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MEMORANDUM

DATE: November 16, 1992
RE: Rodiger Dornbusch and NAFTA

1. In testimony before the Senate Finance Committee on February
20, 1991, Dornbusch argued that environmental protection and
workers' rights should be apart from the free trade agreement
(see attached documents, page 65 of verbal testimony and
especially pages 125-126 of formal testimony).

2. In response to Dornbusch's argument that environmental
protection should be separate from a trade agreement, Senator
Baucus asked why, since environmental matters do have economic
consequences. Dornbusch's reply was to compare environmental
protection with the rights to go to church (see attached
documents, pages 76-77).

3. Dornbusch's reasons for separation of environmental
protection and workers' rights from NAFTA (page 126) are very
similar to the Bush administration line: (a) trade induced

economic growth will 'automatically' result in more democracy,
more resources for enforcement, etc. This argument could also
apply to investor rights, intellectual property rights in Mexico,
etc. (b) Even in the EC, environmental standards are on the
'political agenda', rather than part of EC 92. This is flat
wrong. The goals for EC92 as set out in the 1987 Single European
Act are intimately tied to environmental protection. One of the
central goals of the EC is to integrate environmental policy into
other EC policies (particularly economic policies).

Note: Although the Clinton/Gore position on NAFTA and
environment calls for a 'separate' supplemental agreement, the
intent is clearly to link the issues of trade and environmental
protection and workers' rights. The purpose of the supplemental
agreements and accompanying enforcement procedures is to stop
dysfunctional North American economic competition based on
lowering of environmental protection or worker safety standards.
Dornbusch's testimony indicates that he opposes this linking of
trade and environmental protection (and workers' rights).
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Agreement between the United States, Mexico, and Canada which
will benefit all of our countries.

Thank you, Mr. Chairman.

The CHaIRMAN. Congressman, thank you very mgch for a very
forthright statement and obviously a very deep feeling concerning
this issue. ‘

I have no questions. .

Are there members that would like to ask questions? Yes, Sena-

Moynihan?
torSenaytvor MoyYNIHAN. Mr. Chairman, 1 would like to thank Repre-
sentative Kolbe for a very thoughtful and responsive statement. I
think that characterization of President Salinas is a very subtle
and very important one. I certainly hope it proceeds as clearly it
would be his wish.

I made the point about the previous 50 years and I do accept the
point about the past 5. I thank you, sir.

Congressman KoLBE. Thank you, Senator. '

The CHAIRMAN. Thank you very much for your testimony. It has
been very helpful.

Congressman Korge. Thank you. )

[The prepared statement of Congressman Kolbe appears in the
appendix.] o

The CHaiRmMAN. Next we will have a panel consisting of Mr.
Dornbusch, who is Ford International Professor-of qunom1c§ and
Mr. Jeff Faux, who is president of the Economic Policy Institute,
Washington, DC.

If I have mispronounced that, please correct me.

Mr. Faux. That is just right. Thank you.

The CHAaIrRMAN. Thank you.

Mr. Dornbusch, if you would proceed.

STATEMENT OF RUDIGER DORNBUSCH, FORD INTERNATIONAL
PROFESSOR OF ECONOMICS, MASSACHUSETTS INSTITUTE OF
TECHNOLOGY, CAMBRIDGE, MA

Professor DornBuscH. Thank you, Mr. Chairman, for the oppor-
tunity to present to this committee my views on the United States-
Mexico Free Trade Agreement. I would urge the Congress to sus-
tain the fast track authority without which an agreement cannot
be meaningful and negotiated, and to support the ultimate out-
come. . .

I believe a Free Trade Agreement will create in the United
States more jobs and better jobs, that it will rapidly advance de-
.mocratization and economic progress in Mexico, that it will be an
‘important means to stabilize Central America, and lastly, that by
now it is too late to turn back without major damage. 1 want to
briefly comment on each of these points. '

The United States is already a wide open economy. Mexico has
special access under the general system of preferences and as a
result of the Maquiladora program. Competitive effects of a free
trade agreement with Mexico would be extremely limited on the
import side to very few areas very strongly protected. The ITC has
identified inexpensive household glassware and goes down very,
very narrowly when one looks for damage.
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On the other wide, of course, are areas like automobiles, chemi-
cals, where Mexican quotas stop U.S. exports today and that list is
very significant. We will get better jobs as a result of an opening
with Mexico. An opening has to be a two-way street, of course, be-
cause in some form Mexico will have to pay for the increased im-
ports from us.

