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Foreword

The terrorist attacks and border closures of September 11 have vividly dem-
onstrated the importance of borders and security on the North American con-
tinent. Canada, Mexico, and the United States may be separated by borders,
but these lines in the southern sands and the northern snows are in a state of
constant flux. The shared borders both unite and divide the three countries.

On the Canada–United States border, the threat to security and commerce
prompted unprecedented cooperation on border and security issues. It also
demonstrated that the ties that bind Canadians to their American cousins are
far greater than any differences that divide them. On the Mexico–United
States border, a democratic change of regime opened the door to a new era
for Mexico–United States relations. President Vicente Fox went out on a
political limb in an effort to get the United States to look seriously at migra-
tion reforms. But President George W. Bush’s obsession with far-flung re-
gimes left the important migration issue sitting on the back burner to stew.

The United States is a superpower that dwarfs its partners in the North
American Free Trade Agreement (NAFTA) by comparison. This makes it
easy to sometimes forget that Canada and Mexico are major players in their
own right, both economically and politically (if not militarily). The manage-
ment of cross-border flows of goods, people, and capital affects the competi-
tiveness of business, the economic prosperity and security interests of all
three countries. Institutional problems, such as internal and cross-border
business barriers, interagency coordination, and government corruption, af-
fect the ability of all three to provide a secure and prosperous business envi-
ronment, both within each country and across the region as a whole.

Security concerns affect every aspect of North American integra-
tion and the main topics analyzed in this book. Failed policies on both sides
of the border perpetuate the migration of undocumented workers from Mexico
to the United States and divert resources that could otherwise address real



xiv     FOREWORD

security threats. In Mexico, police corruption and a lack of personal security
transfer security costs from the government to the private sector. Transaction
costs for legitimate capital flows increase due to the need to disrupt terrorist
financing. Finally, security requires investments in the systems used to move
and monitor the cross-border flow of goods. However, these investments
will increase the efficiency of cross-border goods transportation at the end of
the day.

Balancing economic integration with security not only means examining
issues on their own, but also entails an analysis of how various issues relate to
one another. Laws and policies must be designed to support each other. For
example, U.S. policy regarding immigration not only fails to resolve the prob-
lem of illegal immigration, but undermines U.S. labor laws as well. The issu-
ing of student visas to dead hijackers six months after September 11 illustrates
the need to coordinate the activities and policies of different government agen-
cies within the United States. The same degree of policy coordination must be
achieved among the agencies of the NAFTA countries as well.

All three NAFTA members have good reasons to create a common secu-
rity perimeter to lower border transaction costs and tighten security. With
almost 90 percent of Canada and Mexico’s exports destined for the U.S.
market, they are hardest hit by border costs. However, in terms of security,
the United States stands to gain the most from a common perimeter.

Canada and the United States have a much longer history of cooperation on
security issues than either of them has with Mexico. Including Mexico in a
North American security perimeter will involve overcoming institutional, le-
gal, and political barriers. But Mexico is a necessary element in any security
strategy. The United States cannot set up an impenetrable fence along its southern
border. Ignoring Mexico leaves a large hole in the U.S. security perimeter. The
United States needs Mexico to be a part of its security strategy.

Compared with the United States and Mexico, Canada emerges from
our study smelling like a rose. This reflects the reality that Canada has to do
better than its neighbors in order to compete with them, given its relatively
small market compared to the United States and its small population com-
pared to both of its NAFTA partners. Canada also gets favorable reviews
simply because its policies and actions have been well managed in all of the
areas we studied.

Mexico still has a lot of work to do. The general lack of security in Mexico
remains a problem that affects the movement of goods, people, and capital.
Nevertheless, several factors favor Mexico’s future. Mexico’s growing net-
work of free trade agreements, its large and growing internal market, and its
political and economic stability compared to other major Latin American
countries all bode well for its economic future. However, Mexico needs to
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continue to work on the issue of corruption, which affects its ability to ad-
vance in all of the areas addressed in our study. The government must work
hard to solidify the democratic functioning of its institutions, continue ef-
forts to alter public attitudes, and continue to enhance transparency in order
to root out corruption and firmly entrench the rule of law.

