of value 
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added activities in addition to the changes in tariff headings. Automobile and 
certain machinery belong to this category. For example, the value added 
requirement for automobiles will increase from 50 per cent now to 62.5 per cent 
in the year 2002. Fourth, for some products, they additionally require “important 
processing,” in addition to the changes in tariff headings. For instance, for 
certain apparel products, it is required that the cutting and sewing operation be 
done in member countries in order to be qualified, and they use yarn and fabric 
produced in the member economies. For computers, locally made motherboards 
should be used and for television sets, locally made CRTs (cathode ray tubes) 
should be used. These requirements for computers and television sets are in 
addition to an added value requirement of 50 per cent.

The rules of origin can have significant impact on trade and investment 
pattern for both firms in and outside of the countries participating in NAFTA, 
depending on the size of associated tariff and non-tariff barriers. For instance, if 
the rules specify strict domestic content rules, it can cause potential foreign 
investors to invest elsewhere rather than invest in the free trade area. This will 
further be discussed below.

(3) Investment Provisions

NAFTA’s investment provisions include national treatment, absence of 
performance requirements such as export requirement, and local content 
requirement, and free flow of capital related to investment activities. The 
agreement also requires Mexico to liberalize investment restrictions applied to 
foreigners in such sectors as automobiles, parts, petro-chemicals, accounting, 
financial services including insurance, publication, land transportation, 
construction and others. Also when state owned enterprises are privatized, 
potential foreign investors should not be discriminated.

(4) Provisions for Service Industry

Unless specified separately, all services are open to foreign investors from 
other participating countries in the agreement. They include construction, 
commerce, tourism, engineering, land transportation, accounting, advertisement, 
and consulting.

As for the financial services it will be liberalized gradually. The 
requirements are different, reflecting a different degree of development of the 
financial service industry in three countries.

(5) Other Provisions

Other key provisions include those concerning telecommunication, 
standards, intellectual properties, environment, energy sector, and provisions for 
conflict resolution.
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III. IMPACT OF NAFTA ON EAST ASIA’S TRADE 
AND INVESTMENT

During the period when NAFTA was being negotiated, it caused a 
significant amount of apprehension on the part of East Asian countries. They 
were afraid that NAFTA would create a regional trade bloc against East Asian 
economies. Considering the importance of the United States market to East 
Asian economies, all of which used export as the engine for their 
industrialization and sustained growth, they were concerned about the specific 
provisions of NAFTA that may discriminate against Asian exporters in the 
United States market, with tariff and non-tariff barriers. The trade dependency of 
East Asian economies, including Japan, NIEs and ASEAN countries on the 
United States market was quite high. For instance, in 1985 Japan exported 37 
per cent of its total exports to the United States, NIEs (the Republic of Korea, 
Taiwan Province of China, Singapore and Hong Kong) as a whole exported 35 
per cent, and ASEAN (except Singapore) as a whole exported 20 per cent. In 
more recent years, East Asia’s dependency on the United States market has 
somewhat declined, especially in the case of Japan and Asian NIEs. The United 
States share in their export trade in 1990 for Japan and the NIEs was 32 per cent 
and 27 per cent, respectively. However the United States market is still the most 
important, as shown in Table 7.1, the share of East Asian economies (Japan, the 
Republic of Korea, Taiwan Province of China, Hong Kong and China) in United 
States total import has remained around 34 per cent in the late 1980s and early 
1990s. The United States share in total East Asian imports (namely. United 
States exports to East Asia) grew from 20 per cent in 1985 to 23 per cent in 
1992. The United States market is also very symbolic, because the United States 
has been the leader in the free trade movement and its continued commitment for 
the cause has been very critical in maintaining a global free trade regime.

According to various analysis on NAFTA, except for certain specific 
products, it can be said that current NAFTA provisions, in the short run, will not 
have significant discriminatory effects against Asian exporters in the United 
States market. For instance, according to an analysis for the Republic of Korea, 
export reduction to the United States market due to NAFTA was estimated to be 
2.2 per cent of total exports to the United States For Taiwan Province of China it 
was 2.7 per cent.1 This is because the average United States tariff rates for 
manufactured goods is relatively low (5.5 per cent) and it will become even 
lower in the future due to the Uruguay Round agreement. Secondly, some of the 
effects of NAFTA will occur for as long as a 15-year duration. However, some 
of these products which retain a high rate of tariff, or those under a quota system 
for non-member economies, discrimination can be a serious issue.

1 For the Republic of Korea, see K.T. Kim, and H.K. Lee (1993), pp. 94-95. For Taiwan 
Province of China, see Ministry of Economy (1994), p. 10, table ES.l. This estimate is based on 
DRI’s report to the Ministry.
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Another interesting fact to note is that the East Asian economies’ 
dependency on the United States market has continuously declined in recent 
years, as noted above, whereas intraregional trade among East Asian countries 
has been growing steadily. For instance, East Asian economies (defined here to 
include Japan, NIEs and ASEAN) as a whole reduced their dependency on the 
United States market from 34 per cent in 1985 to 28 per cent in 1990, and 
intraregional trade share moved up from 25 per cent to 32 per cent during the 
same period.

(1) Country and Sector-specific Analysis on the Potential Impact of 
NAFTA on East Asian Trade

Let us now examine the potential impact of NAFTA on East Asian trade 
and investment through country and sector specific analysis. Our analysis will 
focus on possible negative impact of NAFTA through trade and investment 
diversion mainly for the Republic of Korea and Taiwan Province of China, main 
competitors of Mexico from East Asia and partially for China, an emerging 
competitor. Although Japan is an important country in East Asia, it is excluded, 
since it is treated separately in this volume. Since the possible new trade 
diversion affecting East Asian economies may occur due to the new preferential 
treatment conferred by NAFTA on Mexican exports to United States market, 
compared with East Asian exports, our analysis will concentrate on the potential 
competition between Mexican products and those of East Asia in the United 
States market.

We have chosen three key sectors, namely, electronics and electrical 
equipments, textile and apparel, and automobile and parts. These are selected 
because of the similarities and high degree of substitution between Mexican 
products and those of East Asia, and of the larger degree of preferential treatment 
conferred by NAFTA on Mexican exports. It is interesting to note that, although 
there are some variations among East Asian economics in terms of their product 
specialization, there are also high degree of similarities due to the similarities of 
factor endowment position among them, especially between the Republic of 
Korea and Taiwan Province of China, namely, good endowment of highly trained 
human resources, the lack of natural resources and land endowment, comparative 
advantage in skill and some technical as well as capital intensive products.

(2) Electronics and Electrical Equipments

East Asian newly industrializing economies (NIES) has had significant 
comparative advantages in the electronics and electrical equipment sector, 
including a substantial accumulation of technology and skill. Therefore, they 
were able to export a large part of their total production to the United States 
market, the largest and most competitive in the world in the last 10 years. 
Mexico has also been able to develop electronics and the electrical equipments 
sector through active participation of foreign firms invested as Maquiladoras and 
others. For certain products Mexico’s exports to the United States market grew
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rapidly in recent years. Among them are products which Mexico competes 
directly with Asian NIEs. Other East Asian products exported to the United 
States were replaced by Mexican products manufactured in Mexico by the same 
East Asian firms.

There are three main product lines in this sector which are important to 
East Asian NIEs’ and Mexico’s exports to the United States market, namely, 
computers (especially, PC) and semi-conductors, consumer electronics (such as 
colour television sets, radios and tape-recorders), communication equipments 
and their parts. For both Taiwan Province of China and the Republic of Korea, 
computers and semi-conductors are critical export products. Taiwan Province of 
China is the world’s largest exporter of personal computers (PC) and peripherals, 
and the Republic of Korea is the second largest Asian exporter of semi
conductors to the United States market. The Republic of Korea also exports a 
significant number of monitors and other parts.

Mexico’s electronics industry grew fast since the mid-1980s.2 Mexico 
exports almost two-thirds of their total electronics products to the American 
market, growing an average of more than 9 per cent annually. For consumer 
electronics and electrical machinery products such as colour TVs (United States 
market share: 51 per cent in 1992), radios, cassettes, recorders, room air
conditioners, and refrigerators, Mexico’s share in the United States market is 
large and growing. Mexico is also strong in the parts and components sector, 
including exports of magnetic heads, connectors, switches, and integrated 
circuits. For some of these products Mexico competes with the Republic of 
Korea and Taiwan Province of China in the United States market.

The impact of NAFTA on East Asia’s electronics industry will not be 
great in the short run, except for some of the consumer electronics products such 
as colour television sets and cassette-radios. The main reason is that the trade of 
a large number of electronics and electrical equipments among the three NAFTA 
countries has already been under low and preferential terms. Therefore, even if 
further reductions and a complete removal of existing tariffs take place, the 
impact on price change would not be great. In the case of the colour TV, cassette 
radio, and wireless telecommunication parts and components, the term impact 
will be serious due to the significant reduction of United States tariffs against 
Mexican exports and due to the difference in the strict rules of origin and the 
removal of the tariff refund scheme in the medium term, apply to electronics and 
electrical appliances, including the use of a local CRT for colour televisions and 
the use of a local printed circuit board. Further investment into Mexico for the 
production of electronics, electrical equipments, and parts could take place, 
which in turn will have a trade and investment diversion effect. The extent of 
investment in Mexico will depend on whether Mexico can provide an excellent 
investment environment for the foreign investors, such as the provision of a 
infrastructure, well-educated skilled labour and others.

Song (1994), pp. 154-158.
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(3) Textile and Apparel

After the electronics and electrical equipment sector, the second most 
important sector in East Asian economies that will be affected by NAFTA is 
likely to be textile and apparel. This is due to the competition between Mexico 
and East Asian economies and the discriminatory effect of NAFTA in terms of 
tariff and non-tariff barriers. It is to be noted that East Asian economies have 
been the most important suppliers of textile and apparel to the United States 
market in the last 30 years, despite the strong protection in the United States 
market. For instance, the United States import tariff for textile and apparel was 
16 per cent on the average, whereas manufactured goods as a whole carries only 
about 5 per cent. Imports are also regulated under the Multi-Fibre Agreement 
(MFA) and by bilateral agreements between the United States and individual 
East Asian economies.

It is also to be noted that a significant part of apparel production from 
Asian NIEs (Taiwan Province of China, Hong Kong and Republic of Korea) are 
now moved to low wage countries, including China, Viet Nam and Central 
American economies, due to a rapid increase in real wage in the latter part of the 
1980s in the NIEs. Hence, competition in apparel and other low wage labour 
intensive products will take place between Mexico and these low wage countries, 
particularly China. Considering the level of low wages in these Asian countries, 
even if discrimination of their products in tariff rates is applied, there is a good 
possibility that East Asian exporters may continue to hold a significant share of 
the United States market due to their competitiveness in quality and price.

For Mexico, textile and apparel are a growing industry. Their exports to 
the United States market has been growing over 20 per cent a year since 1985.

Under NAFTA, the existing controls for Mexican products under MFA 
would be removed and a large part of apparel products can be imported into the 
United States from Mexico free of tariffs. Most other items which are still 
required to pay tariffs will be tariff-free within the next 10 years. The rules of 
origin are very strict. For instance, in the case of apparel tariff codes between 
imported raw materials and final products must be different. In addition, the 
products have to be cut and sewed in NAFTA member countries. For some 
products they are also required to use the yarns (yarn forward) and fibre (fibre 
forward) produced in the member economies.

For East Asian economies, their textile and apparel products are still 
subject to relatively high tariff rates in the United States, namely 16 per cent 
(weighted average), compared with 5 per cent of manufactured products; not to 
mention various non-tariff trade barriers. The strict rules of origin make it 
difficult to export half-finished products to be finally assembled in NAFTA 
members. According to an estimate, the Republic of Korea’s textile and apparel 
industry will suffer a reduction of about 8 per cent of their total export to the 
United States market due to NAFTA. For Taiwan Province of China, it is
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estimated at about 1 per cent.3 The negative effect of NAFTA in this sector for 
China would be greater than Asian NIEs, considering the direct competition 
between China and Mexico, although it is difficult to estimate the impact. 
Despite the potential negative impact, the short-term negative impact would not 
be great because there is a supply constraint on the part of Mexico. At least for 
sometime even the trade diversion between China and Mexico in this sector may 
not be great because of the labour cost differential between Mexico and China. 
In the future, the degree of trade diversion between Mexico and East Asia in this 
sector will depend on the degree of Mexico’s absorption capacity for foreign 
investment in this sector.

3 For the Republic of Korea, see Kim and Lee (1993), p. 95.

4 Table 7.5 is based on the United States Department of Commerce Statistics, which is
different from tables 7.2, 7.3 and 7.4. The latter is based on the United Nations trade data.

(4) Automobile and Parts

There arc a few other sectors which, in the medium to long-term 
consideration, will receive impact from NAFTA. They include automobiles and 
parts. In the case of automobiles and parts, competition between Mexico, and the 
Republic of Korea and Taiwan Province of China (Japan is discussed separately 
in this report), in terms of their competition with Mexico in the NAFTA market, 
especially in the United States may become serious in the long run. Under 
NAFTA, United States tariff on passenger cars, buses and 80 per cent of all auto 
parts produced in member economies has already been removed for Mexican 
exports, when the agreement was put into effect. The rules of origin have also 
been made more strict for non-members to comply. For example, in order to be 
considered as a NAFTA country product, the required percentage of local content 
for passenger cars, light trucks, engine and transmission was set at 62.5 per cent, 
12.5 per cent higher than the United States-Canada auto pact.

Since the mid-1980s the automobile and parts industry in Mexico grew 
rapidly due mainly to a gradual expansion of investment by the United States 
auto makers, first in parts and then assembled vehicles. A large part of the 
United States investment was oriented to produce vehicles and parts for the 
United States market. Since 1985 until 1991 United States imports from Mexico 
of vehicles and parts grew 38 per cent and reached over US$ 4 billion in 1991, 
getting 6.4 per cent of the share.4 The Republic of Korea exported vehicles and 
parts over US$ 1 billion in 1991 and Taiwan Province of China USS 900 million, 
mostly in parts.

The impact of NAFTA, in the short term, for automobiles and parts will 
not be great because Mexican exports have enjoyed preferential treatment under 
GSP and HTS 9802.00.60 and 9802.0080 provisions. Therefore, we do not 
expect a big impact on tariff cuts under NAFTA for Mexican exports to the 
United States markets for automobiles and parts.
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However, in the medium to long-term consideration, competition between 
Mexico and East Asia, especially the Republic of Korea, could become serious, 
particularly in the small car markets in the United States, which caused a 
significant negative impact on the Republic of Korea’s exports of automobiles 
and parts to the United States.

(5) Implication of NAFTA on East Asian Investment

The foreign direct investment statistics for recent years show that the 
aggressive economic reform of the Salinas administration in Mexico and the 
anticipation of NAFTA’s impact,.led to the rapid growth of foreign investment in 
Mexico since the late 1980s. For example, the stock of United States direct 
investment in Mexico grew from US$ 4.9 billion in 1987 to US$ 9.4 billion in 
1990 (Table 7.6). According to Mexican statistics new foreign direct investment 
increased from the level of less than US$ 1 billion before 1984 to the level of 
more than US$ 3 billion in the early 1990s. There is no question that economic 
reform and NAFTA played a very positive role in attracting foreign direct 
investment to Mexico. To what extent would they have diverted investment from 
East Asia to Mexico?

We have noted already that in the short run the effect of a possible trade 
diversion from East Asia to Mexico due to NAFTA does not appear to be great, 
although some products would be affected proportionally more than others, such 
as apparel, and audio/video products. It would also vary greatly according to 
countries. For the medium to long-term period, however, the possible trade 
diversion will largely depend upon how much Mexico could attract foreign direct 
investment, particularly investments intended for East Asia from both Asian and 
non-Asian (for example, United States and European) sources, since East Asia 
appears to be the most important alternative area for foreign investment vis-a-vis 
Mexico. Trade and investment issues would be closely related, since during the 
initial phase of NAFTA a large part of foreign investment in Mexico will be 
those which most likely utilize NAFTA for competing in the United States 
market, the largest market in the region.

The demand for investment in Mexico will mainly depend upon two 
factors, first, Mexico’s relative investment environment, compared with those of 
East Asian economies, and second, the motivation to meet the new rules of origin 
stipulated in NAFTA. Let us begin to discuss the possible effect of NAFTA’s new 
rules of origin as a motivating factor for foreign investment in the NAFTA 
region, particularly in Mexico. As discussed, NAFTA has stringent rules of 
origin for textile and apparel, automobiles, and some consumer electronics 
products such as colour television sets.

Recent surveys indicate that considering the commanding position of 
Mexico as the main manufacturing base of audio/video products including colour 
television sets, radios and tape recorders in the region, it is likely that the new 
rules of origin covering these products will lead foreign manufacturers in
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Mexico, who currently do not meet the requirement in their manufacturing 
operation, to increase investment to meet the requirement in the new rules of 
origin. For instance, large consumer electronics manufacturers of the Republic 
of Korea in Mexico announced recently their plan to increase investment there.5 
In the case of automobile and important parts such as engines and transmissions, 
an investment diversion from East Asia will not take place on a large scale, 
except for Japan. All East Asian economies, except Japan and the Republic of 
Korea, are not yet major suppliers of automobiles and major parts in the NAFTA 
region. Even in the case of the Republic of Korea its market positions in the 
United States and in other areas of the NAFTA region are such that in the short 
run they may not attempt to make major manufacturing investments in the 
automobile sector in Mexico, replacing their investments in East Asia. The 
reason is that the level of tariff for automobiles and parts in the United States is 
not high enough to seriously consider major investment in Mexico to the extent 
of meeting the requirements for the rules of origin.