I also believe—and that is perhaps the far more significant part
of a trade agreement—that it will reinforce confidence in Mexico’s
reforms; and as a result speed up the return of flight capital. I esti-
mate some $100 billion of Mexican capital abroad, that capital will
allow Mexico to invest, to grow, to import and in the normal course
of the 1990’s run trade deficits of 2 to 3 percent of GNP.

That would mean an extra 150,000 jobs in the United States. We
focus too much on the jobs lost in glassware and we do not focus on
the jobs created as Mexico stabilizes and grows. I also want to em-
phasize in the context of jobs that we paid too much attention to
the Mexican wage.

Numbers are quoted of 51 cents per hour that have absolutely no, |,
basis in any source you will find, United States or Mexican. Thei
U.S. Labor Department reports hourly compensation of $2.32.
Mexican statistics support that at very disaggregated levels and
even at the firm level.

We also do not pay attention to the experience we have had al-
ready in textiles, where when Mexico opened up U.S. textile ex-
ports to Mexico boomed because the quality was so far superior to
what is available in Mexico. Quality is an important dimension, be-
cause we are to Mexico what Japan is to the United States. That
means we have a very privileged trade position.

On the side of democracy, worker’s rights, safety standards and
the environment, an enormous amount of work has to be done. But
we have to ask what. is the better way of making headway, to send
Mexico back where it was 10 years ago or to have Mexico sustain
the reforms and move ahead. All the experience we have is that
open economies are democratic economies. And the more open they
are, the faster we have democracy.

We do not apply in trade policy a rule that our tariffs are propor-
tional to their democracy. Because Japan surely would deserve a
100-percent tariff and China a 1,000-percent tariff. We really want
to ask: What is the best way of promoting democracy, sustaining
the modernization underway, will it raise Mexican wages back to
where they were in 1980 and it will decentralize the economy as is
already obvious; and that is the basis for democratization.

I do believe the environment is an important issue. It calls for
borderline commissions where there are specific local issues and it
needs a North Atlantic Environment Treaty paraliel, but apart
from the free trade agreement. We cannot overemphasize the need
for it, but surely we will not want to put it_in a free trade agree-

~ 1 want to make two more points. Central America, after the dis-
appearance of Communism, has disappeared from U.S. interest and
is in terrible trouble. Mexico has started stabilizing Nicaragua di-
rectly with money and with expertise. If we have a prosperous
Mexico, Central America will be looked after by Mexico. Migration

(
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tant here is that category of workers. They could have called them

- 'semi-skilled. They could have called them anything. But it is a cat-

egory of workers that represent 73 percent of the American labor
fm"I“:}e;-e issue is not whether those people are skilled or unskilled at
’s j ent.
angebx(l)gt),}of' JIlBI;lthg]US. What about Mr. Dorrfbusgh, the statement that
i is not category but where they lose income.
th;;(sj'::s;r DORNBUgSCH. We can say that anyone except the t(l)(p 80
percent are in the group where jobs will be lost. And I do not know
cut off the axe. ]
w}iBelxx.f 1‘;! ;gﬁriook at my handout you have the hourly compensation
le. . . . . -
OfgsapéngAucus. Let me ask this question: _In your view, if it 1?
not 73 percent of the workers, will more Americans experience rea
wage income increase or will more ?rr}llgr;cans experience real wage
i ease as a consequence of this? . _
m(l:;):gf?egs%ceronNBUSCH. Of a 10-year period, which is the phase-in
period for any reasonable trade agreement, we will have a very sig-
nificant gain in real wages as a result of the agreement. There is
tely no question about that. ) ) )
abgzlx:latog BAl(JlCUS. Okay. Another question quickly. Which sectors
of the American economy win, which ones lose under this agree-
‘) .
mePr;tdfessor DornBUScH. If you will have a look in Table 2 of my
statement.B v briefly
ucus. Ver . ) _ '
ls’i:'g?éosl;)r BORNBUSCH)., I have pluses and minus. Automobiles, big
ins: textiles, big gains; chemicals, big gains.
ga'll‘n:é px}:)blem age%s: fruits, vegetables, people consume them tt;v;::_
at the low wage end; inexpensive glass; garments. The garme}rll
cause we will export the textiles but make it possible to do the gar-
ments there. ) 4 losers?
Baucus. Okay. Mr. Faux, your winners and losers:

ISVIe: aFt‘ix;Jx. Certainly, éarments, fruits and vegetables are losers. l{
belie\;'e that automobiles will be losers; I believe that 'textlles wi
be losers. I think that 10 years from now you are going to see zi
large part of the production of the big three shifted to Mexico.
think that is the clear implication of the ITC report. his b

I think it is just completely unrealistic to assume that this huge
wage gap between ourselves and the Mexicans will not m@p_q In-

wn there by U.S. manufacturers. _
Ye%%:zrtlgxg&xucus. Mr.y Dornbusch, why not include environmental
matters_ih the free trade agreement? After all, they do have eco-

" nomic consequences and there is no national environmental frame

i into existence.
d we cannot wait 10 years for one to come 1n
‘\:/9}:;( :gt include environmental matters in the free trade agree-

9
m‘i’l‘]rtc;fessor DornBUsCH. Environmental matters should be settled

in a North Atlantic Environmental Treaty that deals with it on a . i

i i i icipaliti t only corpora-

h broader issue, including municipalities, no
It?::s all the set of issues, first the te_chmcal conference, then an
agree,ment, separate free trade, which just means all barriers come
down. Which is a totally separate 1ssue.
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Senator Baucus. You have not addressed my question. My ques-
tion is: Because environmental matters do have economic conse-
quences, why not address them_in the free trade agreement?

Professor DorNBUSCH. But democracy also has economic conse-
quences. We do not include rights to go to church that have eco-
nomic consequences. It really is an effort to make Mexican——

Senator Baucus. What do economic consequences have to do
with the right to go to church?

Professor DorNBUSCH. If you look at how it is handled in Europe,
where we have a political union, even there environment and
worker standards are handled parallel, but separately from Europe
1992. So I would draw attention to that experience. It probably
allows you to make more rapid progress on the environment.

Senator Baucus. My time is up, but it is my view that these
issues are converging much more quickly than a lot of us would
like to have them converge. That is, we may not have the luxury to
wait as long as you and others may want to wait.

Professor DorNBUsCH. | want it faster. That is why I want it ini-
tiated separately. It is easier, politically, in the United States to do
the environment, than to do the free trade.

Senator Baucus. I do not know what leverage we have in other
countries if not in terms of trade.

Professor DorNBUSCH. If you do it first, you will have a lot of le-
verage.

The CHAIRMAN. Senator Grassley?

Senator GrassLEY. Thank you, Mr. Chairman.

Do either of you have any views on the free trade agreement
with Mexico as it interacts with the present GATT negotiations?
For instance, should GATT be completed before we start on the
free trade agreement with Mexico; or do you think it will make
any difference. I would like to hear your point of view.

Professor DorNBUsCH. I believe that the GATT agreement is too
difficult to bring about in the near future and does not address pri-
marily the manufacturing issues that are very, very important in
the context of Mexico; and that in services it may be much, much
less sweeping than what we want from Mexico.

So with Mexico the agreement must be much more far reaching
and therefore should be set ahead rather than become a GATT
style agreement of a few items left over. I would like to see Mexico
gﬁ ahead as we pursue GATT with whatever success we may have
there.