The United States earns good grades for working hard to ensure that
increased border security would not unduly impede the cross-border move-
ment of goods in the region. The United States moved quickly to enhance
and expand border and security cooperation with Canada and Mexico through
“Smart Border” plans. However, it must guard against the overzealous appli-
cation of its laws in freezing assets and prosecuting suspected terrorists, par-
ticularly the citizens of its allies. Moreover, the United States gets a failing
grade for its policies that affect illegal migration from Mexico. Resolving
the problem of illegal immigration would free up resources to focus on people
who represent genuine security threats.

To manage North American integration and security in an intelli-
gent fashion, government policies need to be coordinated across internal
agencies and international borders. This is no small challenge. Overcoming
political obstacles to sensible policies requires leadership. But these chal-
lenges need to be met to get to where we want to go—a secure, prosperous,
and economically integrated North America.
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1
Bordering on the USA

The Political Economy
of North American Integration

“I don’t even know what street Canada is on.”
—Al Capone

“Good fences don’t make good neighbors. Good neighbors
make good neighbors.”

—William Graham

“It is better to die on your feet than to live on your knees!”
—Emiliano Zapata

The terrorist attacks on the World Trade Center and the Pentagon on Septem-
ber 11, 2001, brought the issue of trilateral cooperation to the forefront in the
countries of the North American Free Trade Agreement (NAFTA). In the
weeks following the attacks, heightened security caused serious delays on
the southern and northern borders of the United States, with longer delays on
the southern end. Delays in the movement of goods created a serious disrup-
tion of auto production in the region. The industry depends on just-in-time
delivery. Delays in the movement of people disrupted border economies and
the travel and tourism industries. While perhaps only a blip on the economic
integration radar screen, the delays made addressing the economic impact of
borders a priority issue in all three countries.

The lack of any clear sense on how to coordinate policy responses has
underlined the need for a road map as to which issues should be resolved by
which players, unilaterally, bilaterally, trilaterally, and multilaterally. The only
clear point that has emerged is that resources will have to be deployed in a
way that minimizes the economic costs of doing business across the borders
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of an increasingly integrated North American economy. NAFTA has created
a trilateral economic structure, but it sits on top of two very different bilat-
eral relationships whose only fundamental connection is the United States.

This chapter examines these relationships against the backdrop of his-
tory, geography, economic power, and security interests. The dominant
position of the United States in the world—in terms of its military might,
the size of its economy, and its political influence—is magnified on the
North American continent. Not surprisingly, this results in many parallels
in the two bilateral relationships, despite the marked differences between
Canada and Mexico.

Karma Company: The NAFTA Region in a Historical Context

In the nineteenth century, America’s territorial ambitions produced parallel
policies vis-à-vis its two neighbors, but with different degrees of success. In
that era, the United States posed the biggest security threat to both Canada
and Mexico, sowing seeds of distrust that would linger long after in both
countries. The turn of the century witnessed both countries pursuing closer
economic ties with their common neighbor. However, the economic benefits
of closer ties were overwhelmed by the distrust that had continued to fester
in the minds of both populations. It would be several decades before the
attraction of trade relations would overpower doubts about American inten-
tions and trustworthiness on both sides of the growing behemoth.

The Nasty Neighbor: A Common Enemy Emerges

It is useful to recall that deep mistrust existed between Canada and the United
States for a very long time. For example, Lipset (1991, 42) wrote, “Ameri-
cans do not know, but Canadians cannot forget that two nations, not one,
came out of the American Revolution.” In the War of 1812 between Britain
and the United States, Americans thought that taking Canada would be simple.
In former president Thomas Jefferson’s words, “The acquisition of Canada
this year [1812] as far as the neighbourhood of Quebec, will be a mere matter
of marching, and will give us experience for the attack on Halifax next, and the
final expulsion of England from the American continent” (Fulford 1998).