5 Author’s interviews with executives of Samsung and Daewoo.

6 Japan Export-Import Bank (1994) and Song (1994), pp. 290-293, Ministry of Commerce 
(1994).

The potential for East Asian investors in textile and apparel to invest in 
Mexico exists, but is not very high. Many apparel producers from traditional big 
suppliers such as Hong Kong, Taiwan Province of China and the Republic of 
Korea have already set up their manufacturing bases in low wage countries 
including China, South-East Asian countries, Mexico and Caribbean-based 
countries. This occurred when their rising labour costs made it difficult for them 
to compete internationally. The nature of their investment in Mexico is the 
maquiladora type, namely, relying on the supply of fabric and yarn from the 
United States and Asia. This type of investment in Mexico, utilizing United 
States fabrics and raw materials, may increase in the short term. But investment 
for yarn and fabric manufacturing in Mexico is not likely to take place, 
considering the comparative advantage of Mexico in this sector. Another factor 
to determine the size of investment in Mexico’s apparel industry is how well they 
can compete with the apparel industry in China, one of the main competitors for 
Mexico in the United States market. Considering the relative level of wages and 
other factors of production in the two countries, as well as NAFTA’s level of 
protection, it is difficult to anticipate a large investment diversion to Mexico 
from China in the short run. As discussed below, the investment environment of 
Mexico compared with East Asia is not necessarily very attractive.

It is argued that except for some investment in consumer electronics, 
apparel, and automobile parts, a large investment diversion from East Asia to 
Mexico is not likely to take place in the short run. This is evident from various 
surveys of potential investors in Japan, the Republic of Korea and Taiwan Province 
of China.6 It is to be noted that for all East Asian economies those investing in new 
frontiers of Asia such as China and Viet Nam are much greater in number than 
those who are interested in investing in Mexico. This indicates why intraregional
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trade relationships in East Asia grows fast. These investors regard East Asia as a 
better place to invest in for various reasons, namely, the growth potential of the 
East Asian market, problems of differences in language, culture and business 
practices that Asian investors would face in Mexico, and most importantly the 
constraint in Mexico’s infrastructure, skilled labour supply and overall investment 
environment. As shown recently, during the peso crisis of Mexico, 
mismanagement of macroeconomic policy and foreign exchange policy could have 
a very serious negative impact for foreign investors in Mexico. It is to be noted, 
however, that in the medium to long run, these problems can be improved 
depending on how serious Mexico is about wanting to attract foreign investment; 
then the perception of potential Asian investors will change accordingly.

The Mexican Government realizes that in order to succeed in the NAFTA 
regime, it must attract a large number of foreign investors, especially those from 
East Asia. From this point of view, it must compete with China. Mexico, which 
has made significant economic reforms since 1985 and succeeded in the 
conclusion of NAFTA, must make their investment environment more attractive 
by largely increasing their supply of skilled workers and engineers, and by 
investing heavily in infrastructure. Its effort to make a separate free trade 
agreement with other Latin American economies such as Chile and Argentine 
will certainly make Mexico the more attractive location for investment.

IV. CONCLUSION

This paper has shown that the negative impact of NAFTA on East Asia’s 
trade and investment will not be great in general terms, though specific sectors 
may be affected significantly. This optimism is based on two facts. First, a 
relatively open United States market reduces the degree of discrimination against 
East Asian exporters under NAFTA, especially after the successful conclusion of 
the Uruguay Round. Second, the East Asian economies are growing faster than 
the NAFTA countries, and intraregional trade in East Asia has been growing 
rapidly as well. This suggest that except for certain specific products, the 
negative impact of NAFTA on Asian trade and investment will not be significant 
in the short run.

Recent projections (for example, DRI Report)7 show that between 1995 
and 2000 Japan’s economy will grow faster than the United States on average, 
and that all major East Asian developing economies are likely to grow faster than 
Mexico. As the current growth trends continues, East Asia will become the most 
dynamic and largest world market in the early part of the next century, putting it 
in the same position as that of the United States during the post-war period. 
Therefore, it is to the advantage of NAFTA countries to seek closer linkages with 
East Asian economies, preferably through multilateral free trade agreements and 
by promoting trade and investment between them.

Data Resource Incorporation (DRI) Projection of the World Economy: Data Resources 
(1994).
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What is the policy implication of NAFTA on East Asian countries? It is 
important for East Asia to perceive the framework of NAFTA correctly. 
Although there will be some discriminatory effects of NAFTA on extra-regional 
imports, NAFTA does not appear to be developing as an exclusive trade bloc 
against Asia and Europe. The United States stake and commitment in 
maintaining an open and liberal trade regime in the world and their stake in the 
rapidly growing Asian market, is too great to attempt such an unwise approach. 
Rather, NAFTA should be perceived as a politico-economic arrangement to 
develop sustainable economic growth of Mexico.

From this point of view, the recent discussion of APEC (Asia-Pacific 
Economic Cooperation) leaders and ministers on the scheme to further liberalize 
trade and the foreign investment regime is very significant, because APEC 
embraces most of major NAFTA, East Asian and South-East Asian economies. 
For the same reason, East Asia must fully support the WTO system.

Among some of the Latin American countries, their interests in joining 
NAFTA is rather strong. Chile and a few others may be able to join NAFTA 
soon. The expansion of NAFTA to include major Latin American economies 
with negative externalities toward outside economies may be politically and 
economically damaging to the global free trade system, if expanded NAFTA 
turns into a trading bloc against Asia and Europe. East Asia must help free 
traders in the United States and other major economies, so that they can win the 
battle against protectionists. The most effective way to help them is for East 
Asia to initiate bold reforms and international agreements for further 
liberalization of international trade and investment. Further development of free 
trade regime in Asia, which has benefited greatly from the open and liberal world 
trade regime in the last several decades for its sustained growth, may be the best 
strategy to prevent NAFTA from becoming an exclusive trading bloc against 
East Asia.
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Trade flows between East Asia and NAFTA

Table 7.1 (a) Share of NAFTA countries in East Asian exports

To United States Canada Mexico
From 1985 1991 1992 1985 1991 1992 1985 1991 1992

(Billions of US dollars)
Japan 66.68 92.20 96.72 4.56 7.26 7.08 1.00 2.82 3.81
Republic of Korea 10.79 18.61 18.15 1.23 1.67 1.61 0.03 0.78 0.91
Taiwan Province of China n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Hong Kong 9.30 22.39 27.58 0.72 1.74 2.08 0.02 0.36 0.59
China 2.34 6.20 8.60 0.02 0.56 0.65 0.02 0.09 0.16
East Asia total 89.11 139.40 151.05 6.53 11.23 11.42 1.07 4.05 5.47
Mexico 13.34 18.73 18.66 0.40 0.56 0.79 - - -
World total 326.25 476.99 517.08 68.02 118.14 123.83 18.44 47.37 58.87
(Percentage)
Japan 20.4 19.3 18.7 6.7 6.1 5.7 5.4 6.0 6.5
Republic of Korea 3.3 3.9 3.5 1.8 1.4 1.3 0.2 1.6 1.5
Taiwan Province of China n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Hong Kong 2.9 4.7 5.3 1.1 1.5 1.7 0.1 0.8 1.0
China 0.7 1.3 1.7 0.0 0.5 0.5 0.1 0.2 0.3
East Asia total 27.3 29.2 29.2 9.6 9.5 9.2 5.8 8.5 9.3
Mexico 4.1 3.9 3.6 0.6 0.5 0.6 - - -
World total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: IMF, Direction of Trade Statistics Yearbook, 1989 and 1994.
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Table 7.1 (b) Share of NAFTA countries in East Asian imports

Source United States Canada Mexico
Destination 1985 1991 1992 1985 1991 1992 1985 1991 1992

(Billions of US dollars)
Japan 26.10 53.63 52.69 4.80 7.69 7.65 1.89 1.74 1.24
Republic of Korea 6.56 18.90 18.32 0.63 1.91 1.57 0.14 0.22 0.17
Taiwan Province of China n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Hong Kong 2.82 7.58 9.13 0.20 0.42 0.50 0.02 0.09 0.10
China 5.20 8.01 8.90 1.15 1.65 1.93 0.08 0.15 0.11
East Asia total 40.68 88.12 89.04 6.78 11.67 11.65 2.13 2.20 1.62
Mexico 8.95 24.66 30.13 0.23 0.78 1.04 - - -
World total 228.60 431.21 456.95 90.44 129.61 136.57 29.03 42.77 46.56

(Percentage)
Japan 11.4 12.4 11.5 5.3 5.9 5.6 6.5 4.1 2.7
Republic of Korea 2.9 4.4 4.0 0.7 1.5 1.1 0.5 0.5 0.4
Taiwan Province of China n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Hong Kong 1.2 1.8 2.0 0.2 0.3 0.4 0.1 0.2 0.2
China 2.3 1.9 1.9 1.3 1.3 1.4 0.3 0.4 0.2
East Asia total 17.8 20.4 19.5 7.5 9.0 8.5 7.3 5.1 3.5
Mexico 3.9 5.7 6.6 0.3 0.6 0.8 - - -
World total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: IMF, Direction of Trade Statistics Yearbook, 1989 and 1994.119



(Millions of US dollars)

Table 7.2 (a) United States imports from selected countries, 1985

Country
Products

World Japan Republic 
of Korea

Hong Kong Mexico China Rest of the 
world

Total import 361 395.69 72 284.39 10 699.65 8 990.59 19 360.41 4 221.96 245 838.68

Total 292 011.12 69 688.48 9 383.55 7 283.00 11 064.94 2 649.84 191 941.31

Food, beverages 20 366.05 488.51 136.23 87.74 1 611.52 176.98 17 865.06

Textile, apparel 24 656.38 2 011.03 3 085.62 3 720.48 424.18 1 456.41 13 958.66

Apparel 16 201.45 521.00 2 481.79 3 536.85 291.72 1 051.61 8 318.49

Textile 8 454.93 1 490.04 603.83 183.63 132.46 404.80 5 640.17

Wood (products) 5 053.80 55.51 12.26 14.69 90.94 14.17 4 866.21

Paper (products) 7 842.54 171.33 62.70 29.84 169.42 7.46 7 401.79

Chemicals (products) 35 483.24 1 509.63 179.72 20.43 1 391.05 471.49 31 910.02

Mineral products 9 008.54 1 035.12 133.88 175.75 602.74 112.75 6 948.29

Basic metal products 18 333.28 3 894.31 755.54 10.11 468.07 83.40 13 121.85

Machinery, equipment 148 863.41 56 469.05 3 538.03 2 397.81 5 719.95 194.04 80 544.54

Electronics & electrical machinery 49 358.33 22 315.67 2 720.75 1 928.95 3 444.87 57.79 18 890.31

Transport equipment 63 809.56 25 178.25 78.84 27.25 826.66 10.84 37 687.72

Machinery & equipment 28 668.67 7 357.61 151.89 275.53 1 289.79 28.31 19 565.54

Other metal manufacture 7 026.86 1 617.53 586.55 166.08 158.63 97.10 4 400.97

Miscellaneous manufacture 22 413.89 4 053.98 1 479.57 826.16 596.17 133.13 15 324.89

Source: United Nations Statistical Office. COMTRADE Database.
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(Percentage)

Table 7.2 (b) United States imports from selected countries, 1985

Country
Products

World Japan Republic 
of Korea

Hong Kong Mexico China Rest of the 
world

Total import 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Total 80.8 96.4 87.7 81.0 57.2 62.8 78.1
Food, beverages 5.6 0.7 1.3 1.0 8.3 4.2 7.3
Textile, apparel 6.8 2.8 28.8 41.4 2.2 34.5 5.7

Apparel 4.5 0.7 23.2 39.3 1.5 24.9 3.4
Textile 2.3 2.1 5.6 2.0 0.7 9.6 2.3

Wood (products) 1.4 0.1 0.1 0.2 0.5 0.3 2.0
Paper (products) 2.2 0.2 0.6 0.3 0.9 0.2 3.0
Chemicals (products) 9.8 2.1 1.7 0.2 7.1 11.2 13.0
Mineral products 2.5 1.4 1.3 2.0 3.1 2.7 2.8
Basic metal products 5.1 5.4 7.1 0.1 2.4 2.0 5.3
Machinery, equipment 41.2 78.1 33.1 26.7 29.5 4.6 32.8

Electronics & electrical machinery 13.7 30.9 25.4 21.5 17.8 1.4 7.7
Transport equipment 17.7 34.8 0.7 0.3 4.3 0.3 15.3
Machinery & equipment 7.9 10.2 1.4 3.1 6.7 0.7 8.0
Other metal manufacture 1.9 2.2 5.5 1.8 0.8 2.3 1.8

Miscellaneous manufacture 6.2 5.6 13.8 9.2 3.1 3.2 6.2

Source: United Nations Statistical Office, COMTRADE Database.
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(Millions of US dollars)
Table 7.3 (a) United States imports from selected countries, 1991

Country
Products

World Japan Republic 
of Korea

Hong Kong Mexico China Rest of the 
world

Total import 508 944.08 95 713.14 17 735.58 9 730.47 31 771.52 20 276.39 333 716.98
Total 412 438.44 90 284.20 15 619.97 8 248.42 24 005.53 13 953.78 260 326.54
Food, beverages 24 008.42 283.49 186.80 121.05 2 689.67 508.06 20 219.36
Textile, apparel 40 018.91 1 821.08 3 846.62 4 532.25 1 395.62 4 963.69 23 459.65

Apparel 27 920.78 149.85 2 994.87 4 283.15 920.29 4 100.23 15 472.39
Textile 12 098.78 1 671.23 851.75 249.10 475.33 863.47 7 987.26

Wood (products) 5 447.46 12.20 8.26 11.32 242.2 67.48 5 105.99
Paper (products) 10 805.71 233.36 69.44 22.18 133.43 72.27 10 275.03
Chemicals (products) 41 222.72 2 758.61 298.86 36.41 1 063.22 477.00 36 588.63
Mineral products 11 385.72 768.98 111.81 143.08 717.52 322.99 9311.34
Basic metal products 18 822.24 2 608.07 661.97 12.64 654.47 178.86 14 706.23
Machinery, equipment 225 383.24 76 102.40 8 011.98 2 344.27 15 598.50 3 896.83 119 429.26

Electronics & electrical machinery 90 824.67 31 272.71 5 570.68 2 076.72 8 560.02 2914.17 40 430.37
Transport equipment 81 735.34 31 115.79 1 380.64 16.76 4 344.83 145.07 44 732.25
Machinery & equipment 43 565.76 11 843.30 534.55 90.60 2 122.45 332.69 28 642.17
Other metal manufacture 9 257.46 1 870.61 526.11 160.19 571.19 504.90 5 624.47

Miscellaneous manufacture 35 344.02 5 696.01 2 424.24 1 025.22 1 510.89 3 456.60 21 231.06

Source: United Nations Statistical Office, COMTRADE Database.



(Percentage)

Table 7.3 (b) United States imports from selected countries, 1991

Country
Products

World Japan Republic 
of Korea

Hong Kong Mexico China Rest of the 
world

Total import 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Total 81.0 94.3 88.1 84.8 75.6 68.8 78.0
Food, beverages 4.7 0.3 1.1 1.2 8.5 2.5 6.1
Textile, apparel 7.9 1.9 21.7 46.6 4.4 24.5 7.0

Apparel 5.5 0.2 16.9 44.0 2.9 20.2 4.6
Textile 2.4 1.7 4.8 2.6 1.5 4.3 2.4

Wood (products) 1.1 0.0 0.0 0.1 0.8 0.3 1.5
Paper (products) 2.1 0.2 0.4 0.2 0.4 0.4 3.1
Chemicals (products) 8.1 2.9 1.7 0.4 3.3 2.4 11.0
Mineral products 2.2 0.8 0.6 1.5 2.3 1.6 2.8
Basic metal products 3.7 2.7 3.7 0.1 2.1 0.9 4.4
Machinery, equipment 44.3 79.5 45.2 24.1 49.1 19.2 35.8

Electronics & electrical machinery 17.8 32.7 31.4 21.3 26.9 14.4 12.1
Transport equipment 16.1 32.5 7.8 0.2 13.7 0.7 13.4
Machinery & equipment 8.6 12.4 3.0 0.9 6.7 1.6 8.6
Other metal manufacture 1.8 2.0 3.0 1.6 1.8 2.5 1.7

Miscellaneous manufacture 6.9 6.0 13.7 10.5 4.8 17.0 6.4

Source: United Nations Statistical Office, COMTRADE Database.
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(Millions of US dollars)

Table 7.4 (a) United States imports from selected countries, 1992

Country
Products

World Japan Republic 
of Korea

Hong Kong Mexico China Rest of the 
world

Total import 553 496.52 100 217.45 17 36235 10 265.15 35 865.05 27 450.24 362 336.29
Total 448 373.35 94 001.07 15 36832 8 700.68 27 760.26 18 758.76 283 784.26
Food, beverages 24 761.28 298.01 165.30 123.26 2 515.52 695.42 20 963.76
Textile, apparel 46 718.34 1 901.59 3 720.56 4 848.81 1 731.61 6 566.34 27 949.43

Apparel 33 192.64 143.30 2 873.25 4 604.18 1 197.13 5 450.65 18 924.13
Textile 13 525.70 1 758.29 847.31 244.64 534.48 1 115.69 9 025.30

Wood (products) 6 982.18 52.75 5.82 13.56 289.30 119.94 6 500.81
Paper (products) 10 740.13 222.47 65.23 23.01 150.59 101.42 10 177.41
Chemicals (products) 43 616.51 3 249.11 402.53 49.92 1 220.79 594.51 38 099.67
Mineral products 11 799.42 789.54 95.11 156.72 690.01 448.25 9 619.80
Basic metal products 18 944.52 2 433.94 677.82 17.69 699.43 172.83 14 942.82

Machinery, equipment 246 827.52 79 226.69 8 297.06 2 405.14 18 601.90 5 359.20 132 937.53
Electronics & electrical machinery 104 481.68 34 670.46 6 169.82 2 137.53 10 108.39 4 001.49 47 394.00
Transport equipment 85 498.78 30 245.69 1 007.44 19.64 5 214.63 204.11 48 807.27
Machinery & equipment 46 910.05 12 579.42 622.90 94.56 2 602.71 460.25 30 550.21

Other metal manufacture 9 937.01 1 731.12 496.91 153.42 676.18 693.35 6 186.04
Miscellaneous manufacture 37 983.46 5 826.99 1 938.87 1 062.58 1 861.12 4 700.86 22 593.04

Source: United Nations Statistical Office, COMTRADE Database.
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(Percentage)

Table 7.4 (b) United States imports from selected countries, 1992

Country 
Products

World Japan Republic 
of Korea

Hong Kong Mexico China Rest of the 
world

Total import 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Total 81.0 93.8 88.5 84.8 77.4 683 783
Food, beverages 4.5 0.3 1.0 1.2 7.0 2.5 5.8
Textile, apparel 8.4 1.9 21.4 47.2 4.8 23.9 7.7