Mr. Faux. I think they are basically separate questions. The
issue with Mexico is as much a development issue for the North

% American Continent as it is a trade issue. The considerations that
: . need to be included in such an agreement are much broader than

anything we could have in a GATT treaty.
Senator GrassLey. Okay. I thank you for your answers, but I

- would note for the record that The Business Roundtable, in a June

1990 report they published, very definitely felt that GATT/Uru-
guay Round ought to be completed before the Mexico free trade ne-

gotiations, other than the framework, be started.

I would also like to ask both of you how you feel the Mexico-

. United States agreements would interact with the present general-
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e IR local 649, Bynnsville, Indlana:t VWhen Zenith shut
down its twvo BEvananville plants in the late 1580's and moved the

work to Maxico, 1,000 hourly and salaried Evansville workers lost
thaeir jobs.

e IUE local 717. Warxrsn, Ohig: In 1973, IUR represanted
about 13,000 production workers at this @M, Packard Electrioc

Division. Today, oaly 8,200 jobs remain in Warren. In Mexice, GM
nov has 24 manufacturing plants employing 23,700 workers.

o IUR looal t In tha early 1980's,
IUE represented some 600 workers at a Parker Hannifan (Ideal

Clamp Division) whop. The ocompany then cpened a plant in
Matamoxos, Nexico. The Brooklyn shop is now closed.

e IUR logal t Fifteen years
ago, anployed soms 15,000 workers in Pittsfield. By 1987,

employment was dovn to 5,000. Today, only 1,000 hourly jobs
remain. Last year, another 60 jobs were lost to Naxioco.

s IUR looal 721, Mamnhis. Tennessee: In 1989, 400 workers
assambled autamcbils lighta at this plant. Last year, 44 vorkers

wvars laid off beciusse their jobs went to a GR plant in Acuna,
Mexico. Shortly thersafter, the company announced that addi=-
tional jobs would >e going to Maxico.

e JUR local 218, Narwick. Rhode Igland: In 1979, 550 wirin
ansembly 3jobs at this Gitglmt vers lost to Nexico. Today, ng

wiring wozk is done at is plant. Only 28 wvorkars, vho now
sanufacture lightiag controls, reamain.

[ . 3 Three years ago,
vhen GR purchassed the Ropar Company, nexmbers of Local 761 vere
told they ocould expect 600 new 3jcbs. None of those jobs
matarialized, however, because the Ropar range is baing bullt in
Maxico.

] MW: In Octobar, 1990,
twenty=-eight oplna, ng wiring harnesses for auto suppliers,
wvare axploy: at ARS Intsrconnects. The naxt mnonth, when a
customar shifted a §45,000 ordar to anothar company with a

manufacturing facility in Delanosa, Mexiceo, the Indiana workforce
wvas reduced to fourteen.

d m_xtnn_m._mnmu: Since 1982, mambarship at
Basler Rlectric has declined as ths work, including ths antire
magnetics assexbly operation, has besn relocated to Reynosa and
Matamoros, Maxico,

e IUR Jocal 1010 FN, los Abgelas. Californias In April
1990, IUE negotiatud its first contract for 45 production vor)’m:-
with Chair . Inc., 8ix months into the c¢ontract, the
company, eoiting “eoonomic hardahip," tranaferred 30 jobs to a
subcontractor in Tijue: Y.:'co.
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PREPARED STATEMENT OF RUDIGER DORNBUSCH

A free trade agreement with Mexico would represent a significant step in focusing
trade policy on creating more and better jobs. Most of the work in improving the
standard of living must come from education, skill building and research, but trade
policy can contribute by opening and strengthening markets for our export indus-
tries. Except in the case of Japan or some Asian countries, increased market access
will inevitably require that we also must give in on remaining protection at home.
More and better jobs therefore come at the price of more competition for protected
industries and they are sure to cause some losses of employment and wage pressure
in uncompetitive sectors. That is bad news at a time where real wages are dep
and employment at best stagnant. (See Figure)

We must be concerned with these difficulties, but they must not mesmerize us
into maintaining the status quo for poor jobs. We accept and indeed applaud compe-
tition as the key driving force responsibfe for raising the standard of living in the
home economy and we recognize in looking at Eastern Europe that lack of competi-
tion is responsible for the desperate state of their economies. We should not let go of
competition but displaced workers should get adjustment programs, skill building
and education to help them get into good jobs. It is bad trade policy, however, to
keep workers and their children in poor jobs and even pervert protection to the
point where we attract immigrants into to perform this work. This state of affairs is
responsible for the controversy surrounding the proposed FTA with Mexico, but the
controversy is misplaced. Free trade with Mexico cannot be a panacea for all US
problems, nor will it create “an economic and social disaster for US workers and
their communities” as argued by the AFL-CIO.!