During the American Civil War (1861–1865), a faction in the United States
again wanted to invade and annex British North America as a way of punish-
ing Britain for its sympathy with the South. (The South supplied necessary
cotton to the textile factories of Britain.) Such an adventure was preempted
by Canada becoming the “self-governing Dominion of Canada” just in the
nick of time in 1867. All British troops left Canada by 1871.
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If Canada had strong reservations about the United States, Mexico had
stronger reservations. It all started with the settling of English-speaking Ameri-
cans in Texas after Moses Austin received a colonization grant from the Mexi-
can government in 1821. To discourage American settlers in Texas, Mexico
abolished slavery in 1828. In 1835, the settlers sought independence from
Mexico. In 1836, they revolted against Mexican rule and declared Texas inde-
pendent. In the process, they defeated the army of General Antonio Santa Anna.

In 1845, the United States annexed Texas after it failed to persuade Santa
Anna, then Mexico’s president, to sell Upper California, New Mexico, and
Arizona. Mexico considered the annexation an act of war. In March 1846,
General Zachary Taylor occupied Point Isabel on the Rio Grande (the same
river is called Rio Bravo in Mexico). Mexico considered this action an inva-
sion. The Mexican army crossed the Rio Grande and shelled Fort Brown.
This shelling was interpreted as an act of aggression by U.S. president James
Polk. (The same U.S. president negotiated the 49th parallel with the British,
a settlement grudgingly accepted by the Canadians).

President Polk declared war against Mexico. The U.S. Army eventually
came to conquer Mexico City’s seat of power—the Fort of Chapultepec. The
soldiers stayed there from September 1845 to February 1846 until the sign-
ing of the Treaty of Guadalupe Hidalgo. The treaty, in which Mexico lost
two-fifths of its territory to the United States (but received an indemnity of
U.S.$15 million), was viewed as a great humiliation in Mexico.

This event has left a deep scar on the Mexican social and political psyche.
For example, every year on September 13 each school in Mexico commemo-
rates the day Mexican cadets—the Niños Heroes (Child Heroes)—died de-
fending their military college. On that day, when the Mexican flag is raised,
a roll call is taken with all the names of these young soldiers. Students play
the role of the cadets, who wrapped themselves in the Mexican flag and
leaped to their deaths rather than surrender to the invaders.

There were attempts to whip up Mexican hatred toward the Americans
from within and from without. Mexican politicians from the Partido
Revolucionario Institucional (PRI) invoked it many times during the twenti-
eth century. Germany tried to cash in on it by provoking Mexico to enter
World War I. The famous Zimmermann Telegram was sent by German for-
eign minister Dr. Arthur von Zimmermann to Germany’s ambassador in
Mexico, von Eckhardt, on January 19, 1917, in code (curiously, using the
American telegram company Western Union). The message, relayed to the
Mexican president, Venustiano Carranza, urged him to join Germany in de-
claring war on the United States. Mexico, in turn, would be rewarded with
the territories it lost in the nineteenth century (after the defeat of the United
States). President Carranza did not want to risk the wrath of the United States,
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so he never took up the offer. British intelligence intercepted the telegraph,
decoded it, and informed U.S. President Woodrow Wilson of its content.
This was a decisive factor for the United States to declare war on Germany.

The Alluring Temptress: The Winds of Economic Integration
Blow Hot and Cold

At the turn of the century, both Canadians and Mexicans first pursued, then
rejected, closer economic ties with the United States. Canada’s rejection came
in the form of a democratic vote. Mexico’s rejection took shape as a violent
revolution.

Under President Porfirio Diaz, from the 1880s to 1910 Mexico opened up
to foreign investment and deepened its economic ties with the United States.
However, the presidency of Diaz—and his policy of closer economic ties—
ended with the revolution of 1910. After the revolution, under the PRI, sus-
picion of foreign interests was a hallmark of Mexico’s economic policy for
decades. Economic nationalism with respect to foreign investors hit high
points in 1938, with the nationalization of the oil industry, and 1982, with
the nationalization of the banks. More generally, Mexico’s foreign invest-
ment law discouraged foreign investment.

Entering the twentieth century, Canada’s threat of “annexation” came in
the form of free trade. In 1911 the United States and Canada negotiated a
free trade agreement. The Liberal federal government of Canada under Sir
Wilfrid Laurier, the first French-Canadian prime minister (1896–1911), cham-
pioned the agreement in a federal election. The Liberals lost the election to
the Conservatives and the free trade agreement was never implemented.
Curiously, in 1891, the Liberals and the Conservatives had taken exactly the
opposite positions on free trade.