Apparel 6.0 0.1 16.5 44.9 3.3 19.9 5.2
Textile 2.4 1.8 4.9 2.4 1.5 4.1 2.5

Wood (products) 1.3 0.1 0.0 0.1 0.8 0.4 1.8
Paper (products) 1.9 0.2 0.4 0.2 0.4 0.4 2.8
Chemicals (products) 7.9 3.2 2.3 0.5 3.4 2.2 10.5
Mineral products 2.1 0.8 0.5 1.5 1.9 1.6 2.7
Basic metal products 3.4 2.4 3.9 0.2 2.0 0.6 4.1
Machinery, equipment 44.6 79.1 47.8 23.4 51.9 19.5 36.7

Electronics & electrical machinery 18.9 34.6 35.5 20.8 28.2 14.6 13.1
Transport equipment 15.4 30.2 5.8 0.2 14.5 0.7 13.5
Machinery & equipment 8.5 12.6 3.6 0.9 7.3 1.7 8.4
Other metal manufacture 1.8 1.7 2.9 1.5 1.9 2.5 1.7

Miscellaneous manufacture 6.9 5.8 11.2 10.4 5.2 17.1 6.2

Source: United Nations Statistical Office, COMTRADE Database.
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Table 7. 5 Share of selected countries in the United States imports, 1991

Billions of US dollars Percentage

World Japan
Taiwan 

Province 
of China

China
Republic 
of Korea

Hong 
Kong Mexico Japan

Taiwan 
Province 
of China

China
Republic 
of Korea

Hong 
Kong Mexico

Total 483.03 90.47 22.94 18.86 16.86 9.19 30.45 18.7 4.7 3.9 3.5 1.9 6.3
Fuels and ores 56.661 0.123 0.001 0.697 0.032 0.002 4.941 0.2 0.0 1.2 0.1 0.0 8.7
Tropical agricultural products 8.424 0.029 0.031 0.078 0.011 0.012 1.634 0.3 0.4 0.9 0.1 0.1 19.4
Animal products 11.107 0.138 0.191 0.368 0.138 0.024 0.703 1.2 1.7 3.3 1.2 0.2 6.3
Cereals etc. 2.044 0.047 0.036 0.059 0.012 0.011 0.102 2.3 1.8 2.9 0.6 0.6 5.0
Processed food 7.646 0.158 0.099 0.094 0.040 0.087 0.477 2.1 1.3 1.2 0.5 1.1 6.2
Wood products 15.264 0.232 0.323 0.128 0.074 0.032 0.367 1.5 2.1 0.8 0.5 0.2 2.4
Furniture 6.297 0.243 1.611 0.437 0.087 0.065 0.742 3.9 25.6 6.9 1.4 1.0 11.8
Apparel 34.702 0.135 3.785 6.272 4.000 4.101 1.168 0.4 10.9 18.1 11.5 11.8 3.4
Consumer goods nec. 36.889 3.871 3.021 4.827 2.444 0.868 1.270 10.5 8.2 13.1 6.6 2.4 3.4
Textiles 5.805 0.624 0.317 0.387 0.456 0.158 0.162 10.8 5.5 6.7 7.9 2.7 2.8
Metals and metal products 25.236 4.021 1.791 0.649 1.101 0.180 1.113 15.9 7.1 2.6 4.4 0.7 4.4
Arms 0.515 0.624 0.317 0.387 0.456 0.158 0.162 10.8 5.5 6.7 7.9 2.7 2.8
Instruments 17.006 6.471 0.659 0.404 0.335 0.780 0.809 38.1 3.9 2.4 2.0 4.6 4.8
Books 1.649 0.167 0.025 0.020 0.038 0.203 0.049 10.1 1.5 1.2 2.3 12.3 2.9
Electrical machinery 59.562 19.151 3.533 2.532 4.472 1.295 7.602 32.2 5.9 4.3 7.5 2.2 12.8
Vehicles 74.425 30.264 0.918 0.126 1.220 0.010 4.699 40.7 1.2 0.2 1.6 0.0 6.3
Ships 0.256 0.031 0.040 0.001 0.003 0.006 0.001 11.9 15.5 0.5 1.1 2.3 0.5
Aircraft 7.523 0.533 0.002 0.022 0.081 0.000 0.026 7.4 0.0 0.3 1.1 0.0 0.4
Machinery 65.061 18.745 5.066 0.653 1.726 0.810 2.287 28.8 7.8 1.0 2.7 1.2 3.5
Plastics 7.007 0.917 1.057 0.499 0.266 0.165 0.301 13.1 15.1 7.1 3.8 2.4 4.3
Chemicals 22.974 3.003 0.152 0.388 0.134 0.044 0.614 13.1 0.7 1.7 0.6 0.2 2.7
Other 13.514 0.938 0.118 0.083 0.141 0.277 1.066 6.9 6.9 0.6 1.0 2.0 7.9

Source:
Note:

United States Department of Commerce Trade Data adapted from Learner, E. (1994).
Although tables 7.3 and 7.5 of this paper are the same, the only difference is that in table 7.5 data for Taiwan Province of China is included by product categories.
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(Millions of US dollars)

Table 7.6 Stock of the United States direct investment abroad by country or area

Country 1977 1982 1985 1986 1987 1988 1989 1990

World 149 990 207 752 230 250 259 800 314 307 335 893 370 091 421 494
PECCA 55 418 78 439 86 605 92 602 108 060 119 344 128 060 141 494
Pacific OECD 47 465 59 651 65 492 72 039 85 573 94 321 98 507 107 093
Australia 5 823 9 089 8 772 9 430 11 363 12 823 13 331 14 529
Canada 35 052 43 511 46 909 50 629 57 783 62 656 65 548 68 431
Japan 4 593 6 407 9 235 11 472 15 684 18009 18 488 20 994
New Zealand 410 644 576 598 743 833 1 140 3 139
NIEs 2 498 5 808 6 662 7 819 9 323 10 673 12 042 14 877
Hong Kong 1 328 2 854 3 295 3912 4 389 5 240 5 948 6 537
Republic of Korea 395 690 743 782 1 178 1 501 1 855 2 096
Singapore 516 1 720 1 874 2 256 2 384 2311 2 318 3 971
Taiwan Province of China 259 544 750 869 1 371 1 621 1 921 2 273
ASEAN-4 2 522 5 611 7 721 6 615 6 692 6 701 7 872 8 422
Indonesia 984 2 295 4 475 3 217 3 070 2 921 3 770 3 827
Malaysia 464 1221 1 140 1 021 952 1 135 1 174 1 425
Philippines 837 1 315 1 032 1 299 1 396 1 513 1 657 1 655
Thailand 237 780 I 074 1 078 1 274 1 132 1 271 1 515
Pacific Latin America 4 520 7 320 6 419 5 991 6 283 7 360 9 288 11 301
Chile 159 311 88 265 348 672 1 069 1 341
Mexico 3 210 5 019 5 088 4 623 4913 5712 7 280 9 360
Peru 1 160 1 990 1 243 1 103 1 022 976 939 600
Other Asia
China 0 49 311 167 207 307 371 289
Brunei Darussalam n.a. n.a. n.a. -29 -18 -18 -20 -22

Sources: United States Department of Commerce, Survey of Cuttent Business, August 1987-1991; United States Direct Investment Abroad: Balance of Payments and
Direct Investment Position Estimates, 1977-1981.

Note: a. Including Brunei Darussalam after 1985.
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Table 7.7 Foreign direct investment into Mexico, 1973-1991

(Millions of US dollars)
Year New 

investment
Annual var. 
(per cent)

Accumulated
FDI

Annual var. 
(per cent)

1973 287.3 — 4 359.5 —
1974 362.2 26.1 4 721.7 8.3
1975 295.0 -18.6 5 016.7 6.2
1976 299.1 1.4 5 315.8 6.0
1977 327.1 9.4 5 642.9 6.2
1978 383.3 17.2 6 026.2 6.8
1979 810.0 111.3 6 836.2 13.4
1980 1 622.6 100.3 8 836.2 23.7
1981 1 701.1 4.8 10 159.9 20.1
1982 625.5 -63.2 10 786.4 6.2
1983 683.7 9.1 11 470.1 6.3
1984 1 442.2 110.0 12 899.9 12.5
1985 1 871.0 29.7 14 628.9 13.4
1986 2 424.2 29.4 17 053.1 16.5
1987 3 872.2 60.1 20 930.3 22.7
1988 3 157.1 -18.6 24 087.4 15.1
1989 2 499.7 -20.8 26 587.1 10.4
1990 3 724.4 48.9 30 309.5 14.0
1991* 3 177.7 -14.6 33 487.2 10.5

Source: General Directorate of Foreign Investment, SECOFI.
Note: Some of the new foreign investment does not necessarily sum up to the accumulated

FDI owing to cancellations of certain investments, increases in equity capital, partial 
Mexicanizations of enterprises, and mergers and acquisitions for which the General 
Directorate of Foreign Investment (Direccion General de Inversiones Extranjeras), 
Secretaria de Comercioy Fomento Industrial (SECOFI) makes adjustments.
* January-October.
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Chapter Eight

Implications of NAFTA for South Asia

Deepak Nayyar 
(Jawaharlal Nehru University, New Delhi)

I. INTRODUCTION

The objective of this paper is to analyse the economic implications and 
consequences of the North American Free Trade Agreement (NAFTA), which 
has just begun life, for countries in South Asia. In doing so, it would also touch 
upon the possible effects of NAFTA on developing countries in the Asian and 
Pacific region and elsewhere. The structure of the discussion in the paper is as 
follows. Section II situates NAFTA in the wider context of a historical 
perspective, relating its emergence to the sequence of trade liberalisation in the 
world economy and to developments in trade policy of the United States. 
Section III considers the origins, the scope and the nature of NAFTA which, 
taken together, may exercise an important influence on how it would affect the 
rest of the world. Section IV examines the economic impact of NAFTA on 
South Asian countries; the time horizon is the short-term or the medium-term, 
while the focus is on trade possibilities and investment opportunities. Section V 
explores the longer-term implications of NAFTA for South Asia, in terms of the 
impact it may have on economies of the region and on the international trading 
system, by speculating about plausible scenarios and considering possible policy 
options.

II. HISTORICAL CONTEXT

The experience of the world economy during the second half of the 
twentieth century suggests that there are three forms of trade liberalisation. First, 
trade liberalisation can be unilateral, where a country pursues it unmindful of 
what other countries do, based on the fundamental prescription of orthodox 
economic theory that free trade is efficient.1 Second, trade liberalisation can be
1 There are, however, two critical assumptions underlying this prescription: first, that market 
prices reflect social costs and, second, that a country’s trade in goods is not large enough to influence 
world prices. If these assumptions do not hold, free trade cannot ensure an efficient outcome. This 
was recognized in the mid-nineteenth century by John Stuart Mill. Market failure provided the basis 
of the infant industry argument just as monopoly power provided the basis of the optimum tariff 
argument. Modem neo-classical economics accepts these as reasons that justify departures from free 
trade, but does not quite recognize the importance of inter-temporal considerations when countries, 
which are latecomers to industrialization,.choose to depart from free trade.
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multilateral, where countries negotiate market access and reductions in tariffs or 
in non-tariff barriers on a reciprocal basis, through bargaining among major 
trading partners, which is then multilateralised through the most-favoured-nation 
clause in the GATT system. Third, trade liberalisation can be bilateral or 
plurilateral, where a pair or a group of countries adopt it among themselves.

For much of this period, the United States of America has been a strong 
advocate of unilateral trade liberalisation, although reality has not conformed to 
its preference. If anything, the belief in the free trade doctrine was stronger in 
the nineteenth century and the early twentieth century. Yet, the international 
trading system that was created in the late 1940s, with GATT as its centre-piece, 
was not based on this premise mostly because of European reluctance. Universal 
free trade was perceived as the ultimate objective, but the conceived transition 
path was characterised by an implicit reciprocity principle that was almost 
mercantilist. Over the next 25 years, however, reciprocal bargaining in the 
contractual framework of GATT did provide the modus operandi of multilateral 
trade liberalisation among the industrialised countries at a rapid pace.

The mid-1970s brought about a change, as the industrialised world 
resorted to increasing protectionism when growth slowed down, recession 
persisted and unemployment mounted. Large segments of world trade, related to 
agriculture and textiles, were excluded from GATT discipline. Non-tariff 
barriers proliferated and multiplied: some misused GATT rules (anti-dumping or 
countervailing duties), others circumvented GATT rules (grey area measures like 
voluntary-export-restraints and orderly-marketing-arrangements), while a few 
were not even in the realm of trade (laws about standards or health regulations). 
The outcome was a steady erosion in the principle of non-discrimination. In the 
world of trade, multilateralism and liberalisation, were both at risk. The 
Uruguay Round of multilateral trade negotiations was launched in September 
1986, after an intense debate about its agenda, in an attempt to resolve the 
mounting crisis in the international trading system.

The United States, however, was no longer satisfied with a reliance on 
multilateral trade liberalisation even if the rules and the credibility of the system 
could be restored. It launched two other, almost simultaneous, initiatives during 
the mid-1980s. Both represented a fundamental departure from the concept of 
unilateral trade liberalisation. The first initiative was the introduction of Section 
301 in the Trade and Tariffs Act of 1984. This was replaced by the much 
stronger successor provisions, Special 301 and Super 301, in the Omnibus Trade 
Act of 1988. Such legislation gave the United States a bilateral means of 
twisting the arms of trading partners to provide market access, for its economic 
strength was now combined with a legal right to retaliate. The second initiative 
was a search for bilateral or plurilateral trade arrangements. This process began 
with the United States-Israel Tariff Agreement of 1984. It developed into the 
United States-Canada Free Trade Agreement of 1989. The process culminated in 
the formation of a trilateral North American Free Trade Area which extended to 
Mexico.
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It is striking that the birth of NAFTA, in January 1994, coincided with the 
conclusion of the Uruguay Round of multilateral trade negotiations, in December 
1993, and its ratification at the ministerial meeting, in April 1994. The NAFTA 
initiative is perhaps best described as an example of the new trend towards 
minilateralism in the international trading system. Such regional economic 
arrangements, which constitute de facto or de jure trade blocs, conform to the 
letter but not to the spirit of the GATT law. The requirements of Article XXIV in 
the GATT are satisfied if: (a) these bloc formations do not lead to an increase in 
tariff or non-tariff barriers vis-a-vis the rest of the world; and (b) the transition to 
a free trade area or a customs union is completed within a reasonable period of 
time. Most attempts at economic integration among groups of countries meet the 
first stipulation but do not quite meet the second stipulation. Yet, the formation 
of these blocs is an act of discrimination, at best in conception and at worst by 
design, for the simple reason that the privileges of members are not available to 
non-members.

III. CONTOURS OF NAFTA

It is not sufficient to situate NAFTA in its historical context. It is also 
necessary to consider the origins, the scope and the nature of NAFTA in a more 
systematic manner. The reason is clear enough. The underlying motivation, the 
actual jurisdiction and the internal dynamics of the agreement among the three 
North American countries would exercise an important influence on NAFTA’s 
relationship with, and implications for, the outside world. Consider each in turn.

The origins of NAFTA are to be found partly in the sphere of economics 
and partly in the realm of politics. In my judgment, the motives of the United 
States are the dominant factor although the motives of Canada and Mexico are 
not insignificant factors.

In the sphere of economics, apart from a desire to improve access for 
trade and investment in two of its largest markets, the frustration of the United 
States with the process of multilateral trade liberalisation was probably an 
important factor underlying the drive for NAFTA. The response of the United 
States was characterised by a positive dimension and a negative dimension. The 
convoy-problem provided the positive aspect of the rationale for NAFTA. It was 
felt that the pace of the multilateral negotiations was determined by the slowest 
among the negotiating countries.2 The formation of NAFTA was perceived as a 
Sword of Damocles hung over heads to speed up the process of negotiations. 
The free-rider-problem provided the negative aspect of the rationale for NAFTA. 
It was felt that some countries were able to get something-for-nothing in GATT. 
The resentment was strongest against the more industrialised among the 
developing countries, which refused to accept the principle of graduation in 
demanding their rights without accepting their corresponding obligations. The 

2 The lowest-common-denominator problems associated with multilateral trade negotiations 
were emphasized by Wonnacott and Lutz (1989) in the context of the United States-Canada FTA.
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formation of NAFTA was thus seen as a means of escaping the constraints of a 
multilateral system and ensuring that no benefit would be extended to free-riders. 
For Canada, the formation of NAFTA was simply a logical extension of FTA 
which had already recognised the overwhelming importance of the United States 
in trade flows and in investment flows. For Mexico, NAFTA represented the 
logical conclusion of its economic liberalisation programme which sought to 
integrate the Mexican economy with that of the United States, to capture the 
economic benefits from globalisation.

In the realm of politics, NAFTA was perceived as an institutional 
mechanism for resolving problems and difficulties that always arise among 
neighbouring countries, particularly in a world where nationalism cannot be 
wished away. For the United States, it provided a means of addressing 
immigration issues and drug problems that were a corollary of its geographical 
proximity with Mexico. But that is not all. Given the political volatility in the 
Middle East, the petroleum sector in Mexico provided more access to, and a 
greater control on, oil resources in the world outside. For Mexico, it was a 
means of obtaining a political sanction for the restructuring of the economy 
which began in the early 1980s and a possible insurance against the adverse 
political consequences of another debt crisis.