The other reason labor opposes the FTA is that their experience with trade open-
ing focuses on Japan and developing economies which have participated in succes-
sive GATT trade liberalization rounds without much visible effect on their openness,
thus creating a sharply biased competition. Labor is right on that score and should
urge remedies in our trade relations with Japan. But that has no bearing on the
proposed free trade agreement with Mexico. The dramatic effect of opening meas-
ures in Mexico is already amply demonstrated by the experience of the past three
years.

TRADE AND EMPLOYMENT EFFECTS OF A FTA

Concerns about the effect of free trade on US jobs focus on the low level of Mexi-
can labor cost. Numbers such as 61 cents an hour are routinely cited. Of course,
Mexican labor costs, as shown in Table 1, are far higher than that even if they are
low by comparison with the US. Moreover, even with these low labor costs, a move
to free trade stands no chance of having major effects on the US economy at large
or on manufacturing. Puerto Rico with an average wage of 5.70 in manufacturing
has not destroyed manufacturing in the continental United States, nor has the free
tsrade agreement with Israel where hourly compensation is half that in the United

tates.

Three factors support the assertion that an FTA with Mexico cannot plausibl
bring major harm and is very likely to be beneficial. First, Mexico is very small reﬁ
ative to the US. Any significant increase in Mexican exports (measured on the US
scale) would increase labor requirements and wages in Mexico dramatically and
thereby squash competitiveness.

Table 1.—THE UNITED STATES AND MEXICO COMPARED: 1389

United States Mexco
GNP (Billions of U.S. doliars) ; 5,461 226
Manufacturing 948 50
Population (MIONS) .. -...o.o.coorecerecorecnccenn e 251 81
Labor Force 124 30
Compensation (U.S. doilars/hour) ¥ .....ccocoovvvcs virvvvvennns 1421 2.32

11989 Hourty compensation for production workers in manufacturing reported by the US Bweau of Lzbor Stavstics, Report 794,

! This view was advanced by Thomas R. Donahue, Secretary-Treasurer, AFL-CIO, before the
Senate Finance Committee on February 6th, 1991: “The enactment of a free trade agreement
with Mexico, as proposed by Presidentrgush. would be an economic and social disaster for U.S.
workers and their communities, and do little to help the vast majority of Mexican workers.”
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Second, although Mexican labor costs are low relative to those in the US, these
labor costs also reflect a low level of productivity and in some areas such as textiles
the very low quality of output. The quality factor especially is a major obstacle to a
dramatic development of Mexican exports.

Third, the United States is a very open economy. Competition from abroad is not
a threat but a complete reality. Protection continues only in a few sectors, not
across the board in all lines of activity. Moreover, Mexico enjoys already a privi-
leged position both as a result of the GSP and more importantly as a consequence of
the maquila program which exempts reimports from U%oduties except for the Mexi-
can value added component. The combination of factors reduces the extra impact of
US trade liberalization to a few sectors and to a total effect that have simply no
chance of amounting to much in terms of aggregate employment or output.

Employment Effects: A FTA will create more and better jobs, but in the process of ';

doing 80, some jobs are almost certain to be lost. The accompanying Table, drawing
on the USITC study, reports the key sectors where employment impacts can be ex-
pected.