For the most part of the twentieth century, Canada has followed a differ-
ent course of national policies compared to the United States, creating a na-
tional health care system and government-owned broadcasting, railroad lines,
and airlines, among other industries. Canada believed that if such institu-
tions were left to the private sector, they would be overwhelmed by larger
private counterparts from the south. Thus, Canada’s ever present fear of cul-
tural, social, and economic invasion—if not outright military invasion—also
resulted in foreign investment restrictions and government ownership of in-
dustry. Canada complemented its foreign investment restrictions with trade
policies designed to create manufacturing jobs in the country, leading Ameri-
can firms to establish “branch plants” in Canada to gain market access.

After World War II, a less fearsome option to a bilateral trade agreement
presented itself. In 1947, Canada, the United States, and twenty other
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countries signed a “provisional” agreement to reduce tariffs on goods and to
begin eliminating other barriers to trade in goods. However, the General Agree-
ment on Tariffs and Trade (GATT) became the primary vehicle for global
trade liberalization when negotiations to create a permanent International
Trade Organization (ITO) failed. The ITO was to have been one of the three
pillars of postwar peace and prosperity, together with the International Mon-
etary Fund (IMF) and the World Bank (WB).

After World War II, policy makers realized that protectionism, in the form
of increasingly higher tariffs and other trade barriers, had contributed to the
severity of the global depression. The depression, in turn, had contributed to
the rise of fascism and the war. They reasoned that countries that were pros-
perous and linked by international trade would be less likely to engage in
war. The goal of the three institutions was to raise living standards and form
stronger links between their member economies.

Over the years, GATT significantly reduced barriers to trade in goods
between Canada and the United States, as well as other members. (Mexico
did not join the GATT until 1986.) However, GATT was not reducing trade
barriers quickly enough for the auto industry, so Canada and the United States
negotiated the “Autopact” of 1965, creating free trade in this sector. This led
to an increasingly integrated auto industry straddling the two sides of the
border.

Like Canada, for most of the twentieth century Mexico resisted greater
economic integration with the United States. Mexico adopted a trade policy
based on import substitution. The aim of this policy was to further the indus-
trialization of Mexico through barriers to imports and foreign investment.
The policy worked well initially and Mexico experienced sustained economic
growth. However, over time Mexico’s protected industry became highly in-
efficient, producing inferior quality goods and falling behind technologi-
cally. In 1965, the same year of the Canada–United States Autopact, Mexico
started the maquiladora program. Foreign companies established assembly
plants along the northern border that used Mexican labor to assemble im-
ported components that were then exported as finished goods. In the 1980s,
the Mexican government realized that its policy of economic self-sufficiency
was no longer working and began to open up its economy, first under Presi-
dent Miguel de la Madrid (under whom Mexico joined the GATT in 1986).

If You Can’t Beat ‘em…: A Century Comes Full Circle

In the 1980s, almost a century after the idea of free trade was rejected, Canada
gave free trade with the United States another try. This time the Conserva-
tives championed the negotiation of a bilateral free trade agreement between
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Canada and the United States. The government of Canada sought the nego-
tiations in response to rising protectionist pressures in the U.S. Congress.
For many years, the Canadian government, led by Liberal prime minister
Pierre Trudeau, had tried to lessen Canada’s economic dependence on the
United States through efforts to diversify Canada’s trade relations. In the
1980s, the government of Conservative prime minister Brian Mulroney
recognized that geography was working against those efforts and decided
that secure access to the U.S. market was an essential element of Canada’s
trade policy.

The proposed free trade agreement generated heated political debate in
Canada and became the central issue in the national election of 1988. The
incumbent Conservative government negotiated the agreement, while the
opposition Liberal and New Democratic parties were vehemently opposed.
The opposition parties split the anti-free-trade vote between them, allowing
the Conservatives to win reelection and proceed with the implementation of
the Canada–United States Free Trade Agreement (FTA), which came into
effect January 1, 1989.

Opponents argued that the FTA would cause job losses and depress wages
in Canada. Proponents argued this might happen in noncompetitive sectors,
but the net effect on the economy would be positive. The evolution of the
economy would cause job displacement in any event, and in the long run
Canada would benefit from the elimination of noncompetitive industries.
Moreover, the national government could ease the pain of the transition with
social programs for those who lost out.