The scope of NAFTA must be understood clearly as it is not quite a free 
trade area in the conventional sense. In the simple world of text books, a free 
trade area means that there are no restrictions on trade among partners but it 
docs not imply common external tariffs, as in a customs union, or factor mobility, 
as in a common market. NAFTA does not fit into the simple world of analytical 
distinctions. Tariffs among the member countries are to be abolished over 10 
years. For some sensitive items, however, tariffs are to be phased out over 15 
years. At the same time, to initiate the process of trade liberalisation, some 
tariffs would be eliminated with immediate effect. Over time, non-tariff barriers 
are to be dismantled but some sacred-cows in each of the member countries 
would continue to be protected. Quantitative restrictions on trade in textiles, 
automobiles, steel and agriculture would remain.3 However, NAFTA is not 
simply about the liberalisation of merchandise trade. Domestic economic 
policies in some spheres would be revamped to increase the degree of openness: 
liberalisation of trade in services, right of establishment for foreign firms, 
discipline on government procurement policies and harmonisation of regulatory 
legal systems constitute the significant examples. At the same time, domestic 
economic policies in other spheres would be reshaped to reduce the degree of 
competition: the introduction of regimes for labour standards, environmental 
laws, intellectual property rights protection and strict rules of origin constitute 
the important examples. In sum, the structure of NAFTA represents a curious 
mix of marketing-opening and market-closing measures.4 The clearest 

3 See Rugman and Gestrin (1993) and Treia and Whalley (1994).
4 This characterisation of NAFTA is stressed by Rugman and Gestrin (1993), who cite textiles
as the main example in support of their hypothesis.
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illustration of this proposition is provided by textiles where NAFTA would 
release Mexico from the straitjacket of MFA quotas but will also impose ultra 
strict rules of origin upon Mexico.

The nature of NAFTA is characterised by a striking asymmetry in terms 
of both trade flows and capital flows, such that neither Canada nor Mexico can 
be described as equal partners with the United States in this initiative. In the 
sphere of trade, the United States is far more important for Canada and Mexico, 
both as a market for exports and as a source of imports, than Canada and Mexico 
are for the United States. For instance, circa 1990, the United States absorbed as 
much as three-fourths of Canadian and Mexican exports, while it provided more 
than two-thirds of Canadian and Mexican imports. In sharp contrast, the share of 
Canada in the trade of the United States, whether as a market for exports or as a 
source of imports was about one-fifth, while the corresponding share of Mexico 
was only one-sixteenth.5 It is no surprise that there is a parallel asymmetry in 
capital flows, for the United States is the main source of foreign direct 
investment inflows to Canada and Mexico, just as it is the main destination for 
the much smaller foreign direct investment outflows from Canada and Mexico. 
Circa 1990, the United States accounted for roughly two-thirds of the stock of 
foreign direct investment in Canada and Mexico, whereas the share of Canada in 
the stock of foreign direct investment in the United States was one-twelfth while 
that of Mexico was negligible.

5 The proportions cited in this paragraph, for trade flows as also investment flows, are based 
on data reported in Hummels and Stern (1994).
6 The evidence available in the existing literature on the subject is summarised by Brown, 
Deardorff and Stem (1992b).

7 Rugman and Gestrin (1993), pp. 25-26.

Given these asymmetries, the distribution of gains from the formation of 
NAFTA would be an important issue. It would determine whether NAFTA 
grows stronger or becomes weaker over time and would, thus, influence how it 
affects the rest of the world. The available literature on the subject reveals 
conflicting views on the distribution of benefits from trade and investment 
liberalisation in North America. Neo-classical economics, based on multi-sector 
computable general equilibrium models suggests that the economic welfare gains 
from NAFTA, as a percentage of GDP, would be in the range of 5 per cent for 
Mexico, 1 per cent or more for Canada and less than 0.5 per cent for the United 
States.6 In this world of comparative statics, the maximum gain would accrue to 
Mexico. In a dynamic context, however, business school analysts reach the 
opposite conclusion: “Mexico will clearly bear the brunt of adjustment costs (and 
consequent efficiency-based opportunities) associated with NAFTA. Indeed, 
while adjustment to increased international competition has been focused on the 
sunset industries in the United States and Canada, the Mexican economy is 
pursuing a wholesale restructuring of its economy in anticipation of NAFTA at a 
pace that has rarely been matched in the history of economic reform”.7 The 
costs of restructuring at the micro-level would indeed be borne by the Mexican 
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manufacturing sector which has neither firm-specific advantages nor country
specific advantages and its ability to compete, at least in the medium term, would 
be weakened by NAFTA.8 Some de-industrialisation in Mexico could be a 
possible consequence. At a macro-level, also, the costs of adjustment may have 
to be borne by Mexico, for a strong exchange rate which would be needed to 
maintain inflows of portfolio investment to finance persistent current account 
deficits, combined with the need to restrain inflation so that it is not significantly 
greater than in other NAFTA countries, could mean much higher levels of 
unemployment in Mexico. If we go beyond comparative statics, then, it is 
plausible to suggest that the minimum gain would accrue to Mexico. It is, of 
course, always difficult to contemplate the future in the sphere of economics and 
so it is with NAFTA. But an equitable distribution of benefits among member 
countries is by no means a foregone conclusion.

8 This argument is developed at some length, in terms of a competitive advantage matrix, by 
Rugman and Gestrin (1993).

9 Cf.Meade (1956) and Lipsey (1957). For an excellent survey of the theory of customs 
unions, see Lipsey (1960).

10 See Cooper and Massel (1965).

IV. ECONOMIC IMPACT OF NAFTA ON SOUTH ASIA

It would be useful to begin by posing a simple question: what can we 
learn from economics or from orthodox trade theory about the impact of NAFTA 
on South Asia? The theory of customs unions is about the impact of economic 
integration on the economic welfare of member-countries, whether in a world of 
statics or of dynamics. This theorising does not produce any simple or definite 
answers. In a seminal contribution, Jacob Viner showed that the formation of a 
customs union leads to trade creation if it switches imports from a high-cost 
domestic source to a lower-cost partner source and to trade diversion if it 
switches imports from a low-cost world source to a higher-cost partner source. In 
a world where the formation of a customs union or a free trade area leads to 
inter-country substitution in production, and nothing else, trade creation 
necessarily raises welfare while trade diversion necessarily lowers welfare. The 
net effect of welfare depends on whether trade creation is larger than trade 
diversion. However, once the analysis is extended beyond inter-country 
substitution in production to inter-commodity substitution in consumption, 
definitive propositions about the possible impact on economic welfare are even 
less possible because trade diversion may not necessarily lower welfare.9 Such 
analysis tells us little about the impact that the formation of a free trade area 
would have on the welfare of non-member countries. Orthodox economic theory 
would simply argue that the formation of preferential free trade areas, which may 
lead to trade diversion, is almost always a second best alternative compared with 
a non-preferential multilateral tariff cut which results only in trade creation.10
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In the context of NAFTA, however, there is a widespread concern among 
developing countries that the inclusion of Mexico in the arrangement may have 
adverse economic consequences for them, if their exports to the United States 
and Canada are replaced by Mexican exports, or if investment from the United 
States and Canada destined for their economies is diverted to Mexico. In 
analysing the impact of a free trade area on non-member countries, then, it is 
necessary to consider the diversion of trade and the diversion of investment away 
from non-member countries. It is important to stress that such diversion of trade 
should not be confused with trade diversion which, as explained above, has 
welfare-theoretic implications for member countries.

The formation of a free trade area may have an impact on non-member 
countries through trade possibilities and investment opportunities. In the short 
term, it may divert trade flows and investment flows away from non-member 
countries to member countries. The consequent reduction in exports would have 
a macro-economic impact in non-member countries through the foreign trade 
multiplier, just as the reduction in investment would have a macro-economic 
impact through the investment multiplier. In both cases, aggregate demand and 
aggregate output would be lower than otherwise. In the medium term, the 
diversion of trade and investment flows to member countries may change 
structures of production in the free trade area in such a manner that it leads to a 
further diversion of trade and investment flows away from non-member 
countries. In the long term, the formation of a free trade area, followed by 
further economic integration, may promote economic growth in member 
countries. This may have a positive impact on non-member countries if it drives 
trade and investment flows not only within the free trade area but also with the 
outside world.

In the discussion that follows, I shall consider the economic impact of 
NAFTA on trade flows and investment flows of the South Asian countries. The 
time horizon of this discussion is the short or medium term. The longer-term 
implications are considered in the next section of the paper.

(1) Trade Flows

The dimensions of trade flows between the countries of South Asia and 
the countries of NAFTA are outlined in Table 8.1. Taken together, exports from 
and imports into South Asia registered an increase from US$ 6 billion in 1985 to 
US$ 11 billion in 1992. There was, however, an asymmetry between the 
expansion in exports, which rose from US$ 2.6 billion to USS 6.8 billion, and the 
growth in imports, which rose from US$ 3.5 billion to US$ 4.2 billion. 
Consequently, South Asia’s modest trade deficit with the NAFTA countries 
which was US$ 1 billion in 1985 was transformed into a trade surplus of US$ 2.6 
billion in 1992. It is worth noting that a very large proportion of these trade 
flows were attributable to India in South Asia, while an overwhelming 
proportion of these trade flows were attributable to the United States in NAFTA. 
But trade flows between South Asia and NAFTA were minuscule when 
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compared with those for Asia and the Pacific or NAFTA. In 1992, for example, 
trade flows between the Asian and Pacific and NAFTA regions were US$ 277 
billion, while intra-NAFTA trade flows alone were almost the same at US$ 270 
billion."

Table 8.2 presents evidence on the significance of NAFTA in South Asian 
foreign trade during the period 1985-1992. It shows that NAFTA countries were 
the market for one-fifth of South Asian exports and were the source of one
eighth of South Asian imports. This significance was essentially attributable to 
trade with the United States, for the shares of Canada (in the range of 1 per cent) 
and of Mexico (in the range of 0.2 per cent) were almost negligible. The United 
States alone absorbed one-sixth to one-fifth of total exports from the South Asian 
countries and provided one-tenth of total imports by the South Asian countries. 
The proportions for India conform to the average for South Asia as a whole, but 
for Bangladesh, Nepal and Sri Lanka, the United States was more important as a 
destination for exports and less important as a source of imports. Needless to 
add, the significance of South Asia in the foreign trade of NAFTA countries, 
whether as a destination for exports or as a source of imports, was much smaller, 
indeed almost negligible.12

11 These figures are based on data published in the IMF Direction of Trade Statistics, 
Yearbook, 1993.
12 Cf. IMF Direction of Trade Statistics.

Given these magnitudes, it is clear that the formation of NAFTA cannot 
lead to a significant diversion of trade away from the South Asian countries in 
favour of member countries. Yet, there may be a concern that Mexican exports 
may substitute for South Asian exports in the United States and Canada, possibly 
because of labour abundance or geographical proximity. A comparison of the 
composition of exports from the South Asian countries with that from Mexico to 
the United States and Canada, in Table 8.3, suggests that there is almost no basis 
for this concern. The reason is simply that the structure of exports from South 
Asia and from Mexico to North America is non-competitive.

The evidence presented in this table, for the early 1990s, shows that 
resource-based or labour-intensive manufactured goods accounted for more than 
90 per cent of exports from Bangladesh, Nepal, Pakistan and Sri Lanka to the 
United States and Canada. In sharp contrast, such manufactured goods 
constituted only 15 per cent of Mexican exports to the United States and Canada. 
The degree of overlap was somewhat greater between India and Mexico. 
Chemicals accounted for about 5 per cent of exports from both India and Mexico 
to the United States and Canada. Food, beverages, tobacco and agricultural raw 
materials contributed about 10 per cent of India’s exports and about 18 per cent 
of Mexico’s exports to the United States and Canada, but this overlap may be 
non-competitive insofar as such exports are based on climatic conditions or 
natural resources. The similarities end there. Resource-based and labour- 
intensive manufactures did contribute a little more than 80 per cent of India’s 
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exports to the United States and Canada as compared with 15 per cent of 
Mexico’s exports to the United States and Canada, whereas machinery and 
transport equipment which accounted for only 3 per cent of India’s exports to the 
United States and Canada contributed more than 30 per cent of Mexican exports 
to the United States and Canada.

It needs to be recognized that the evidence presented above is persuasive 
but not conclusive, for aggregates sometimes conceal more than they reveal. A 
consideration of evidence at a disaggregated level shows that there are some 
possibilities of a diversion of trade away from South Asian countries as a 
consequence of NAFTA. These possibilities are significant in textiles and 
clothing, until such time as the present MFA regime continues. This is possibly 
true for all the South Asian countries. There may, in addition, be diversion of 
trade away from India in chemicals, footwear and some engineering goods. In 
my judgment, however, insofar as South Asia’s comparative advantage in 
manufactured goods is based on low wages, Mexico cannot be a substitute source 
on a large scale. In 1992, GNP per capita in Mexico was around US$ 3,700 
while GNP per capita in the South Asian countries was in the range of US$ 300. 
This does imply massive differences in wages between Mexico and South Asia.13

13 It is worth noting that productivity levels in South Asia are probably much lower than those 
in Mexico, so that the substantial difference in wages possibly does not translate into a corresponding 
difference in wage costs per unit of output.

14 For a detailed discussion, see Brown, Deardorff and Stem (1992a).

The conclusion that the formation of NAFTA would not have any 
significant impact on trade opportunities for South Asia is perfectly consistent 
with the available literature on the subject. The research on NAFTA suggests 
that its impact on trade of non-member countries would be negligible because the 
three NAFTA countries already trade extensively with each other and because 
the barriers to trade, particularly tariffs, are already very low.14 What is more, 
from the perspective of competing developing countries, a large proportion of 
Mexican exports to the United States originate from affiliates of the United 
States firms, while an even larger proportion of manufactured exports from 
Mexico to the United States are under special tariff provisions of the 
maquiladora programme. Such specificities reduce the probability of 
substitution. But that is not all. At least one-half of Mexican exports to the 
United States were already tariff-free before NAFTA. Given the porous border, a 
significant proportion of the other half was also possibly tariff-free!

(2) Investment Flows

It is widely accepted that the formation of NAFTA would stimulate 
capital flows to Mexico particularly from the United States but also from 
Canada. This would inevitably involve some diversion away from other 
developing countries, in view of the fact that investible resources arc not 
unlimited even for large international firms. The hypothesis is intuitively 
plausible but may be worth juxtaposing with available evidence. In doing so, I 
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shall focus on capital flows that originate in the United States, partly because 
these are far more important than the capital flows that originate in Canada and 
partly because data for Canada are not readily available.

Table 8.4 presents the available evidence on direct investment abroad by 
the United States, in terms of both stocks and flows, by countries of destination, 
for the years 1990 and 1992. It shows that in the early 1990s, the stock of 
foreign direct investment originating in the United States was distributed as 
follows: about 50 per cent in Europe (of which more than four-fifths was in the 
EC countries); about 33 per cent in the Americas (of which a little more than half 
was in the NAFTA countries while the rest was in South America, Central 
America and the Caribbean); about 15 per cent in Asia and the Pacific (of which 
almost three-fifths was in Japan, Australia and New Zealand, roughly one-fourth 
was in the East Asian NIEs, around one-eighth was in the ASEAN-4, while the 
share of China and South Asia was almost negligible); and the residual, about 2 
per cent, in Africa and the Middle East.

At the end of 1992, the share of Mexico in the outstanding foreign direct 
investment by the United States in the world economy was 2.7 per cent, while 
the share of South Asia was less than 0.2 per cent.15 Given these orders of 
magnitude, it is plausible to argue that the formation of NAFTA would not have 
any significant impact on investment flows from the United States to South Asia. 
If anything, the spurt of economic liberalisation in the South Asian countries 
during the early 1990s may have enlarged investment opportunities for the 
United States firms. The foreign direct investment so induced is mostly directed 
towards manufacturing for the domestic market of the host country or the 
subregional market of South Asia. It is, therefore, unlikely to be diverted to 
Mexico. This proposition is borne out by the evidence presented in Table 8.5 
which compares the sectoral distribution of foreign direct investment by the 
United States in Mexico and India during the early 1990s. It shows that more 
than 70 per cent of such investment in Mexico was in manufacturing activities 
compared with about 50 per cent in India. In the manufacturing sector, much of 
the investment in India was in chemicals and non-electrical machinery, whereas 
in Mexico much of it was elsewhere, particularly in electronics, transportation 
equipment and other related manufacturing. Outside the manufacturing sector, a 
very large proportion of United States investment in India was in the banking 
sector, whereas such United States investment in Mexico was directed at 
wholesale trade, finance, insurance, real estate and services.

15 The insignificance of South Asian countries in direct investment abroad by the United States 
is apparent from the fact that most of the data compiled and published by the United States 
Department of Commerce do not provide separate figures for the South Asian countries except for 
India.

It would be reasonable to infer that investment flows from the United 
States destined for the South Asia would not be diverted to Mexico as a 
consequence of NAFTA. It is possible that investment flows from the United 
States to South America, Central America, the Caribbean or even South-East
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Asia may be displaced insofar as Mexico, with comparable skills and comparable 
wages, provides an alternative location for the United States firms to 
manufacture for export. In the long term, should South Asian countries emerge 
as an attractive base to manufacture for export to the world market, it is possible 
that the presence of Mexico in NAFTA shall shape the strategic behaviour and 
responses of large international firms from the United States. But it is obvious 
that such diversion of investment cannot be unlimited. It would be constrained 
by the absorptive capacity of the Mexican economy.

In this context, it is important to recognize that foreign direct investment 
is only one form of capital flows from the industrialised countries to the 
developing countries in the contemporary world economy. The other form of 
capital flows that has witnessed a rapid increase in its significance during the 
recent past is portfolio investment flows. Such portfolio investment has become 
an increasingly important source of financing the current account deficit in 
Mexico beginning in the 1990s.16 The restructuring of economies in South Asia 
which has also sought to increase the degree of openness, through convertibility 
on capital account, has meant that portfolio investment is emerging as an 
important means of financing the current account deficit.17 It is plausible to 
argue though impossible to prove, that Mexico and the South Asian countries are 
possible competitors for such portfolio investment. Once again, some limit 
would be imposed by the absorptive capacity of Mexico for such capital inflows. 
It would, however, be no great tragedy if, as a consequence of NAFTA, portfolio 
investment flows to South Asia are not as much as they might otherwise have 
been. The reason lies in simple macroeconomics. Several Latin American 
economies, which have relied on portfolio investment to finance current account 
deficits have got locked into regimes of overvalued exchange rates which reduce 
competitiveness of exports and enlarge trade deficits. This, in turn, has an 
inflationary impact on prices through monetary expansion and a contractionary 
impact on output through aggregate demand.

16 Portfolio investment flows into Mexico, which were negative in 1989, rose to US$ 5.9 
billion in 1990, US$ 19.6 billion in 1991 and USS 21.1 billion in 1992 (Dornbusch and Werner, 1994, 
p. 258).

