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NAFTA at 10: An Economic and Foreign Policy Success

by Daniel T. Griswold, associate director, Center for Trade Policy Studies, Cato Institute

Ten years ago thismonth, leeders of the United States, Canada,
and Mexico sgned the higtaric North Americen Free Trade
Agresment. Although NAFTA remainsalightning rod for aritics of
freetrade, by any measureit hasbeen apublic policy success.

Asatrade agreement, it delivered its principa objective of
more trade. Since 1993, the value of two-way U.S. trade with
Mexico has dmogt tripled, from $81 hillion to $232 hillion,
growing twice asfast as U.S. trade with the rest of the world.*
Canada and Mexico are now America s number one and two
trading partners, respectively, with Japan adistant third.

Exaggerated |mpact

Onereason NAFTA remains controversd today isthat
advocates and opponents dike were guilty a decade ago of
exaggerating itsimpact. Advocates daimed it would creste hun-
dreds of thousands of jobsin the U.S. economy due to a dramat-
ic risein exports, opponents daimed far more jobs would be
destroyed by aflood of imports entering the United Statesand a
stampede of U.S. companies moving to Mexico to take advan-
tage of chegp labor. During apresdentia debatein 1992, H.
Ross Perot famoudy predicted, “Y ou're going to hear agiant
sucking sound of jobs being pulled out of this country.”

In redlity, NAFTA was never going to have much of an
impact on the U.S. economy. America s GDP at the time was
amost 20 times larger than Mexico's, and U.S. tariffs against
Mexican goods aready averaged alow 2 percent.

A Foreign-Palicy Triumph

For the United States, NAFTA was more about foreign
policy than about the domestic economy. Its biggest payoff
for the United States has been to ingtitutionalize our southern
neighbor’s turn away from centralized protectionism and
toward decentralized, democratic capitalism.

By that measure, NAFTA has been a spectacular success.

In the decade since signing NAFTA, Mexico has continued
aong the road of economic and political reform. It has suc-
cessfully decoupled its economy from the old boom-and-bust,
high-inflation, debt-ridden mode that characterized it and
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much of Latin Americaup until the debt crisis of the 1980s. In
2000, Mexico avoided an eection-cycle economic crisis for
the firgt time since the 1970s. Today Mexico and Chile are the
two most stable and dynamic economiesin Latin America—
and the two that have reformed most aggressively.

Just as important, the economic competition and decen-
traization embodied in NAFTA encouraged more political
competition in Mexico. It broke the economic grip in which
the dominant Ingtitutional Revolutionary Party (PRI) held the
country for most of the last century. It is no coincidence that,
within seven years of NAFTA’simplementation, Vicente Fox
became the first opposition-party candidate elected president
after 71 years of the PRI’s one-party rule.

“Giant Sucking Sound,” Where Art Thou?

With a decade of hindsight, it is difficult to find any evi-
dence of a*“giant sucking sound” of jobs, investment, and
manufacturing capacity heading south.

American Jobs. Trade is not about more jobs or fewer
jobs but about better jobs, and NAFTA isno exception. Of
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course, competition from Mexico closed some U.S. factories,
but those closures have alowed resources to shift to sectors
where American producers enjoy a grester advantage in effi-
ciency. That'sthe whole idea of trade: we increase produc-
tion in sectors and industries where we can produce more
efficiently and reduce production in sectors where we are
less efficient. The result is a shift to better paying jobs.
Meanwhile, the overal level of employment is determined
by such macroeconomic factors such as monetary policy,
labor-market regulations, and the business cycle.

For the record, the U.S. economy created millions of
new jobs after passage of NAFTA. Civilian employment in
the U.S. economy grew from 120.3 million in 1993 to 135.1
million in 2001, an increase of dmost 2 million jobs per
year. The unemployment rate fell steedily after the enactment
of NAFTA, from an average of 6.9 percent in 1993 to under
4 percent in 2000.* The unemployment rate jumped to 6 per-
cent in 2002, but that was because of the recent and relative-
ly mild recession of 2001—a recession brought on not by
NAFTA but by rising interest rates and energy pricesand a
faling stock market.

Foreign Investment. Despite predictions, NAFTA did
not cause anything like an exodus of manufacturing invest-
ment to Mexico. U.S. investment in Mexico did increase
after NAFTA, along with trade, but those flows are atrickle
compared to what we invest domesticaly. In the eight years
after theimplementation of NAFTA, from 1994 through
2001, U.S. manufacturing companies invested an average of
$2.2 billion ayear in factoriesin Mexico.* That isamere 1
percent of the $200 billion invested in manufacturing each
year in the domestic U.S. economy.®

The smdl outflow of direct manufacturing investment to
Mexico has been overwhelmed by the net inflow of such
investment from the rest of the world—an average of $16 bil -
lion ayear since 1994, mogt of it from Europe and Japan.® At
the end of 2001, the stock of U.S. direct manufacturing invest-
ment in Mexico was $19.7 billion, less than one-tenth the
gtock of U.S. investment in high-wage, high-standard Europe’

U.S. Manufacturing. Nowhere were the predictions
about NAFTA more apocalyptic than in regard to manufac-
turing. H. Ross Perot accused NAFTA of “deindudtriaizing
our country,” and Rep. David Bonior, the soon to be ex-con-
gressman and Democratic Whip from Michigan, predicted
flatly that NAFTA “will destroy the auto industry.”

In the eight years since the implementation of NAFTA,
those predictions have become laughable. Between 1993 and
2001, manufacturing output in the United States, as meas-
ured by the U.S. Federal Reserve Board, rose by one-third.
Output of motor vehiles and parts rose by 30 percent. © In
fact, in the first eight years of NAFTA, manufacturing output
in the United States rose at an annual average rate of 3.7 per-
cent, 50 percent faster than during the eight years before
enactment of NAFTA. (Seefigure.) Of course, thisis not an
argument that NAFTA was the primary cause of the acceler-
ation in manufacturing output, but it does knock the wind
out of the myth that NAFTA has somehow caused the “dein-
dustridization” of America

Manufacturing employment hasfallen in the past few
years, but that cannot in any plausible way be blamed on
NAFTA. In fact, the number of Americans employed in
manufacturing grew by 706,000 in the first four years of
NAFTA, from January 1994 to January 1998.° The declinein
manufacturing jobs since 1998 has not occurred because
those jobs have gone to Mexico; it has occurred because of
(1) collapsing demand for our exports due to the East Asan
financial meltdown in 1997-98, (2) our own domestic dow-
down in demand due to the 2001 recession, and (3) the
ongoing dramatic improvement in manufacturing productivi-
ty—fueled by information technology and increased global
competition—that has allowed American factories to pro-
duce more and better widgets with fewer workers.

Concluson

By every reasonable measure, NAFTA has been apublic
policy success in the decade since it was signed. It has deep-
ened and ingtitutionalized Mexico's drive to modernize and
liberalize its economy and political system. It has spurred
trade, investment, and integration between the United States
and Mexico. And in amore modest way it has enhanced
American productivity and prosperity—refuting the critics
who were wrong 10 years ago and are just as wrong today.
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