Opponents argued that the FTA would degrade Canada’s social programs.
In order to compete with the United States, Canada would have to reduce the
generous social safety net to bring it down to the level of the United States.
Proponents argued that wealth creation must precede redistribution, and the
FTA would create the wealth needed to sustain Canada’s social security sys-
tem. Moreover, trade liberalization is not inconsistent with redistributional
social policies, in the form of government spending on education, health,
and welfare. In the end, decades of poor financial management on the part of
Canadian governments created huge government deficits and a large debt
that left less to spend on social programs.

Another great fear of the opponents was that the FTA would lead to cul-
tural homogenization, causing Canada to lose its cultural identity. The fear
highlighted the cultural insecurity of English Canadians, most of whom had
an unclear vision of what made Canadians different from Americans. They
feared that the FTA would force Canada to abandon state-sponsored cultural
programs and allow the country to be taken over by the commercialized
culture of the United States. Proponents argued that interaction between cul-
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tures leads to new perspectives that strengthen a nation’s culture, and that
cultural isolation had become almost impossible with the advent of modern
communications and transportation. Moreover, they argued, cultural isola-
tionism leads to intolerance, arrested development, and censorship, none of
which are desirable.

The rallying cry of the FTA opponents was that free trade would lead to
the loss of Canada’s sovereignty. The country would lose its independence
and be forced to adopt a wide range of policies that mirrored those of the
United States. Nothing less than the country’s existence was at stake. Propo-
nents argued that the economic benefits would outweigh the cost of con-
straints on domestic policy options. They argued further that a trade-dependent
nation such as Canada was better off with a rules-based system of dispute
resolution than with a power-based system that would leave the country vul-
nerable to economic blackmail by its much larger neighbor. Finally, many of
the rules in the FTA mirrored those of GATT, which had already dramatically
reduced trade barriers between the two countries. However, the FTA extended
those rules into new areas, such as services, intellectual property law, invest-
ment, and energy trade, reflecting some of the directions in which the GATT
Uruguay Round negotiations were headed.

This time, the economic arguments won out. Better access to the U.S.
market would permit expanded production that would allow Canadian in-
dustry to achieve greater economies of scale. Greater competition would
enhance productivity and efficiency, making Canadian business more com-
petitive worldwide. The costs of adjustment to greater competition, such as
job losses in noncompetitive industries, would be compensated by job cre-
ation in competitive industries. The Canadian economy would become more
competitive as a whole in the long run. While greater dependence on the
U.S. market might make Canada more vulnerable to downturns in the U.S.
economy, Canada would benefit when the U.S. economy was doing well.
The reality was that this was the largest trade relationship in world and the
two countries were each other’s number one trade partner. However, Canada
was more dependent on the United States than the United States was on
Canada. With roughly 80 percent of Canada’s exports going to United States,
the U.S. market had become more important than the domestic market for
many Canadian manufacturers. The trade relationships of the United States
were, and still are, more diversified than Canada’s.

While the FTA debate made for high drama in Canada, the negotiation
and passage of the agreement was barely noticed in the United States. The
same cannot be said for the NAFTA debate in the United States, where oppo-
nents took up the same arguments the Canadian anti-free-trade forces had
used five years earlier. The Canadian fear that lower environmental and
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labor standards in the United States would lead to a “race to the bottom”
and compromise Canada’s higher standards became a central issue in the
U.S. debate.

However, it was now the higher standards in the United States that would
be threatened by the lower standards of Mexico. The Canadian fear of job
losses and wage depression was translated into the same fear in the United
States, expressed by Ross Perot as the “giant sucking sound” Americans would
hear as manufacturing jobs were moved to lower-wage Mexico. However, be-
ing more confident than Canadians, the Americans did not fear a loss of sover-
eignty or cultural identity under a flood of Mexican cultural influences.

In Canada, as in the United States, the NAFTA debate coincided with an
election year. In both countries, NAFTA became an election issue. In both
countries, the government that negotiated the agreement lost to the govern-
ments that would implement NAFTA. In Mexico, President Carlos Salinas
was there for both the negotiations and the implementation of the agreement.