17 In the fiscal year 1992-93, for example, portfolio investment flows into India were a mere 
US$0.1 billion but rose to USS 3.5 billion in the fiscal year 1993-94; see Reserve Bank of India, 
Annual Report 1993-94, p. 97.

V. LONGER-TERM IMPLICATIONS

The main conclusion to emerge from the preceding discussion is that the 
formation of NAFTA would not have any significant economic impact, either in 
the positive or in the negative, on the trade flows of, and the investment flows to 
South Asia, at least in the medium term. However, the longer-term implications 
of NAFTA may be adverse for South Asia if: (a) the membership of NAFTA is 
enlarged to include other industrialised countries and developing countries; or 
(b) the plurilateralism embodied in NAFTA and other such regional economic
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arrangements erodes the basic principle of non-discrimination in the multilateral 
trading system. The probability of the former is low but that of the latter is 
higher. Let me elaborate:

Consider a situation in which NAFTA is enlarged to include other 
industrialised countries, say, Japan, or other developing countries, say in Latin 
America or even in South-East Asia. The formation of such a larger free trade 
area would almost certainly lead to a much greater diversion of trade flows and 
investment flows, away from non-member countries, which, in turn, would have 
a significant impact on developing countries in the Asian and Pacific region and 
this impact would extend to South Asia. The probability of this event, however, 
is low for economic as also political reasons. In terms of economics, there are 
relatively few other countries that would satisfy the conditions for deriving large 
economic gains from joining NAFTA.18 Countries would benefit from economic 
integration with NAFTA essentially if a large proportion of their exports are 
destined for the United States and a large proportion of their imports originate in 
the United States, even before they enter the free trade area. Most countries, 
except some in the Caribbean Basin or Central America, would not meet this test. 
For others, where the United States is a significant but not dominant partner in 
trade, the economic costs of restructuring as a consequence of joining NAFTA 
would be as large as the burden of adjustment that would follow unilateral or 
multilateral trade liberalisation. There is no reason for them to prefer plurilateral 
trade liberalisation. In terms of politics, the conclusion of the Uruguay Round 
and the creation of the World Trade Organisation would make it awkward for the 
United States to enlarge the free trade area just as potential new entrants would 
be deterred by the possibilities of retaliation particularly from other industrialised 
countries.

18 For a succinct discussion of this issue, as also for an analysis of the consequences of such an 
enlarged free trade area - with the United States at its apex - for developing countries, see Fritsch 
(1989).

19 In this context, a general question arises: what is the driving force behind trade liberalisation 
that is bilateral or plurilateral rather than unilateral or multilateral? The same issue can be posed as a 
more fundamental question: why do trade blocks emerge? Obviously, the answer does not lie in the 
limited sphere of economics. It would mean too much of a digression to enter into a discussion of 
these issues here. Suffice it to say that the dynamics of economic competition and political rivalry 
between nation states may lead to the formation of trade blocs as strategic alliances or strategic 
responses.

There is a distinct possibility, however, that the NAFTA syndrome may 
reproduce itself elsewhere in the world economy. The probability of this 
outcome is higher because countries that do not belong to a trade bloc may, as a 
strategic or tactical response, seek to create their own trade blocs.19 Consider, for 
example, Japan which is a lead player in the game of international trade, but not 
yet part of any regional or extra-regional coalition. The initiatives for Asia 
Pacific Economic Cooperation (APEC) or an East Asian Economic Caucus 
(EAEC) become easier to understand in this context. In my judgment, the 
plurilatcralism embodied in actual or potential, intraregional or interregional 
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economic arrangements would erode the foundations of multilateralism. For 
economic integration among groups of countries, whether it becomes deeper or 
spreads wider, strengthens or extends discrimination against non-member 
countries. In this case, the whole is not the sum total of the parts. Trade 
liberalisation that is plurilateral, where each bloc turns into a fortress, may 
increase rather than decrease barriers to trade in the world as a whole. A strong 
rule based multilateral trading system, which is open-to-all and non- 
discriminatory, is the best form of protection for poor countries or small 
countries, such as those in South Asia.

The reality may turn out to be different. In a world where there are two 
large trade blocs, say the European Union and an enlarged NAFTA, the countries 
in South Asia, as also the large countries in Latin America and Africa, would be 
possible losers. This is so for two reasons. For one, their political links with the 
dominant blocs are weak if not slender. For another, their trade patterns are 
characterised by a considerable geographical diversification. Consequently, 
these countries may face the worst of both worlds, as they could be discriminated 
against when compared with other developing countries that may be incorporated 
de facto or de jure into these large trade blocs made up of OECD countries. 
What is more, if there is a third trade bloc in Asia, possibly with Japan at its 
apex, the situation may turn out to be worse. This is because South Asia, along 
with Central Asia and West Asia, is somehow always excluded from the 
contemplated regional or intra-subregional economic arrangements in Asia and 
the Pacific. Such exclusion has political dimensions. It also has economic 
implications. The world economy may, then, be progressively carved out into 
trade blocs with the United States, Western Europe and Japan at the apex of the 
three dominant formations. It could possibly create a triadic system with spheres 
of influence, so that even non-member countries either belong or do not belong.

The scenario outlined here is plausible even if not probable. What are the 
possible options for South Asia in response to, or in anticipation of, such an 
outcome? The first best option for South Asian countries would be to work 
towards a stronger multilateral trading system, preferably one that is more 
equitable than the Final Act embodying the results of the Uruguay Round of 
multilateral trade negotiations. The second best option for South Asian countries 
would be to explore the possibilities of a regional economic initiative that would 
include South Asia, Central Asia, West Asia and Southern Africa, or of a strategic 
alliance among selected countries from these subregions including, if possible, 
China. The latter set of options, however, is much more in the realm of politics 
than in the sphere of economics.
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Table 8.1 Trade flows between South Asia and NAFTA

A. Exports from South Asia to NAFTA countries
(Millions of US dollars)

To United States Canada Mexico
From 1985 1990 1992 1985 1990 1992 1985 1990 1992

Bangladesh 200 439 606 13 19 26 0 0 1
India 1 624 264 049 3 922 109 155 213 3 21 48
Nepal 28 684 0 0 1 0 0 0 0
Pakistan 273 490 931 26 94 143 0 1 5
Sri Lanka 278 850 23 29 39 8 18 20
South Asia 2 404 4 302 6 309 171 299 422 11 40 75

B. Imports by South Asia from NAFTA countries
(Millions of US dollars)

Source United States Canada Mexico
Destination 1985 1990 1992 1985 1990 1992 1985 1990 1992

Bangladesh 296 103 96 45 19 18 0 0 0
India 1 703 2 542 2 326 372 308 447 18 95 54
Nepal 6 7 0 0 1 0 0 0 0
Pakistan 822 944 979 82 92 101 2 3 6
Sri Lanka 127 208 162 34 19 22 0 0 3
South Asia 2 955 3 803 3 562 533 440 588 20 98 63

Source: United Nations Statistical Office, COMTRADE Database.
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Table 8.2 Significance of NAFTA in South Asian foreign trade

A. Share of NAFTA countries in South Asian exports
(Percentage)

Source United States Canada Mexico
From 1985 1990 1992 1985 1990 1992 1985 1990 1992

Bangladesh 20.6 31.1 31.8 1.3 1.4 1.4 0.0 0.0 0.1
India 18.2 14.8 19.0 1.2 0.9 1.0 0.0 0.1 0.2
Nepal 21.7 32.9 - 0.0 0.9 - 0.0 0.0 -
Pakistan 10.1 12.4 12.8 1.0 1.7 2.0 0.0 0.0 0.1
Sri Lanka 22.3 25.9 34.2 1.8 1.5 1.6 0.6 1.0 0.8
South Asia 17.2 16.0 19.5 1.2 1.1 1.3 0.1 0.2 0.2

B. Share of NAFTA countries in South Asian imports
(Percentage)

Source United States Canada Mexico
Destination 1985 1990 1992 1985 1990 1992 1985 1990 1992

Bangladesh 12.2 4.4 4.3 1.9 0.8 0.8 0.0 0.0 0.0
India 10.5 10.7 9.5 2.3 1.3 1.8 0.1 0.4 0.2
Nepal 1.3 1.6 - 0.0 0.3 - 0.0 0.0 -
Pakistan 14.0 12.8 10.5 1.4 1.3 1.1 0.0 0.0 0.1
Sri Lanka 7.1 7.9 4.7 1.9 0.7 0.6 0.0 0.0 0.1
South Asia 11.0 10.4 9.0 2.0 1.2 1.5 0.1 0.3 0.2

Source: United Nations Statistical Office, COMTRADE Database.
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(Millions of US dollars)

Table 8.3 Composition of exports from South Asia and Mexico to the United States and Canada

Commodity group Year Bangladesh India Nepal Pakistan Sri Lanka Mexico
Value Per cent Value Per cent Value Per cent Value Per cent Value Per cent Value Per cent

Food, beverages and tobacco 1990 59 12.8 170 6.3 0 0.0 38 4.9 21 4.1 2 726 14.6
1992 51 8.1 326 8.1 - - 38 3.5 22 2.5 2 721 14.0

Agricultural raw materials 1990 0 0.0 100 3.7 0 0.0 17 2.2 11 2.1 784 4.2
1992 2 0.3 112 2.8 - - 12 1.1 10 1.1 733 3.8

Fuels 1990 0 0.0 0 0.0 0 0.0 0 0.0 0 0.0 5 775 30.9
1992 0 0.0 0 0.0 - - 0 0.0 0 0.0 4 894 25.2

Chemicals 1990 0 0.0 108 4.0 0 0.0 0 0.0 5 0.9 808 4.3
1992 0 0.0 175 4.4 - - 0 0.0 7 0.8 1 002 5.2

Manufactured goods 1990 399 87.2 2242 83.1 50 100.0 721 92.8 480 93.0 2 785 14.9
1992 576 91.6 3 280 81.6 - - 1024 95.4 848 95.5 2 969 15.3

Machinery and 1990 0 0.0 79 2.9 0 0.0 0 0.0 0 0.0 5 829 31.2
transport equipment 1992 0 0.0 125 3.1 - - 0 0.0 0 0.0 7 117 36.6

Total 1990 458 100.0 2 699 100.0 50 100.0 776 100.0 517 100.0 18 706 100.01
1992 630 100.0 4019 100.0 - - 1073 100.0 888 100.0 19 435 0.0

Source: United Nations Statistical Office, COMTRADE Database.
Note: The commodity groups are defined as follows: Food, beverages and tobacco (SITC 0+1+4); agricultural raw materials (SITC2); fuels (SITC3); chemicals

(SITC 5); manufactured goods (SITC 6+8); machinery and transport equipment (SITC 7).



Table 8.4 United States direct investment abroad 
(by country of destination)

(Millions of US dollars)

Country Stocks: end-year Flows: during year
1990 1992 1990 1992

NAFTA 79 361 81 762 5 339 4518
Canada 69 106 68 432 3 471 3 257
Mexico 10 255 13 330 1 868 1 261

South America 22 682 27 185 1 712 4 061
Central America 10 004 12 148 587 563
Caribbean 27 810 36 196 5 342 7 788
Europe 213 368 239 389 8 544 13 409

EC 12 179 101 200 535 2 666 9710
Eastern Europe 127 780 na 397

Africa 3 592 3518 -504 -1 045
Middle East 4 007 5814 563 1 085
Asia and Pacific 63 585 78 163 6 223 6 560

Japan 22 511 26 213 844 867
Australia and
New Zealand 18 096 19 705 2 640 1 473
NIEs 14 068 20 824 1 267 2 967
ASEAN-4 7 832 10016 1 373 1 061
China 356 469 32 44
South Asia 571 733 -5 103

India 368 479 na 52
Pakistan 184 245 -7 49
Sri Lanka 12 9 1 2
Bangladesh 7 na 1 na

All countries 426 958 486 670 27 705 37 122

Source: United States Department of Commerce, Survey of Current Business, July 1993.
Notes:
(a) The figures in this table relate to direct investment on a historical-cost basis.
(b) The figures on flows are based on balance-of-payments data and refer to capital outflows from 

the United States by country of destination. These capital outflows are the sum of equity capital 
outflows, reinvested earnings and inter-company debt outflows.

(c) The country groups in this table, geographically defined, are self-explanatory. The principal 
destinations for the United States direct investment abroad in each of these country groups are 
as follows: (i) South America: Argentina, Brazil, Chile, Colombia, Ecuador, Peru and 
Venezuela; (ii) Central America: Costa Rica, Gautemala, Honduras and Panama (excluding 
Mexico); (iii) the Caribbean: Bahamas, Barbados, Bermuda, Dominican Republic, Jamaica, 
Netherlands Antilles, Trinidad and Tobago; (iv) the Middle East: Israel, Saudi Arabia and 
United Arab Emirates; (v) Africa: Egypt, Nigeria and South Africa.

(d) The country-group NIEs refers to the newly industrialising economies of East Asia: Hong 
Kong, Republic of Korea. Singapore and Taiwan Province of China, while the country-group 
ASEAN-4 refers to the South-East Asian countries of ASEAN (excluding Singapore): 
Indonesia, Malaysia, Philippines and Thailand.

(e) ‘na’ indicates that data are not reported either because the amount is less than US$ 0.5 million 
or because it would mean disclosure of data for individual companies. In either case, such 
direct investment flows are small enough to be treated as negligible.

147



Table 8.5 Sectoral distribution of United States foreign direct 
investment in Mexico and India

(Millions of US dollars)

Industrial sector 1990 1992
All countries Mexico India All countries Mexico India

Petroleum 52 812 na na 55 207 na na
Manufacturing 167 993 7 703 215 187 276 9 281 201

Food & kindred products 15 331 1 101 na 18411 1 340 1
Chemicals & allied products 37 348 1 667 123 43 821 1 949 118
Primary & fabricated metals 10 474 340 3 10 109 na 5
Machinery except electrical
Electric & electronic equipment

30 680 529 53 29 174 na 50

Transportation equipment 15518 681 na 17 001 610 5
Other manufacturing 20 834 1 749 3 25 579 2 533 4

Wholesale Trade 37 809 1 637 27 43 182 2 043 19
Banking 43 101 551 10 51 140 777 23
Finance (except banking), 20 706 na 103 23 468 na 233
insurance and real estate services
Other industries 109 351 651 na 129 546 798 na

13 126 290 9 15 789 325 15
19 870 956 3 24 245 1 935 0

TOTAL 426 958 10 255 368 486 670 13 330 479

Source: United States Department of Commerce, Survey of Current Business, July 1993.
Note: (a) The figures in this table relate to the stock of direct investment on a historical-cost

basis.
(b) ‘na’ indicates that data are not reported either because the amount is less than 

US$ 0.5 million or because it would mean disclosure of data for individual 
companies.
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Chapter Nine

Country/Organization Perspectives on NAFTA

I. BANGLADESH

By Ghulam Rahman
(Joint Secretary, Ministry of Commerce, 

Government of Bangladesh, Dhaka)

NAFTA unites the economies of the United States, Canada and Mexico. 
Under the pact tariffs and other barriers to the movement of goods, services and 
capital between the United States and its neighbours to the North and the South 
will be erased over the next 15 years, beginning from 1 January 1994.

NAFTA is not likely to bring much change in the trading pattern between 
the United States and Canada as they had their own free trade agreement since 
1989. However, NAFTA might bring a sea change in the trade between the 
United States and Mexico as well as Mexico and Canada. Trade between them 
will increase with diversion of trade from the rest of the world and creation of 
trade within the free trade area with gradual withering of tariff and non-tariff 
barriers. Imports from rest of the world, especially Asia and Europe might fall as 
NAFTA takes its roots. On the other hand, exports from the region with cheap 
Mexican labour content would become more price competitive globally. During 
congressional hearing for the passage of NAFTA agreement the United States 
Trade Representative, Ambassador Kantor, asserted that NAFTA would make the 
United States stronger at home and better able to compete with Europe and Asia.

Bangladesh’s import and export from the NAFTA countries during 1990, 
1991 and 1992 were shown in Tables 9.1 and 9.2.

Bangladesh’s imports from Canada and the United States are mostly aid 
related. With the formation of NAFTA, the volume and composition of its 
imports from these countries are not likely to change.

About 36 per cent of our exports go to North America. The United States 
was the destination of about 35 per cent of exports from Bangladesh, while 
Canada’s share is 2 per cent. Textiles and clothing are the principal items of 
export. Any increase in their import of these items from Mexico might displace 
exports from Bangladesh.
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With the formation of NAFTA tariffs on Mexican apparel made with the 
United States cut and formed fabric, silk apparel, men’s and women’s 
underpants, slips, T-shirts, ski suits, swim-wear, down apparel, handloom and 
folklore products, bib and brace overalls, women’s cotton blouses, brassieres, 
man-made fibre jogging suits, coveralls, jump suits, sun suits, play suits and 
track suits have been eliminated, which eroded some of Bangladesh’s 
competitive edge in their supply. However, Mexican export will be restricted to 
a specified amount of clothing and textiles made with foreign materials and this 
quota will rise slightly over next five years. Secondly, Mexico’s hourly wage 
rate of about US$ 1.25 in the apparel industry though low when compared with 
wage rates in Hong Kong, the Republic of Korea, Singapore and Taiwan 
Province of China, is much higher than the prevailing wage rates in Bangladesh. 
Lastly, clothing produced in Mexico with the United States fabrics are not 
perfect substitutes for apparels from Bangladesh produced with fabrics from 
South and South-East Asia. These factors would moderate the trade diversion 
effects of NAFTA on our exports.

Analyzing the empirical evidence a World Bank study on “The North 
American Free Trade Agreement: Its Effects on South Asia” concluded that 
owing to the types of goods exported, South Asia’s “losses will be marginal. 
Textiles and clothing is the key sector for concern as the preferential removal of 
tariffs in the 15 per cent to 30 per cent range as well as MFA quotas could give 
Mexico a formidable competitive advantage in Canada and the United States. 
However, domestic supply constrains, (which have caused Mexico to seriously 
and consistently underutilize its textiles and clothing quotas) as well as NAFTA’s 
domestic import content regulations, should effectively constrain the amount of 
trade in this sector that Mexico might displace.”