Table 2.—SECTORS WITH SIGNIFICANT REMAINING TRADE BARRIERS

us. Hourly High trade barriers
i compensa- FTA T Effect
(1.000s) fios | United States |  Mexico
NA NA 1%* 11%* |+ +/-
992 21.51 . 4+
Cement 20 NA - 10% +
Chemicals 835 18.19 - | S
Energy ProduCES..........oovmveeeecn et 215 21.26 - . +
Bectronic Equipment 2,000 14.51 2% 16%* ++
[£-5 S 3  (11 T o OO ORI 143 14.52 22% 20% -
Machinery and Equipment e 110 1533 3% | 10-20% +
Steel Ml Products .......o..oooooviiie e 277 23.49 05-11%} 10-15% ++
Textiies and ADPATH . ..........co.coooieiet et bt 1,818 875 6%* | 12-20%"* |+ +/—

3 Figures report average tartf rates where these are high and an asterix stands for some form of nontariff bamer. .
%A pius denotes 2 moderate export gain, a minus a moderale import mcrease, double signs denote trade significant changes.
8

Source Adapted from USITC Publication 2353 and US Bureau of Labor Statistics data

The table shows that Mexico still has significant protection in key areas where
the United States can as a result expect to score export growth. This includes specif-
ically electronic equipment, automotive products, steel and textiles. Textiles in fact
are a key example of an industry that has already demonstrated its ability to com-

pete very effectively in Mexico. In 1989, and more so in 1990, the United States ran E

a bilateral trade surplus with Mexico in textiles and apparel. The key to under-
standing this is to look at quality, not only at wages. In the quality perspective, the
US is to Mexico, what Japan is to the US.

Since the United States does continue to protect certain sectors with high duties
and nontariff barriers, a FTA would open these areas to Mexican competition. Inter-
estingly, the USITC identifies only horticulture and inexpensive household glass
products as the areas where significant import increases must be expected. The ex-
planation, once more, is that the United States is already substantially open to com-
petition from low cost countries and even more so to K‘lexico. In automobiles, for
example, the maquila program offers Mexico the opportunity to compete in the US.

To the extent that import increases can be expected in an area such as apparel,
part of the extra imports will mostly displace sales by low cost producers in Asia. In
part it will also reflect the result of US textile exports to Mexico which raises the
quality of Mexican apparel to the levels required for the US market.

Table 3.—UNITED STATES-MEXICAN TRADE

{Bif'ion of U.S. dotars]

1986 1987 1988 1989

BXDOMS ..ot 124 146 20.6 250
BVIOMS ... cnmmmme e 173 203 233 212
O ........ 37 38 33 43
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Table 3.—UNITED STATES-MEXICAN TRADE—Con

[Billion of U.S doltars)
1986 1987 1988 1989
Non-oil Balance -12 -19 0.6 21
Maquila Valug AJed ...........c.ooooevveeeoeceeencec et ceeeiiens 13 1.6 23 3.0

The upshot of this discussion is that trade liberalization will give rise to increased
imports, but that there is no plausible alarm scenario. Moreover, going beyond the
particular loss of sensitive industries, trade creation induced by the A will
produce new good jobs. It will cost primarily bad jobs or jobs that, in any event, are
under threat from world competition. The maquila program has been cited as a
major source of US job losses in the 1980s and a FTA is interpreted as a vast ma-
quila program. But the fact is that the maquila program is quantitatively small—
less than one third of a percent of US manufacturing GNP. More important, recent-
ly trade with Mexico has been a source of net job creation in the US. Since 1986/87
our non-oil trade with Mexico has swung by $3.6 billion toward a surplus and that
means more jobs were created than destroyed. In fact, using the rule of thumb of 30

" workers per $1 million exports, the swing in the non-oil trade balance has created

more than 100,000 jobs in the United States.?

The focus on the non-oil trade balance is appropriate because the trend in the bi-
lateral balance is the chief determinant of net job creation. To the extent that a
FTA reinforces confidence in Mexico’s modernization, as it already has started
doing, flight capital will return to Mexico and foreign direct investment will grow.
The availability of external capital until now has been a severe constraint on
growth and on investment in Mexico.