For Canada, the FTA was proof of the special relationship it enjoyed with
the United States. The FTA gave Canadian business preferential access to the
U.S. market and an advantage over other countries’ firms. When Mexico
entered free trade negotiations with the United States, Canada was like the
wife that has just learned of the mistress.

Canada pushed to be involved in the negotiations and to negotiate a trilat-
eral agreement, rather than two bilateral agreements. As much as possible,
Canada wanted to preserve its FTA gains and to make sure that Mexico did
not get a better deal than Canada. Moreover, to be able to influence the nego-
tiations, Canada had to be at the table. As almost an afterthought, Canada
sought to enhance its access to the Mexican market (the destination of about
1 percent of Canadian exports) and to promote Mexico as the gateway to
Latin America for Canadian business.

However, the most important reason Canada had to push for a trilateral
agreement was to avoid a hub-and-spoke situation that could have a negative
impact on Canada’s ability to attract foreign direct investment. With two
bilateral agreements, the United States would become the hub and Mexico
and Canada the spokes. The United States, as the only one enjoying free
trade with everyone involved, would be a more attractive location for for-
eign direct investment because firms located in the United States would have
equal access to the entire market. This would have put Canada, and Mexico,
at a disadvantage in attracting foreign direct investment.

In 1988, Carlos Salinas de Gortari had succeeded de la Madrid as presi-
dent and had begun a radical transformation of Mexico’s economy. Perhaps
his most radical move was to initiate free trade negotiations with the United
States, a move that would have been unthinkable even a few years earlier.
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Mexico’s motives for seeking a free trade agreement were similar to those
that motivated Canada to negotiate the FTA: increased access to U.S. mar-
ket, more secure access to U.S. market, a larger market that would allow
Mexico-based firms to expand production and achieve economies of scale,
greater competition to enhance productivity and efficiency, and a trade rela-
tionship based on rules, not power.

President Salinas’s slogan was that Mexico wanted to export goods, not
people. Free trade would promote economic growth, modernize Mexican
industry, and attract more foreign direct investment, creating more and higher
paying jobs. With better jobs at home, fewer Mexicans would have to risk
illegal migration to the United States in search of work. Finally, NAFTA
would entrench the series of economic reforms put in place by Salinas, re-
ducing the risk that later governments might roll back the clock on what
became known as “Salinastroika.”

The immigration issue was also a major motivation for the United States,
as was the economic and political stability of its southern neighbor. A pros-
perous, free-trading Mexico would be less likely to erupt in political vio-
lence or suffer economic disintegration, both of which could send a flood of
economic and political refugees fleeing north. In terms of its economic inter-
ests, the United States wanted to enhance its access to Mexican market, use
Mexico as the gateway to Latin America, and protect U.S. foreign direct
investment in Mexico.

As members of GATT, all three countries were simultaneously involved
in the Uruguay Round negotiations. NAFTA negotiations could move more
quickly than GATT negotiations because fewer countries were involved. At
the time the NAFTA was negotiated, it was by no means certain that the
Uruguay Round would reach a successful conclusion. NAFTA would pro-
vide insurance against a failed Uruguay Round, creating a “fortress North
America” that could compete against a “fortress Europe.”

Howdy, Neighbor! The NAFTA Dynamic

In terms of economic and business trends, NAFTA has led to deeper integra-
tion. In terms of political trends, the picture is more mixed. Despite histori-
cal parallels in their relationship with the United States, the Canada-Mexico
relationship remained remarkably undeveloped before NAFTA. The two coun-
tries have pursued closer political ties in the NAFTA era, recognizing the
value of teaming up when their interests in relation to the United States coin-
cided. With respect to trade relations with Cuba, their policies have been
mirror images that run counter to U.S. policy. More recently, both countries
took the position that U.S. policy toward Iraq should toe a UN-sanctioned,
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multilateral line. It should come as no surprise that both Canada and Mexico
coincide in the view that a multilateral approach based on the rules of inter-
national law is the course to take. Given the asymmetries of power that exist
in the NAFTA region, both countries are better off with a rules-based ap-
proach to international relations than one based on the unilateral exercise of
power, be it military or economic. Indeed, a central motivation for both coun-
tries to sign free trade agreements with the United States was to impose a
rules-based regime on the relationship.