Bangladesh, in order to overcome the possible adverse impacts of 
NAFTA, actively participated in the Uruguay Round of multilateral trade 
negotiations. Further, Bangladesh has liberalized its import regime and adopted 
an aggressive export policy for market and product diversification. The long
term strategies embodied in its Export Development Strategy (1992-2000) are as 
follows:

(a) Removing procedural and regulatory bottlenecks incompatible with 
stated objectives of the Export Development Strategy;

(b) Strengthening and improving the institutional framework for 
providing better services to the exporters and export-oriented 
industries;

(c) Taking care of the entrepreneurial and managerial inadequacies, in 
the context of the international competitive environment, through 
appropriate human resources development programmes; and

(d) Formulating and implementing an export development programme 
to broaden and diversity the range of exportable products.
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While removal of constraints and improvement in the incentive structure 
will enhance export performance of the country in the short to medium term, 
expansion of production along with adaptation and development of products to 
compete in the overseas market, constitutes a medium to long-term priority. The 
strategy thus intends to turn the drive for export-led growth into an economic 
movement.

It is likely that East and South-East Asian countries would experience the 
“trade diversion” effects of NAFTA much more than Bangladesh. With cheap 
Mexican labour content, North American production of many consumer items 
they are now supplying will become more price competitive. The rising wage 
rates in these countries will also push up their production cost eroding some of 
their competitive advantages. On the other hand, as the United States retailers, 
viz. Wal-Mart, K-Mart etc. expand their business in Mexico their demand for 
inexpensive consumer goods will increase. In this scenario Asian companies, if 
they want to retain and expand their North American market share, should shift 
their production facilities to less labour-cost countries such as Bangladesh. On 
its part, Bangladesh would provide all facilities and a conducive business 
environment for their investment and expansion of export globally from 
Bangladesh.
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(Millions of US dollars)

Table 9.1 Imports from the NAFTA region

1990-91 1991-92 1992-93

Canada 128.08 70.24 100.48
Mexico 0.91 0.44 0.79
United States 182.76 230.51 208.94
Total 311.75 301.19 310.21
Percentage (8.88) (8.68) (7.72)

Source: Bangladesh Bank.

(Millions of US dollars)

Table 9.2 Exports to the NAFTA region

1990-91 1991-92 1992-93

Canada 30.25 27.63 44.38
Mexico 0.54 1.98 1.76
United States 507.28 673.81 822.51
Total 538.07 703.42 868.65
Percentage (31.33) (35.28) (36.45)

Source: Export Promotion Bureau.
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IL INDIA

By C.M. Vasudev 
(Joint Secretary, Ministry of Commerce, 

Government of India, New Delhi)

We are currently witnessing simultaneous tendencies of regionalization 
and globalization. Regionalization, which in the initial phase manifested itself in 
formation of trading blocs around major trading nations is now also taking the 
form of mixed groupings such as NAFTA. This latter development is of greater 
signification as it signifies changing patterns of economic cooperation. Another 
changing feature of regionalization is that trade measures are no longer the 
dominant feature and other issues like investments, environmental issues, 
intellectual property rights issues etc. also form part of regional arrangements.

The motivation for creation of regional groupings differ from country to 
country. In some cases, emergence of regionalization was the result of 
disenchantment with the multilateral system while in some it was a manifestation 
of protectionist sentiment arising out of globalization of trade and shifting of 
comparative advantages of production.

There is a need for internationally agreed criteria for wider evaluation of 
regional integration arrangement. The United Nations General Assembly has 
agreed on broad principles and affirmed the need to ensure that integration 
arrangements impart dynamism to global trade and enhance trade and 
development possibilities for developing countries. Regional arrangements 
could have growth effects which could lead to expansion of trading opportunities 
for other countries. However, such arrangements will need to respect the 
acceptance of international rules with regard to their impact on non-participating 
countries and to strengthen international trading systems.

Application of Regional Integration Rules in a preferential manner and 
inclusion of stringent origin requirements has naturally caused concern for third 
countries. There is a need to examine the compatibility of such rules of origin 
with the multilateral framework. A suggestion has been made that the regional 
arrangements should consider, including a “GATT acquis clause” which would 
preserve rights under GATT.

The existing framework and criteria under GATT for evaluation of trade 
affects of integration arrangement emphasize the trade barrier aspects and do not 
fully capture the economic affects of integration such as trade and investment 
diversion or creation.

There is a need to devise new criteria to evaluate the impact of regional 
arrangements to see the extent to which growth effects are actually materializing 
or the extent to which preferential liberalization is leading to trade diversion.
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As regards the impact of NAFTA, the analysis made so far seems to 
indicate that in an overall sense trade creation effects may offset the trade 
diversion effects. Certain sectors will, however, suffer trade diversion effects 
such as textiles, automobiles and auto components, lower technology 
engineering goods. However, if more countries such as Argentina, Brazil and 
Chile join NAFTA, trade diversion effects especially for low-income countries of 
Asia will be much more.

From Indian perspective, India’s trade with NAFTA countries currently is 
not very significant. However, out of India’s total exports, about 18 per cent are 
with the United States. Major products being textiles, gem and jewellery, 
engineering products and leather products. The liberalization of economic 
policies has also provided a major impetus to exports which grew by about 20 
per cent during 1993. India’s interest and stake in an open international trading 
system is thus likely to increase significantly in the years to come.

The NAFTA arrangements have special rules for textiles and automobiles. 
In the case of textiles, it has been specially provided that the NAFTA textiles and 
apparel provisions will take precedence over those of MFA. For preferential 
treatment, the rules of origin for most products is yarn forward while in some it 
is even fibre forward. Textile exports from Mexico to the United States are 
already covered under a special regime applicable to garments made in Mexico 
from fabrics cut in the United States of America. Quotas under MFA will also 
not permit a diversion of trade in favour of Mexico. Thus in the short term, no 
significant diversion of textile trade is expected. However, in the medium and 
long term Mexico is likely to emerge as primary producer of yarn, textiles and 
apparel for the NAFTA region.

Auto components and engineering goods is another sector of interest to 
countries such as India. Rules of origin for automobiles require 62 per cent of 
North American content. Comparative advantage available to countries such as 
India for producing and exporting such items is likely to be affected by such 
discriminatory provisions. There are already signs of protectionist sentiments 
emerging via anti-dumping/C.V. proceedings for a large number of items. There 
are, therefore, significant possibilities of trade diversion in favour of Mexico at 
the cost of lower-income countries of Asia. In respect of other products, NAFTA 
is not likely to lead to any significant trade diversion insofar as India is 
concerned.

As a response to creation of regional grouping such as NAFTA, the 
following options are available to countries such as India:

(i) Continuing and deepened structural transformation in the economy 
so that India becomes a more attractive destination for foreign 
investment. The policies of last three years have already given a 
glimpse of the potential that exists. Approval of foreign direct 
investment from the United States during the last three years has

156



been more than FDI during the previous 45 years. For furthering 
this objective, strategic alliances which are outward-looking and 
which can help in integration with global economy can also be 
pursued. SAARC offers such possibilities as also association with 
groupings such as ASEAN and APEC;

(ii) NAFTA is not likely to lead to trade diversion in an overall sense. 
However, impact in certain sectors will not be insignificant. 
Preferential tariff arrangements and stringent rules of origin 
highlights the need to neutralize the effects on market access for 
products of interest to developing countries. One response could be 
that GSP benefits available to these countries be widened so that 
market access to the United States and Canada for products of 
interest to developing countries is at par with that available to 
Mexico under NAFTA;

(iii) The possibility of including a “GATT acquis clause” in regional 
arrangements be explored and studied by multilateral agencies;

(iv) Procedures and methodology for evaluating trade diversion and 
trade creation effects of NAFTA and other regional groupings be 
devised by multilateral agencies.
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III. MALAYSIA

By Wong Seng Foo 
(Assistant Director, inistry of International 

Trade & Industry, Kuala Lumpur)

(1) Introduction

The members of the North American Free Trade Agreement (NAFTA) 
which came into force on 1 January 1994 will eliminate tariffs and other barriers 
to the movement of goods, services and investment between Canada, Mexico and 
the United States of America over a period of 15 years and create a free trade 
area (FTA) of 370 million people with a combined GDP of US$ 6.5 trillion 
annually.

About 50 per cent of all tariffs covered in the trade between Canada, 
Mexico and the United States of America have already been eliminated with 
effect from 1 January 1994. For Canada and the United States of America, this 
includes all items on the GSP list that Mexico enjoyed prior to NAFTA. Apart 
from tariff and non-tariff issues, the customs authorities concerned had also 
implemented a uniform procedure to facilitate the entry of goods into each 
other’s territory.

The NAFTA member countries are also working towards establishing a 
joint commission for labour and environment to look into complaints of abuse of 
labour standards and environmental degradation.

(2) Impact on Member Countries

At this point in time, it is still too early to know the full effects of NAFTA 
on trade and investment on member countries since the agreement only came 
into effect in 1994. It will take some time before the effects of NAFTA would 
show up in the member countries. However, the liberalization measures to be 
undertaken under NAFTA would certainly have an expansionary effect on 
intraregional trade and investment flows among the NAFTA countries.

With the elimination of tariffs and quotas in the United States, Mexico’s 
exports to the United States, which in 1993 amounted to US$ 42 billion, are 
expected to increase significantly. It will also experience a significant increase 
in the flow of investments.

(3) Implications for Malaysia

As NAFTA has just come into effect, it is difficult at this stage to pinpoint 
a definite conclusion of the implications of NAFTA on Malaysia’s trade and 
investments. Given the fact that the United States is the single most important 
market for Malaysia’s exports, especially for manufactures, absorbing 
approximately 20 per cent of its total export, and the fact that it is a major source 
of foreign investments, the establishment of NAFTA will certainly have an
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impact on Malaysia. The impact is all the more significant in view of the 
similarities between Malaysia and Mexico in their exports to the United States.

However, the developments in the international trading environment 
particularly the successful conclusion of the Uruguay Round in Marrakesh 
recently and implementation of the results particularly trade liberalization 
obligations and improved market access opportunities derived from the gradual 
reduction and elimination of tariff and non-tariff barriers may help to cushion off 
the adverse effects of NAFTA on Malaysia’s exports. The average tariff level in 
the United States is envisaged to be reduced by about 40 per cent when the 
market access commitments under the Uruguay Round is implemented 
effectively. Similarly, quotas which currently govern trade in textiles will be 
gradually phased out over a period of 10 years. These liberalization measures 
may contribute towards narrowing down of the margin of tariff and non-tariff 
preferences enjoyed by NAFTA countries in relation to third countries.

Some elements of the NAFTA provisions appear to the restrictive. For 
example, the stringent “yarn forward” rules of origin for textiles and clothings 
could have implications on Malaysian textile and clothing exports. The rules of 
origin for motor vehicles are also quite restrictive. The question of whether these 
restrictive rules of origin and other provisions of NAFTA are consistent or not 
with Article XXIV of GATT will be addressed in GATT. The provisions of 
Article XXIV of GATT allow countries to enter into regional arrangements so 
long as the objective is to facilitate trade between them and not to raise new tariff 
barriers against non-contracting parties or does not result in an exclusionary 
policy. NAFTA should be outward-looking and support open regionalism.

While the removal of internal tariff and non-tariff barriers would enhance 
intraregional trade among NAFTA members, products of export interest to 
Malaysia such as textiles, clothing, footwear, electrical and electronic 
components, furniture, toys, games, marine products, vegetable oils and food 
could be substituted by NAFTA sources of supply, thereby diverting trade to 
some extent. In addition, the reduction and elimination of tariffs and non-tariffs 
under NAFTA for such products would give Mexican producers a better 
competitive advantage in the United States market as they constitute Mexico’s 
major exports.

Many Malaysian products now already enjoy GSP preferential tariff 
treatment and this would help offset some of the short-term disadvantages 
Malaysian exports would face vis-a-vis products from Mexican sources of 
supply. Malaysian exporters, however, cannot continue to rely on GSP for 
market access to the United States of America and Canada in the longer term. 
Malaysian manufacturers must strive to improve productivity and be cost 
efficient so that they will be able to positively respond to the strategic challenges 
and opportunities arising from NAFTA. With a regional free market of 370 
million people, NAFTA is bound to promote economic growth and therefore
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trade creation. It is hoped that a vibrant and dynamic North American market 
would invariably impact positively on global trade expansion.

The elimination of restrictions by Mexico on foreign investments under 
NAFTA would potentially attract more investments from the United States and 
to a lesser extent from Canada, especially for companies which re-export their 
products to their home countries taking advantage of the cheaper wage rates in 
Mexico and unrestricted access for their exports. With NAFTA, Mexico’s 
present advantages of geographical proximity and traditional links with the 
United States of America and its trade relations with Canada would be further 
enhanced.

With the free trade area, Mexico could become a major production base in 
NAFTA. This would have the effects of not only diverting investment from the 
United States and Canada but also from Japan, Europe and the Asian newly 
industrializing economies (NIEs). Over the medium and long term, Mexico’s 
competitiveness is expected to be strengthened when there is a greater flow of 
investments from the United States and Canada and the other major 
industrialized countries.

Although there will be diversion of investments, Malaysia will continue 
to be an attractive centre for investments given the political stability, good 
infrastructure, high growth rate accompanied by low inflation level and trainable 
manpower as well as its strategic location in the dynamic East Asian region.

(4) Challenge for Malaysian Business Community

The Malaysian private sector need to be apprised of developments in 
NAFTA. Seminars to discuss .relevant issues, disseminate information and 
identify economic opportunities are essential. In the area of investment, 
measures have also been taken to ensure the investment climate in Malaysia 
remains attractive and favourable. These include improvements to infrastructure, 
reduction of corporate tax and enhancement of incentives. In addition, the 
Common Effective Preferential Tariff has been implemented in ASEAN as a step 
towards the realization of ASEAN Free Trade Area and this would enhance the 
attractiveness of ASEAN as a centre for investments and trade.

The continued efforts by the Malaysian manufacturers to improve 
productivity and the quality of their products and intensify R&D activities as 
well as other initiatives to enhance the competitiveness of Malaysian products in 
the NAFTA market is pertinent. The reconfiguration of strategic leverage and 
competitive edge through NAFTA demands strategic responses from the 
business community.
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(5) Conclusion

As NAFTA is at the early stage of implementation, the Government and 
private sector will have to continue monitoring the developments and take 
appropriate action to exploit the emerging economic opportunities provided by 
NAFTA in enhancing Malaysia’s economic cooperation with the North American 
region.
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IV. PAKISTAN

By Rashid Soorty 
(Ministry of Commerce, Islamabad)

On the assumption of the success of free Trade Agreement between the 
United States of America and Canada, President Bush and Salinas de Fortari 
decided in 1990 to broaden the base of North America’s trade. It is said that the 
concept of NAFTA was being nourished even several years before but surfaced 
only in 1990. The Bush administration asked for a two-year extension of the 
President’s fast track authority to negotiate trade agreements with Canada and 
Mexico and give a final shape to NAFTA. There was opposition from several 
groups within the United States of America for extension, prominent among 
opposition were labour unions, the United States Textile and Apparel Industry 
and the United States Textile Importers Association. The United States 
Administration officials felt that it was important to gain the support of the 
United States Textile and Apparel Industry, if final passage of Agreement by the 
United States Congress was to be successful.

Though the United States Government did not appear to lay down rigid 
rules for “yarn forward” and “fabric forward”, the United States Textile and 
Apparel Industries asked for specific commitments, which included strict 
procedures for “rules of origin”.

The scope of the NAFTA textile agreement is really controlled by seven 
elements as can be seen from NAFTA agreement as well as the Uruguay Round 
final agreement:

1. Coverage of textile and apparel items;
2. Country of origin rules: these rules are also applicable to other than 

textile products;
3. Reduction and elimination of tariffs;
4. Elimination of quotas, which conform to the rules of origin;
5. Tariff rated quotas;
6. Safeguards - reinstitution of protectionist measures;
7. Marketing and labelling.

Pakistan is one of the largest cotton growing countries and the largest 
exporter of cotton yarn and cotton fabrics. The “rules of origin” hurt Pakistan’s 
interest as even cotton yarn export to North America will invoke “yarn forward 
rule”, disallowing tariff benefit to export to any North American country. It is 
quite obvious that yarn goes through substantial transformation and several 
stages of processing to produce cotton made-ups. The product will inevitably 
carry the label of “made in” either the United States of America, Canada or 
Mexico, where yarn has been transformed to cotton product, duly processed and 
upgraded, dyed, stitched, finished, packed etc.
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Pakistan strongly desires that “rules of origin” for yarn and grey fabrics 
are re-examined to give fair treatment to its export. The “rules of origin” is more 
restrictive than the Free Trade Agreement (FTA) of the United States of America 
with Canada. It will be interesting to note that the United States Congress has in 
the past rejected domestic contents legislation. The “rules of origin” is merely 
another approach to provide protection or safeguard to domestic contents of 
North American Origin and poses strong resistance to import from outside 
sources targeting mainly developing countries. The theme of “competitiveness” 
is the essence of the new trade approach for implementing the principle of 
integration of world trade. Exports from developing countries will suffer a set 
back even if they have a fair chance to compete with products of North American 
Origin.

There is no other remedy as NAFTA rules enhance NAFTA status when 
there are differences with GATT rules which stand for universal application 
without discrimination. The NAFTA rules state that “whenever a case is initiated 
in GATT the rules of GATT (or WTO) will apply, otherwise when a case is 
initiated under NAFTA, the rules of NAFTA will apply. In the event of an 
inconsistency between NAFTA and GATT, NAFTA takes precedence.”

President Clinton described NAFTA as a first step towards integration of 
trade. He advocated formation of regional blocs to provide greater opportunities 
to countries of other regions to integrate into the mainstream of globalization of 
world economy. The United States has also initiated action unilaterally in 
respect of reduction of tariff and follow open and transparent trade policy.

Inspite of sincerity of the United States Administration to benefit other 
countries by dynamic changes in free and liberal trade and the emergence of 
WTO, NAFTA causes an impediment in the growth of access to North American 
markets by developing countries. The “Rules of Origin” pertaining to yarn and 
raw fabrics require to be reassessed to provide equal opportunities to the 
developing countries to compete in North American markets.