With modernization reinforced by a FTA, capital availability will largely disap-
pear as a serious problem and Mexico will resume trade deficits as appropriate for
developing countries. Because the United States is Mexico’s chief supplier, Mexican
growth and deficits become a source of increases in US employment. Assuming that
Mexico runs a trade deficit of 2 percent of GNP, US job creation over the next 5

ears could be as high as 150,000. Even larger numbers are quite possible because a

A gives us privileged access.

Foreign Investment in Mexico: Investment in Mexico by Asian or European firms
should not be considered an unqualified disadvantage of a FTA. Clearly, such invest-
ment will be motivated to a large extent by the desire to build up an export base to
the US market and as such seems threatening. But for the most part the goods
come anyway, whether it be from Thailand or from Korea and Japan.

The penetration of our market by imports from Asia is already a fact, the only
question is whether, at the margin, shifting the production from Asia to Mexico is
in our interest. And here the answer is clearly yes. Mexican workers spend a far
larger share of their income on our goods and hence we have an interest in their
having good jobs at good wages. It is understood, of course, that import content pro-
visions would apply. Location of Asian plants in Mexico cannot simply be a means
of circumventing US trade restrictions by performing negligible assembly tasks in
Mexico. The experience in Europe with certificates of origin demonstrates that
while administratively cumbersome, it is by no means overwhelming.

The argument used for Asian producers goes in the same way for US firms. Co-
production with Mexican labor is far better, from the point of view of US labor,
than losing and entire operation to Asia or other locations. In many industries it is
today totally implausible to produce goods fully with labor priced at the US level;
foreign production is far too cost competitive. Co-production with Mexico represents
by a wide margin the lesser of the two evils. In fact, the cost reducing effects may
well be important enough to allow higher US wages and, at the same time, in-
creased US competitiveness at home and abroad.

PROGRESS IN MEXICO

Democracy, workers’ rights, safety and environmental standards are_obyvious
issues on_the political agenda of modern, open economies. A Free Trade Agreement

* See F. Duchin and G.M. La‘r,lfe “Trading Away Jobs: The Effect of the US Merchandise
ml'rad(e)c Debf';cit 338 Employment.” Working Paper No. 102, Economic Policy Institute, Washington
, October 1988,

W .
-



%4.

»

126

supports modernization in Mexico_and_thus-nurtures_these-objectives.-It-will_also
help raise wage levels in Mexico, back to their 1980 level and beyond. By contrast,
trade restriction here must mean even more poverty there; poverty in turn fosters
political radicalism, which is not in the American interest.

If we are seriously concerned about the standard of living in Mexico, and about
\democratization, we cannot escape the recognition that a_thriving, open market
economy will raise wages, create_individual_freedom,_decentralize_political_power
and_allow people to organize around local_issues._If Mexico_prospers, it will in a
better position to take up costly but urgent measures on safety standardsat—the
work place and the environment.

Work standards and environment standards can obviously not become part of a
free_trade agreement; even in Europe where political integration_is_the object,
standards are a political agenda, not an object of the 1992 regulations. But it is_alto-
gether plausible to foster crossborder union dialogue on the issue of safety stand-
ards. There is also an urgent need in reinforcing regional and North American envi-
ronmental policies. This should be handled separately from the FTA discussion, but
at the same time. Agreements might bé eéxpected to phase in stricter Mexican stand-
ards by requiring new plants to abide by US environment standards, while existing
plants might have 12 years to adjust.

In discussing standards abroad we must not be tempted to make foreign producers
uncompetitive. The object is to spread prosperity at an affordable pace. It will take
a long time before Mexico will look like the United States, but we can start making
some headway.

REGIONAL CONCERNS

If Mexico prospers, Central America will benefit. Mexican authorities already
have started taking an active hand in the economic stabilization of Central America
and much more can be expected. The United States shares in this stabilization: en-
hanced political stability and security in the region and reduced pressure of immi-
gration are clearly in the national interest.

The example of Europe deserves far more attention in our design of trade policy.
The core countries of the Common Market have systematically reached out to the
periphery to spread prosperity and stability. Bringing Greece or Portugal into the
Common Market is no different from a FTA with Mexico. And the discussion now
with Eastern Europe serves much the same purpose. Unless the periphery has trade
access there will be no investment. Without investment, jobs will be poor and the
pressure for migration enormous.