However, Canadian and Mexican interests do not always coincide. The
reality is that they are competitors in the trilateral arena, both economically
and politically. Economically, they compete for foreign investment and trade.
Each country sells itself to multinational firms as the better base from which
to serve the North American market. Politically, they compete for the atten-
tion of the U.S. government on bilateral issues when their interests differ.
For example, the issue of cross-border labor movement is a problem for
Mexico, not Canada.

Continental Divide: NAFTA in an Economic Context

Despite their position as the two countries in the world that are literally at the
doorstep of the United States, Canada and Mexico are very different places.
Canada is a largely English-speaking developed country. The United States
had a per capita income of U.S.$36,200 (purchasing power parity adjusted)
in the year 2000 and Canada had a per capita income of U.S.$24,800 (pur-
chasing power parity adjusted) in the year 2000 (CIA Factbook). Mexico is a
largely Spanish-speaking developing country with a per capita income of
U.S.$9,100 (purchasing power parity adjusted) in the year 2000 (CIA
Factbook). The three countries are “close” by the tyranny of geography. Al-
though the Mexican and Canadian economies are each no bigger than the
economy of Los Angeles, these economies are more important to the United
States than the city of Los Angeles.

Figure 1.1 compares the size of Mexico’s and Canada’s economy to
the U.S. economy. The figures are adjusted for purchasing power parity.
Thus, they avoid the problem of undervalued or overvalued currencies.
In terms of per capita income, Canada is 2.5 times higher than Mexico
and the United States is four times higher (once again, adjusted for pur-
chasing power differential).

The governments of the United States, both at the federal and state levels,
cannot simply ignore these two neighbors economically or strategically. Eco-
nomically they are bound simply because Mexico and Canada are the largest
trading partners of the United States. Strategically they are bound because of
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their physical proximity. In addition, some 80 percent of the Canadian popu-
lation lives within fifty miles of the United States.

Some 89 percent of Mexican exports and 73 percent of imports are with
the United States. For Canada, 86 percent of exports go to the United States
and 76 percent of imports come from the United States. With respect to
U.S. exports, Canada is in first place with 23 percent of exports and Mexico
is in second place with 14 percent. Of total U.S. imports, Canada has the
largest share with 19 percent and Mexico is in second place with 11 per-
cent (CIA Factbook).

Figure 1.2 shows purchasing power parity adjusted per capita income in
the NAFTA countries over a period of almost two centuries. Several interest-
ing facts emerge from this figure. First, the United States has always stayed
ahead of the pack in terms of per capita income. Over time, even though
Canada lagged the United States in terms of per capita income, the differ-
ence was almost always made up in a decade. The United States and Canada

Figure 1.1 Relative GDPs of Canada, Mexico, and the United States

GDP in 2000 

Canada 
7% 

Mexico 
8% 

United States 
85% 

Source: CIA Factbook, internet edition.
Notes: Purchasing power parity adjusted 2000 value. In this picture, we calculated

the GDP of each country as a percentage of the total value of all three NAFTA coun-
tries together.
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saw a sharp rise in standards of living between 1910 and 1980. Mexico lagged
way behind during this period and never caught up. This fact can be seen
more clearly in Figure 1.3, where we calculate the per capita income of Canada
and Mexico as a percentage of U.S. per capita income. With the exception of
1820, per capita income in Mexico has never exceeded 30 percent of the per
capita income of the United States. It declined from 30 percent to 15 percent
between 1900 and 1940, then rose back to 30 percent in 1980 only to fall
again during the following decade.

NAFTA Geographic: What Do These Neighbors Look Like?