Undoubtedly, NAFTA is a trade bloc. It is for the protection of regional 
interest of the North American countries. It will be more trade creating for North 
America rather than trade diverting to other countries. In fact, it will be used to 
block trade from other countries, especially developing countries and the 
European Union because of tariff preference, stringent rules of origin and 
increased opportunities to North American countries for preferential access to 
NAFTA.

The impact of NAFTA will not be felt in the next 2 to 3 years as Mexico 
is yet in the developing stage to replace imports of other countries. Once fully 
developed, which should not take long because of pouring in of huge investment, 
Mexico will pose a strong competition not only to traditional suppliers from the 
South, but also minimize the prospects of entry of new entrants particularly 
South Asian and South-East Asian countries. Seeking markets for its new 
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products in NAFTA countries, Pakistan has already started feeling the impact of 
NAFTA as Mexico is planning to restrict import of Pakistan fabrics by imposing 
countervailing duties under anti-dumping rules.

Pakistan cotton yarn imports in NAFTA countries have not as yet found 
entry because of quota restraints by the United States of America whereas 
Mexico concentrating on North American origin to obtain maximum preferential 
advantage of tariff etc.

Conclusion

Globalization is not compatible with regionalization, unless a strong 
institutional framework for integration of regional trade in the vast global regime 
is designed and enforced. Pakistan as a developing country, has vast resources 
both human and natural. Its economy is vibrant and has great potential. Any 
disequilibrium in the growth of the economy of Pakistan and other developing 
countries will retard the progress of developing countries as their access to new 
markets will shrink, unless they gear up sufficient resources to invest in hi-tech 
machineries and expensive consumer goods of industrialized countries.

In the interest of balanced growth of world economy, countries of North 
and South, East and West, must work for globalization of world economy by 
accelerating the process of integration of trade on the GATT principles of global 
free trade (more appropriately fair and free trade) and strengthen WTO to 
achieve liberalization and access to markets without erecting artificial walls of 
regionalism or causing any hinderance by adopting tactics and applying 
controversial measures which could hurt the interest of other countries and 
destabilize their economies. More emphasis has to be laid on developing 
countries to generate resources to raise their standard of living by investing in 
modernization and overcoming environmental hazards to protect their industrial 
growth and manpower. The industrialized countries have gone through dismal 
periods of depression in 1930s and deep recession in late 1989 and early 1990. 
The economic growth of developing countries can offer a cushion to those 
industrialized countries which are fast increasing their productivity and will seek 
more markets for expansion of trade in products, technology, consultancy 
services and consumer goods. Unless developing countries have equal 
opportunities for their export-led growth and generate finance to go for 
strengthening their economy, the twenty-first century will face the repetition of 
catastrophes of the twentieth century.
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V. PHILIPPINES

By Arlene P. Ligad 
(Senior Trade & Industry Development Specialist, 

Department of Trade & Industry, Manila)

While NAFTA is a comprehensive agreement covering trade in goods, 
services and free flow of investment, the centrepiece of NAFTA is the 
elimination of tariff duties between the United States of America, Canada and 
Mexico.

Because Mexico is similarly endowed as the Philippines in terms of 
having relatively low labour costs, there is concern that Mexican products may 
displace Philippine products in the United States market because by paying no 
tariff duties, Mexican suppliers may be able to offer lower prices for their 
products.

It would appear, however, that Mexico’s tariff advantage may not be 
significant overall.

The average tariff rate of the United States is a low 4.5 per cent and is 
projected to further decrease because of its commitments in the Uruguay Round.

NAFTA will not result in a dramatic drop in the United States duties on 
Mexican imports.

Even before NAFTA, Mexico already enjoys favourable access to the 
United States market. About 45 per cent of Mexico’s exports to the United 
States are under the maquiladora programme where duty is paid only on the 
value added to the assembly of the United States inputs into finished products. 
This averages 2 per cent. Another 27 per cent enters free of duty because the 
duty is either MFN zero or GSP free. In all, the average tariff on Mexican 
exports to the United States is already a low 4 per cent.

The Philippines similarly enjoys favourable access to the United States 
market. At least 54 per cent of Philippine exports to the United States enter free 
of duty because the MFN rate is zero or GSP free. Of the remaining 46 per cent 
subject to duty, garments is the biggest single item that seems likely to be 
affected because of high duty.

Mexico will not be competitive in all areas.

(i) Based on comparative landed price of certain apparel exported to 
the United States from the Philippines and Mexico, it has been 
recognized that the Phillipines will not be as competitive as Mexico 
in cotton shirts and men’s jeans, but is competitive in high value 
apparel categories, for example blouses, coats and brassieres.
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(ii) Overall the private sector is not concerned with Mexico displacing 
Philippine exports of apparel. As long as they can hold their costs 
of production, they feel they will be alright.

(iii) Phillipine exports of houseware, furniture, Christmas decorations, 
jewelry and leather goods are competitive in terms of design and 
craftsmanship. Except for leather goods, these products have the 
added advantage of enjoying GSP duty-free status.

Those in the automotive and electronics sectors are more concerned over 
the preservation of their duty free status under GSP.

Philippine sugar producers, however, have expressed concern over 
NAFTA’s sugar provisions that would allow Mexico to ship up to 150,000 mt 
from the seventh year of the Agreement, if it is projected to become a net surplus 
producer of sugar. The sugar situation is uncertain as there is controversy as to 
whether Mexico can become a net surplus producer or not. It bears watching, 
with the objective being the preservation of the historical share of the United 
States sugar market by the Phillipines, should Mexico attain that status.

Although much of the impact of NAFTA is blunted by the fact that GSP 
places most Philippine exports on par with Mexico’s duty-free status, the 
Philippines however cannot afford to be complacent.

The Philippines will have to do major lobbying in the United States 
Congress for the extension of the United States GSP as well as exploit 
commercial opportunities in an expanding Mexican economy, if it wants to 
counterbalance the effects of NAFTA on its exports to the United States. The 
Philippines looks at the renewal of GSP as an assurance of continued access to 
the United States market. Although it is likely that GSP will be renewed, there is 
concern that conditions for availment of the programme will be tightened. The 
United States should be urged not to link non-economic issues, for example, 
environment, to the GSP programme.

Local manufacturers are urged to improve the quality of their export 
products to become competitive not only in the United States but in the world 
market as well. The Philippine Government and the private sector have joined 
efforts with the creation of an Export Development Council to achieve global 
competitiveness.

Strengthening of Philippine bilateral economic relations with the Mexican 
Government is also being pursued. Increasing the visibility of Filipino 
businessmen in Mexico would help the Philippines compete in the NAFTA 
market.

On NAFTA’s impact on foreign investments in the Philippines, it is the 
liberalization of Mexico’s foreign investment regime and the expected economic 
boom it will experience that will provide the greatest incentives for foreign 
investors to choose Mexico over the Philippines.
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VI. REPUBLIC OF KOREA

By Yong-Kyun Cho 
(Associate Professor, Institute of Foreign Affairs & National Security, 

Ministry of Foreign Affairs, Seoul)

NAFTA came into effect on 1 January 1994. It is the most significant 
because it governs trade and investment among the three countries with a total 
population of 360 million, and a combined GNP of over USS 6,500 billion. It is 
also significant as an unprecedented regional trade agreement between developed 
countries and a developing country. NAFTA has influenced and will continue to 
influence global trading environment both through its coverage of wide range of 
issues, and through its possible extension beyond the existing three countries of 
North America.

(I) NAFTA and the World Economy

World economic order is now undergoing severe changes. The World 
Trade Organization (WTO) is scheduled to launch in 1995, as the result of the 
conclusion of the long-lasting Uruguay Round. It is expected to be a great 
stepping-stone toward multilateral free trading system.

On the other hand the recognition of the inadequacy of GATT rules to 
deal with newly emerging trade issues and increasing protectionism, urges some 
major trading countries to fall back on various types of regional economic 
integration. The decline in the relative dominance of the United States economy 
is also commonly identified as a factor of expanding regionalism. The United 
States is no longer the only leader as it used to be throughout the 1970s. The 
European Union has grown and become increasingly inward-looking. Japan and 
the East Asian economies have emerged as major economic actors. These 
developments have provided a fertile ground for the world economy to move 
toward regional approaches.

Under these circumstances, the formation of NAFTA may contribute to 
dividing world economy into a few regional blocs and lead to a tripolar system 
of the world economy. The NAFTA parties claim that the Agreement is GATT- 
consistent and will be more trade-creating than trade-diverting, thereby 
enhancing the liberalization of world trade. None the less, there is potential for 
trade and investment diversion because of tariff preferences, the stringent rules 
of origin, and other types of preferential access of NAFTA.

Probably, it would be premature to determine the nature of NAFTA now. 
It can be affected not only by its own approaches to the issues, but also by 
outside factors, such as the changes in world economic order in general. The 
successful Uruguay Round outcome is likely to reduce the incidence of trade 
diversion through a general reduction of trade barriers. Strengthening economic 
cooperation in the Asian and Pacific region through APEC may mitigate its 
exclusive nature which would possibly develop without such efforts. On the 
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other hand, the development of inward-looking trend in other regional 
economies, and newly emerging trading blocs will instigate NAFTA to move 
toward a more exclusive trading bloc.

(2) Implications on the Economy of the Republic of Korea

The implications of NAFTA from the perspective of a small open 
economy, the Republic of Korea, are analyzed in terms of bilateral as well as 
multilateral trade relations. The primary focus in terms of bilateral relation 
between the Republic of Korea and NAFTA is on the impact of Mexico as a 
competitor for the Republic of Korea in the United States market and the effects 
of NAFTA on opportunities for its investment in Mexico.

North America has been very important as an export market for the 
Republic of Korea. Although the trade share of this region is recently 
decreasing, it still comprises 25 per cent of the total amount of its trade. In 
particular, export to and imports from the United States in 1993 were US$ 18.1 
billion (22.1 per cent) and US$ 18.0 billion (21.4 per cent) respectively, thus 
stable access to the United States market is crucial for the sustained growth of 
our economy.

NAFTA is the agreement in which the United States supports Mexico 
which is directly competing with the Republic of Korea in the United States 
market so that it may deteriorate international competitiveness of its exports 
relative to Mexico. When we investigate the structure of our exports to the 
United States, it is seen that about 70 per cent of our exports to the United States 
is competing with 15 main items of Mexican export in the United States market. 
Three of the main export items such as automobiles, electronics and home 
electric appliances comprise 31 per cent of total exports from the Republic of 
Korea to the United States, while 40 per cent of total Mexican exports to the 
United States if explained by them. It means that the export structure of the two 
countries in the United States market are very similar to each other in spite of 
considerable differences in their technology levels and industrial structure. 
Because of this similarity, a considerable portion of exports from the Republic of 
Korea in those industries, is being replaced by Mexican export, for example, 
trade diversion is occurring.

The effects of NAFTA on exports from the Republic of Korea comes 
mainly from the abolition of tariff and non-tariff barriers between the North 
American countries, and also from strengthened rules of origin. Specifically, 
industries which are based on low- and middle-class technologies, and which are 
labour intensive and are competing with Mexican goods, will be more seriously 
affected. Also goods, on which a higher tariff is now levied, will be damaged 
more. According to a study that analyzed the effects of NAFTA on an industrial 
level, three industries, i.e., automobile, textile and cloths, and home electric 
appliances are expected to suffer most. The expected reduction of exports in 
these three sectors is estimated as US$ 224 million during the next two years, 
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compared with the export without NAFTA. In addition, many other industries 
such as computers, telecommunication equipment and semi-conductors, will be 
negatively affected in the mid- and long-term perspectives, although their short- 
run effects are not considerable.

NAFTA is also likely to cause investment diversion because preferential 
access is granted to North American companies and because it encourages 
investment by foreign companies to secure stable access to the North American 
market. So foreign investment in the Republic of Korea and other Asian 
countries will be diverted by a certain extent to Mexico for industries such as 
textiles, cloths, electrical appliances and automobiles.

Eventually, NAFTA will affect the economy of the Republic of Korea on 
different levels in the various industries. Short-term trade effects of deteriorating 
competitiveness of exports from the Republic of Korea cannot be ignored. But 
we are more concerned about the long-term effects. First, competitive relations 
between the industries of the Republic of Korea vis-a-vis the Mexican economy 
will be extended into many other areas as investment in Mexico by extraregional 
countries increases sharply and the industrial structure of Mexico gets upgraded. 
More importantly, NAFTA plays a crucial role, together with the launch of WTO 
in 1995, in the formation of new world economic order. As a small open 
economy, the Republic of Korea, is directly and extensively affected by changes 
in the international economic environment. The Republic of Korea is a strong 
proponent for a multilateral free trading system. But, as of now, we are not sure 
whether NAFTA would proceed for or against this system. Both cases arc 
possible.

In this sense, the extension of NAFTA is likely to be a critical issue for 
many countries during the next few years. NAFTA contains an accession clause 
which allows other countries to join, subject to the terms and conditions agreed 
with the Free Trade Commission, a body established under NAFTA. Thus, there 
has been much speculation and concern about the possible extension of NAFTA. 
The former President Bush foreshadowed the expansion of NAFTA to include 
not only Latin American countries but also countries in Eastern Europe and Asia. 
The Clinton Administration, even though not as active as Bush, seems to be in 
favour of the eventual extension of NAFTA to Latin America, and Chile is 
generally acknowledged as having the first place in the queue. Canada and 
Mexico have also been strong advocates of extending NAFTA. In particular, 
Mexico already has FTAs with Chile and with some other Central American 
countries, which can create a basis for its eventual extension. Accession, of 
course, would require approval of the existing members in accordance with the 
given legal procedures in each country. NAFTA can also be extended in the 
form of new, bilateral agreements with the United States. But the implications of 
the extension to the Republic of Korea would be greater than those arising from 
NAFTA itself, depending on the form of its extension and on the countries 
included.
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(3) Policy Direction

In conclusion, NAFTA has come into effect since the beginning of 1994 
and can never fall back. Its effect on the East Asian economics would be trade 
diversion to a certain extent, especially in the short run. As far as the economy of 
the Republic of Korea is concerned, the effects of NAFTA will be all the more in 
the case of a few industries which are competing directly with those of Mexico. 
But long-term effects will be somewhat mixed. It may bring about more trade 
diversion through exclusively strengthening the Mexican economy, or it will lead 
to trade creation based on increased demand for imported goods by the North 
American economy, or both. The question of which will dominate depends on 
the changes in the world economic environment as well as the provisions and 
management of NAFTA itself.

This fact has very important implications on determining policy directions 
not just in the Republic of Korea in East Asia as a whole as well. The relative 
deterioration of competitiveness of exports from the Republic of Korea to the 
North American market can be mitigated to a considerable extent if global free 
trade is accelerated. In this sense, to support the smooth launch to WTO and to 
strengthen multilateral free trade system could be a good option. Another option 
would be to actively participate in APEC, which directs towards open 
regionalism, in order to liberalize intraregional trade and investment. This point 
of view is shared by many East Asian countries. But most of them are not large 
enough in their economic size to affect the world economic order independently. 
Here is an economic requisition for East Asian countries to cooperate in policy 
in terms of NAFTA. All of the East Asian countries can benefit from the 
cooperation.

In line with this approach, the Republic of Korea is also pursuing a multi
faceted policy. Domestically, we direct towards internationalization and 
liberalization of the economy of the Republic of Korea to improve its general 
competitiveness and to enhance technological levels. We also continue to 
strengthen bilateral economic relations with the North American countries, which 
includes pursuit of the agreement with Mexico to avoid double taxation.

Finally, I must emphasize again that the most essential and 
comprehensive measure for East Asian countries, in a proper response to 
NAFTA, is to help WTO and APEC accelerate global free trade and to cooperate 
with each other for this purpose.
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VIL THAILAND
By Somsak Triamjangarun 

(First Secretary & Assistant Permanent Representative & Liaison 
Officer of Thailand to ESCAP, Ministry of Foreign Affairs, Bangkok)

In recent years, there has been a real movement towards increasing 
regional integration. Developed and developing countries pursue various forms 
of regional integration which may lead to trade creation as well as trade 
diversion. If regional trading arrangements are to play a key role in future 
economic development, more focus needs to be placed on regional trading 
arrangements as a tool to promote economic integrations in a broad sense 
(outward-oriented regional economic integration) and less on simply promoting 
intraregional trade. This is because regional trading arrangements can help 
developing countries increase their domestic economic efficiency and economic 
growth.

(1) Trade between Thailand and NAFTA Countries

The North American Free Trade Agreement is of great importance to 
Thailand, as it is Thailand’s second major trading partner after Japan. In 1993, 
trade between Thailand and NAFTA countries accounted for 16.0 per cent of 
Thailand’s total trade, absorbing 21.4 per cent of its total exports while 
supplying 11.6 per cent of its total import needs.

During the past four years (1990-1993), the volume of trade between 
Thailand and NAFTA countries grew by an annual average rate of 14.4 per cent 
from Bht 225,763 million in 1990 to Bht 333,274 million in 1993. The balance 
of Thailand-NAFTA countries’ trade over the years has been in favour of 
Thailand.

Thailand’s principal exports to NAFTA countries are as follows:
1. Garments;
2. Automatic data processing machines and parts thereof;

3. Canned fish, crustaceans, molluscs;
4. Precious stones and jewelry;
5. Fresh, chilled or frozen shrimps, prawns and lobsters;
6. Footwear and parts thereof;
7. Radio receivers, television receivers and parts thereof;
8. Electronic integrated circuits;
9. Video recording, parts and accessories of apparatus of record 

players;
10. Rubber.
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Thailand’s major imports from NAFTA countries are as follows:
1. Electrical machinery and parts thereof;
2. Non-electrical machinery and parts for industrial use;
3. Aircraft and ships;
4. Chemicals;
5. Textile fibres;
6. Jewelry including silver bars;
7. Other metals, waste and scrap;
8. Fish and preparations;
9. Electrical appliances;

10. Scientific and optical instruments.

Among NAFTA member countries, the United States is the single largest 
market for Thailand’s exports, accounting for 23.1 per cent of its’ total exports, 
while Canada and Mexico accounted for 1.3 and 0.2 per cent, respectively. 
Thailand’s imports from the United States accounted for 12.6 per cent of its total 
imports, while Canada and Mexico contributed 1 per cent and 0.1 per cent 
respectively, towards its imports.