Mexico is recognizing these realities on her own border in the South, responding
to the dramatic decline in living standards in Central America, notably in Nicara-
gua. Mexico has now started filling the leadership vacuum, helping stabilize the
region. A rising tide raises all ships; a prosperous Mexico will be a powerful shock
absorber for us and a great help in nurturing economic stability and prosperity in a
region that is too close to neglect but, except for communist threats, too small to
draw much of our attention.

NO GOING BACK NOW

At this stage it has become very expensive to turn back on a free trade agree-
ment. In Mexico, the idea of trade opening has become a corner stone of the eco-
nomic modernization strategy. The United States has every interest in Mexico's
demonstration that with sensible policies all of Latin America can return to pros-
perity.

Turning our back on trade opening means inviting a resurgence of protectionism
not only in Mexico but throughout Latin America and beyond. Going back on the
FTA with Mexico would send signals to the world economy far worse than the
recent failure of the Uruguay Round.

In the postwar period the United States has invariably favored an open world
economy. Successive GATT rounds have opened markets, at least across the Atlan-
tic. In Europe, on a parallel track to GATT, the Common Market has pursued an
aggressive project of regional integration with unquestioned benefits. The United
States has so far done little to exploit the parallel track. Free trade with Mexico
offers an important market opening for the 1990s and beyond. The focus must shift
from seeing trade as a threat to viewing it as an opportunity for jobs and profits.

This is an unusual opportunity to implement an outward looking trade policy
with Mexico. Looking for modernization as the way out of a difficult economic situa-
tion, Mexico today is open to far reaching trade reform. If we miss this opportunity,
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we are bound to fail building an important Western Hemisphere trade and in
ment block in the 1990s.

ADDENDUM TO THE TESTIMONY OF RUDIGER DORNBUSCH

During the hearings questions were raised about wages in Mexico and about. the
likely impact on working Americans. I would like to expand on my remarks with a
few facts. .

1. What are the available facts on Mexican labor compensation? . )

The following tables show data from three different sources regardmg'Mencan
labor compensation. The coverage in each case is different, but the data point to the
fact that there is no merit whatsoever to the claim that Mexican wages are any-
where in the neighborhood of 50 or 60 cents an hour. Of course, Mexican wages are
extremely low relative to US wages. In part that reflects the depressed conditions of
the 1980s, but in a significant measure it is also a reflection of a low level of produc-
tivity.

Table 1.—UNITED STATES AND MEXICAN HOURLY COMPENSATION IN MANUFACTURING

[US. doliars per hour and index United States = 100]

United States Wexico Rato
1979-82 .. 10.33 291 0.28
1983-86 12.70 188 015
1987 13.39 157 0.12
1988 ' . 13.85 1.99 014
1989 1431 2.32 0.16

Source: U.S. Bureau of Labor Statistics.

Table 2.—MEXICAN COMPENSATION IN MANUFACTURING SURVEY DATA: 1990

[U.S. dollars pes hour}
Skifled Unskilied
Maquila National Maguita National
Base Salary 134 1.57 0.91 1.09
" Supplemental Guaranteed 0.5 0.65 0.37 0_4;
Supplemental Nonguaranteed * 0.48 0.55 0.32 0.3
Total 240 2.70 1.60 1.85
} Including profit sharing and labor related taxes.
Source: intergamma de Mexico.
Table 3.—MEXICO: COMPENSATION PER HOUR IN INDUSTRY
[Doilars per hour]
gmm Wage eamers | Salary esmers | Social overhead
1988 2.19 116 2.52 063
1989 2.64 1.32 312 0.80

Source: INEGI, Mexico.

2. How do US-Mexico compensation differentials compare to those inside Europe.
Specifically, is the proposed FTA with Mexico in any way comparable to Greece,
Portugal, and Spain joining the Common Market? . R o

Table 4 shows that for the Germany:Portugal comparison the wage relation is
broadly the same as for the US-Mexico case. Spain’s wages, however are almost half
the German wage.