(2) Possible Impacts on non-NAFTA Countries

There are concerns about the possible impacts of NAFTA on countries 
outside this regional grouping, particularly small countries which are highly 
dependent on export growth. The question is whether the process of creating a 
free trade zone would lead to opening markets mainly to the participating 
countries concerned, or whether the main effect would be trade and investment 
diversion. It is argued that NAFTA would increase world output, leading to new 
opportunities for all the trade partners of NAFTA countries’, therefore trade 
creation could be expected to be greater than trade diversion. Hence, new 
market opportunities for third world countries would also lead to export increase 
into the NAFTA countries. NAFTA may attract new investment from NAFTA 
countries as well as from outside the free trade zone.

NAFTA certainly could pose challenges to the third world countries. 
While the United States continues to be one of the large markets for Asian 
countries and that the United States investments in the Asian countries constitute 
among the biggest, there are indication that some industrial relocations have 
taken place within NAFTA countries and from other parts of the world into the 
proposed free trade zones. There is concern that some of the provisions of 
NAFTA could have trade and investment diversionary effects on non-NAFTA 
countries.
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(3) Possible Impacts on Thailand

NAFTA basically covers five major areas: trade in goods, trade in 
services, investments, intellectual property rights, anti-competitive behaviour and 
dispute settlement procedures. There are a number of provisions in NAFTA 
designed to prevent its benefits flowing to non-North American products and 
companies and also many exceptions to general rules governing the origin of 
products and nationality of companies.

The formation of NAFTA is of significant concern to non-NAFTA 
members particularly small countries which are highly dependent on export 
growth such as Thailand.

(4) Elimination of Tariff Barriers among NAFTA Countries

Greater trade between Mexico and the two developed countries could be 
at the expense of Thailand. Thai export items which might be affected by the 
North American Free Trade pact includes: data processing machines, electronic 
integrated circuits, video recorders, footwear, articles of jewelry, precious stones, 
auto parts, wooden furniture, televisions and radios, and toys which the NAFTA 
countries’ buyers are likely to buy in favour of NAFTA countries’ products 
which will carry a zero tariff rate.

(5) Rules of Origin

The three countries have also come up with a strict “rules of origin” to 
define a “NAFTA product” under which automobile products should have at 
least 62.5 per cent NAFTA content. On textiles, NAFTA stipulates that a 
NAFTA product should be made from NAFTA yarn. Textile quotas will be 
eliminated within 10 years. It is expected that Thailand’s exports of textiles and 
automobile products to the United States and Canada will be affected.

(6) Effects on Foreign Investment

Parallel to the concern over trade diversion is that over foreign direct 
investment (FDI), it is considered that regional integration will accelerate the 
shift of FDI towards the more dynamic regions and away from developing 
countries. Investment diversion can come about through:

(1) New incentives for third world countries to invest in the new trade 
area;

(2) The change in relative attractiveness between members in the region 
and third world countries as a location for investment.

NAFTA countries’ investment in Thailand is a key element in the long
term strategy to promote mutually beneficial trade, the transfer of technology, 
and in strengthening economic links between Thailand and the NAFTA 
countries.
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There is concern that the level of the NAFTA countries’ investment in 
Thailand might decrease as NAFTA investors intend to invest in their own low- 
cost member countries, especially in Mexico. It also attracts investors from 
Japan, the European Union, Taiwan Province of China and other capital 
exporting countries. Thailand has been quite concerned over this issue.

(7) Trade and Investment Opportunities

With a population of 370 million people and a high per capital GDP, it is 
believed that challenges and opportunities exist in the NAFTA region, especially 
in Mexico. It is viewed that the following opportunities exist for joint 
investment in Mexico:

(1) Benefits for joint investment:
• Increased trade within NAFTA countries;
• Large market potential within Mexico;
• Cross-opportunities for Mexican investment in Thailand.

(2) Mexico has been undergoing strong economic growth over the last 
three to four years. The passage of NAFTA should continue this 
economic expansion as the United States and Canadian trade and 
investment increases.

(3) The result of the growth has been an increase in the Mexican middle 
class with spending concentrated on luxury items. This signifies 
investment and trade potential in industrial areas which currently 
have little or no Mexican companies. These include:
• electronics;
• textile;
• footwear;
• motor vehicle parts.

(4) In addition, there is joint investment potential where Mexican 
natural resources can be jointly tapped for internal consumption and 
export. These areas include:
• fruit;
• tuna;
• shrimp/prawn.

(5) There should be an exchange of information regarding market 
potentials between Thailand and NAFTA countries, especially 
Mexico. There is also an existing need to encourage an increase in 
the roles of Thailand and NAFTA countries’ private sectors.
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VIII. ENLARGED ECONOMIC SPACES AND 
INTERNATIONAL TRADING SYSTEM

UNCTAD secretariat

In the recent past, regional economic integration has gained substantial 
dynamics, and the multilateral process of trade coverage of regional integration 
arrangements is rapidly expanding towards almost half of world trade. This 
process is marked by a number of novel features:

(i) The formation of large economic space clustering around major 
trading partners;

(ii) The expansion of integration to ever new fields: services, 
investments, labour, environment, access to foreign labour and 
people, and other economic and foreign policy areas;

(iii) The emergence of mixed integration groupings between developing 
and highly developed countries of a reciprocal nature; and

(iv) Investment and business-led integration outside formal groupings.

This rapid intensification and expansion of regional integration has 
animated substantial discussions about their implications and inherent potential 
risks for the multilateral trading system: fears about fragmentation of that 
system and its separation into regional systems; risks of the use of increasing 
bargaining power of regional groupings in international negotiations; risk of 
frictions; risks of expanding national protectionism to regional scales; risks of 
trade and investment diversion; and risks of introducing new preferential 
measures in favour of intra-grouping firms, services or persons in new areas of 
integration.

On the other hand, these discussions also pointed to regional 
diversification, that is, entrance of more countries to export-oriented pursuits will 
be more difficult but not for the low wage countries or the low-cost producers: 
its advantage to complement the multilateral action goes far beyond the degree of 
trade liberalization and economic cooperation that can be achieved 
multilaterally; integration moving into new areas can pave the way for novel 
multilateral solutions; regionalism can strengthen the economic capacities; and 
hence also expand the foreign trade and investment of member States, and exert 
positive effects for third countries. Real unified markets, where achieved, not 
only provide substantial advantages for domestic firms but also allow foreign 
firms to operate on a much wider regional market without frontiers, with 
common procedures, rules and standards.

The actual balance between positive and negative factors depends largely 
on the concrete features of each grouping concerned (PTAs, CUs, Economic 
Unions) as well as on its actual behaviour as and when it implements its 
integration programme or expands towards new areas.
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The conclusion of the Uruguay Round has made an important contribution 
towards alleviating potential risks. It has strengthened the multilateral rule-based 
system. But the Uruguay Round has not altogether removed the problematic 
concerns that may arise from regionalism. The substantial trade liberalization 
resulting from the Round will diminish the traditional risks of trade diversion 
from tariffs in the industrial field; but even there several peak rates will remain in 
force, and quantitative restrictions will remain important for certain industrial 
products, textiles and clothing for a long period ahead. Substantial progress has 
been made in agriculture in principle, but this will not necessarily change 
effective access conditions as long as tariffs replacing certain agricultural 
protection measures are as prohibitively high as in the case of certain staple food 
products or fruits. Risks of protectionism whether national or regional, will 
therefore remain important particularly in those sensitive sectors, where 
developing countries have a particular export supply capacity. Furthermore, 
important scope remains for application of anti-dumping measures and may even 
increase for countervailing measures to subsidies. Preferential rules of origin 
remain largely unaffected by the GATT/WTO agreements.

The Uruguay Round has also strengthened the WTO disciplines 
applicable to regional groupings largely by defining more specifically certain 
existing rules, for example, regarding time limits. It has further introduced the 
possibility to refer to the WTO dispute settlement procedures in case a country 
resents adverse effects on its trade as a result of integration measures. WTO has 
further extended similar disciplines to the services sector.

But these rules remain essentially of the limited traditional type, and are 
geared to prevent trade diversion through indirect criteria or correct ex-poste 
damages. They still fall short of an effective economic evaluation of the external 
effects of groupings for third countries and in particular for weaker trading nations. 
Furthermore, as WTO advances towards new areas such as services, economic 
integration groupings gain even more momentum to expand into other new areas 
and the setting of new preferential or differential measures in favour of their own 
constituency, such as immigration, labour and social policies, environment etc.

Turning specifically to NAFTA effects for Asian countries, NAFTA has 
started to give a boost to internal and regional trade and investment, both in 
favour of exports from the United States of America and from Mexico since the 
beginning of 1994. NAFTA is also intended to solidify and strengthen the 
economic reform process in Mexico, which should stimulate its growth, provide 
additional attraction for foreign investments and thus create jobs and export 
earnings. This will cause immigration problems and tensions with the United 
States of America.

Perhaps, the biggest challenge of NAFTA is the experience of integration 
between countries at such widely differing levels of development as Mexico and 
the United States of America. If it succeeds, this will make Mexico a highly 
attractive trade and investment partner for all countries. As far as potential 
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problem areas arc concerned, there could be important trade effects on the United 
States market for products, where Mexico will enjoy substantial new advantages 
owing to rapid liberalization from QRs and high tariffs, in particular in sensitive 
sectors such as textiles and clothing, shoes or consumer electronics. An UNCTAD 
study on “the Evolution and Consequences of Economic Spaces and Regional 
Integration Processes” contained in document TD/B/40(l)/7 lists some examples 
where Mexico is expected to increase its share in the United States market, and 
indicates some ESCAP developing countries, which are likely to face stiffer 
Mexican competition on that market on account of NAFTA preferences, taking 
into account GSP access and MFN rates in excess of 5 per cent for this purpose. 
Second, in the trade area, some of the origin rules will be highly restrictive, in 
particular for cars, car parts, clothing in general and cotton clothing in particular: 
in these cases, the sourcing of inputs from third countries will be severely limited, 
or pushed back to the early stages of processing. It is important to note that these 
industries, such as developing subcontracting links for the automotive industries at 
a global level, are of importance to Asian countries. Third, there has been an 
important investment boom in Mexico. While it is not easy to establish a precise 
link, both the successful economic reform policies, as well as progressive 
improvements in market access conditions to the United States of America before 
and after NAFTA may have well contributed to that increased attractiveness which 
may pull further foreign investors into that country.

The issue of regionalism is an important item on the UNCTAD agenda. 
The Trade and Development Board has addressed this issue in September 1993 
and reached broad consensus on policy guidelines for ensuring that integration 
groupings are outward-oriented, transparent and contribute to positive growth 
effects rather than to trade diversion. It also spelt out a special responsibility of 
integration groupings for weaker trading partners, and in particular developing 
countries, and suggested some specific ways for international support and 
technical assistance to enable such countries to participate in the growth effects 
of integration. The Board will address further major developments of regional 
arrangements when they actually will occur.

Furthermore, UNCTAD will convene towards the summer of 1995 a 
seminar on regional economic arrangements and their relationship with the 
multilateral trading system. This seminar should provide an opportunity to 
discuss at a global level, what would be expected from integration groupings and 
what contribution they could make to international development. Developing 
countries of Asia will be invited to participate in that seminar to examine the 
policy issues involved in regionalism and exchange their experiences with other 
developing and developed countries. Asian countries, as outward-oriented 
economies, have always understood their interest in multilateral approaches to 
international trade issues. They could be important proponents for new 
multilateral initiatives such as new round of multilateral negotiations, and for 
focusing the future agenda for international negotiations on issues of interests to 
developing countries.
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Annex I

Introductory Statement by the 
Executive Secretary of ESCAP

It gives me great pleasure to welcome you to this Symposium on the 
Implications of the North American Free Trade Agreement, commonly called 
“NAFTA”, for the Asian and Pacific region. The region’s dynamism is well- 
known and the challenge facing its constituent economies today is to ensure its 
sustainability into the next century. Since this growth momentum has been based 
on a general acceptance of outward-oriented policies, events staged across the 
oceans could often have significant implications for the growth prospects of the 
region’s economies.

In such an interdependent world, two developments are particularly worth 
noting. One is the recently concluded Uruguay Round of multilateral trade 
negotiations which aims to further liberalize global trade and the other is a 
seemingly contradictory trend, that is, the emergence of strong regionalism. 
While there is a view that regionalism, to some extent, had been stimulated as a 
response to the unduly protracted negotiations under the Uruguay Round, the 
generally strong commitment of member countries to their regional and 
subregional groupings has signalled that regionalism has come to stay. Any 
realistic approach towards trade policy formulation has therefore necessarily to 
take into account the likely implications of the existing formats in which 
regionalism has surfaced.

Much of the evidence of regionalism is manifested in the form of 
exchange of trade preferences based on geographical contiguity. A precise 
assessment of the quantitative impact that regional trading arrangements would 
have on the growth of world trade and on international relations, in the post
Marrakesh situation, is as yet unclear, although it is commonly speculated that 
such polarization can substantially alter not only trading patterns, but also 
investment flows in the immediate future.

Against this backdrop, it is notable that of the many such economic 
alliances, two emerging modifications of global significance to multilateralism, 
and of great concern to the Asian and Pacific region, are the European Union and 
the newly established North American Free Trade Agreement (NAFTA). This 
concern is indeed valid as both the United States of America and the European 
Union continue to be the two largest markets for this region’s exporting 
economies. The European Union has been in existence for a long enough time in 
the shape of the European Community (EC) and as such many countries of the 
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region have been able to assess the impact and respond effectively to the new 
challenges such as stringent quality and other considerations that its regulations 
may have on their exports. On the other hand, a more accurate quantitative 
assessment of the impact of NAFTA on the developing countries of Asia and the 
Pacific has yet to be made.

Accordingly, the objective of this Symposium is to assess the nature and 
pervasiveness of NAFTA with a view to addressing the commercial policy 
concerns, of particularly the ESCAP developing countries, about the negative 
and positive results that they anticipate from the creation of NAFTA, as well as 
to identify the adjustments that will be necessary to ensure that the dynamic 
growth of trade in the Asian and Pacific region will be sustained. This 
Symposium will also enable trade policy makers and representatives of the 
private sector of the region to interact with each other as well as with our 
eminent resource persons on the implications of NAFTA for the region’s 
economics. I am therefore extremely happy to see the strong interest that the 
Symposium has generated, as evident by the large participation that we have 
today.

NAFTA has a relatively recent origin in, namely, the United States- 
Canada Free Trade Agreement of 1989 which seeks to remove barriers on the 
exchange of goods and services, expand cross border investment possibilities, 
create fair competition, and provide bilateral procedures to resolve trade disputes 
between the two large North American nations. Of course, it was generally 
recognized that in terms of geographical contiguity and cultural affinity, as also 
similarities in production and consumption structures, the United States-Canada 
Free Trade Agreement makes logical sense.

It was, however, Mexico’s entry into the United States-Canada Free Trade 
Agreement culminating in NAFTA, in an effort to enlarge this traditionally large 
and buoyant market, that has aroused global concern. Specifically with regard to 
Asia and the Pacific, fears have been expressed in several quarters that this 
integration, as other such regional blocs, would have an adverse impact on the 
prospect of sustained trade expansion of the region’s developing economies. 
Many fear increasing difficulties, if not a reduced North American market, for 
the Asian and Pacific exporters, as Mexico is a developing country and has 
several competing products vis-a-vis the ESCAP developing countries in its 
export basket to the United States-Canada markets. On the other hand, 
proponents of this North American economic grouping argue that 
implementation of NAFTA would induce increased efficiency in industrial 
production, downward pressure on costs and, thus, on prices of goods produced 
by NAFTA member countries. It has also been contended that in the long run, 
the impact of a greater level of demand for goods within the NAFTA region as a 
whole, due to the dismantling of trade barriers between the three nations that will 
form a free trade zone of about 365 million people generating goods and services 
worth in excess of US$ 6 trillion a year, will have a beneficial impact on global 
trade.
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While the discussions at the Symposium are essentially targeted to arrive 
at a balanced view of the implications of NAFTA for the Asia Pacific region, it is 
well accepted that its economic impact on the Asian and Pacific group of 
countries is expected to be significant and would be spread over two stages. 
First, the immediate impact may be felt on trade opportunities, and second, the 
more long-term effect would be on production and investment opportunities. 
The ESCAP secretariat paper has argued that it is the long-term changes in the 
production structures and investment flows that may eventually prove to be of 
greater concern to the region’s developing economies.

You do have a heavy agenda ahead, and we all look forward with keen 
interest to your deliberations over the next few days. Before I conclude, 
however, I would like to express my gratitude to member governments of 
ESCAP and the national chambers of commerce and industry in the region who 
have responded so enthusiastically to the secretariat’s invitation. I would also 
like to thank our resource persons who have found time from their busy 
schedules to be with us for the Symposium to enable the participants and the 
secretariat to benefit from their expertise and knowledge. Lastly, I would like to 
express my grateful thanks to the Government of Japan for their generosity in 
providing financial support to the secretariat for the organization of this 
Symposium.

On a more personal note, as this is perhaps the last major ESCAP meeting 
that I am inaugurating in my capacity as Executive Secretary of ESCAP, this 
Symposium is of special importance to me. I wish you all the best in your 
deliberations and to those of you who have come from abroad, I wish you a very 
pleasant stay in Bangkok.

I thank you for your attention.
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List of Participants
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Mr Ghulam Rahman, Joint Secretary, Ministry of Commerce, Government of 
Bangladesh, Dhaka

Mr Ahmed Shahriar Chowdhoury, Economic Counsellor and Alternate 
Permenant Representative of Bangladesh to ESCAP, Embassy of the People’s 
Republic of Bangladesh, Bangkok

Mr Md. Shahidul Haque, First Secretary, Embassy of the People’s Republic of 
Bangladesh, Bangkok

CHINA

Mr La Yifan, Third Secretary and Assistant to the Permanent Representative of 
the People’s Republic of China to ESCAP, Embassy of the People’s Republic of 
China, Bangkok
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Mr Josaia Maivusaroko, Acting Deputy Secretary, Ministry of Commerce, 
Industry, Trade and Public Enterprises, Suva
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FRANCE
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Dr V.S. Seshadri, Counsellor and Deputy Permanent Representative of India to 
ESCAP, Embassy of India, Bangkok
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INDONESIA
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