Canada is a country with 3,601,941 square miles (9,220,970 square kilome-
ters) of land. It shares its land boundaries with the United States alone: 5,558
miles (8,893 kilometers), including 1,548 miles (2,477 kilometers) with
Alaska. Of the total land, only 5 percent is arable. There are 31.6 million
people living in Canada, most close to the border with the United States. Life
expectancy in Canada is 79.56 years with an infant mortality rate of 5 out of

Figure 1.2 Real Per Capita GDP in Canada, Mexico, and United States,
1820–1994

Source: Maddison (2001).
Note: Real per capita GDP is measured after adjusting for purchasing power in

each country.
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1000. Adult infection rate of HIV/AIDS is 0.3 percent. Since only 1.6 chil-
dren are born per woman in Canada, the population will shrink in the future
unless immigration is increased dramatically (all figures are for the end of
2000). Although English is spoken by the majority, there is a politically strong
presence of French speakers (slightly over 23 percent of the population).
The size of the Canadian economy is U.S.$774 billion adjusted for purchas-
ing power parity.

Mexico has a landmass of 75,119 square miles (1,923,040 square kilome-
ters). Of the border of 2,836 miles (4,538 kilometers), it shares 156 miles
(250 kilometers) with Belize, 601 miles (962 kilometers) with Guatemala,
and 2,079 miles (3,326 kilometers) with the United States. Of the total land,
some 12 percent is arable. The population is 101.8 million. Life expectancy
in Mexico is 71.76 years and the infant mortality rate is 25 per 1000. The
estimated HIV/AIDS prevalence rate among adults is 0.3 percent. The fertil-
ity rate is 2.62 per woman. Although Spanish is the official language and
more than 90 percent of the population can speak and understand Spanish,
more than 25 percent of the population speaks some other language at home
(mostly indigenous languages, such as Nahuatl). The size of the Mexican
economy is U.S.$915 billion adjusted for purchasing power parity—larger

Figure 1.3 Per Capita Income of Canada and Mexico as a Percentage
of U.S. Per Capita Income
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than the Canadian economy on this measure. (However, Canada still ranks
ahead of Mexico when GDP is expressed unadjusted in U.S. dollars, with
Canada at U.S.$668 billion, Mexico at U.S.$524 billion and the United States
at U.S.$9,563 billion in 2000, using figures from the World Development
Indicators Database, World Bank, April 2002.)

The United States has a landmass of 3,577,719 square miles (9,158,960
square kilometers), thus making it slightly smaller than Canada and four-
and-a-half times bigger than present-day Mexico. Given that Mexico lost
half of its territory to the United States in the nineteenth century, boundaries
have changed radically in the last 160 years on the North American conti-
nent. The United States shares borders with the following countries: Canada,
5,558 miles (8,893 kilometers) including 1,548 miles (2,477 kilometers) with
Alaska; Cuba, 18 miles (29 kilometers)–U. S. Naval Base at Guantanamo
Bay; Mexico, 2,079 miles (3,326 kilometers). Of the total land, some 19
percent is arable. The population of the United States is 278.0 million. Life
expectancy is 77.26 years and the infant mortality rate is 7 per 1000. Esti-
mated HIV/AIDS prevalence rate among adults is 0.6 percent. The fertility
rate is 2.06 per woman. Although English is the official language, some 15
percent of the population speaks Spanish at home (and more than two-thirds
of the Spanish speakers are of Mexican origin). The size of the U.S. economy
is U.S.$9,963 billion adjusted for purchasing power parity, thus making it
more than ten times bigger than the Mexican or the Canadian economy. In
fact, it is the biggest economy on earth. Access to that market is of vital
importance to both Canada and Mexico, making effective border manage-
ment a high priority issue (all figures here are July 2001 estimates).

Table 1.1

United States Borders in the North and in the South

Northern border (Washington to Maine) Southern border (Texas to California)

Length: 3,987 miles (6,379 kilometers) Length: 1,933 miles (3,093 kilometers)
Border patrol agents: 350 Border patrol agents: 9,106
Customs inspectors: 1,165 Customs inspectors: approximately

2,000
INS inspectors: 498 INS inspectors: 1,378
People crossing through U.S. People crossing through U.S. inspection
inspection stations in 2001: 100 million stations in 2001: 314 million
Apprehensions by border patrol: 12,338 Apprehensions by border patrol: 1.2

million

Source: U.S. Dept. of Justice, Immigration and Naturalization Service, U.S. Customs
Service, special tabulation for the calendar year 2001.
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To put NAFTA in the world perspective, we compare NAFTA as a re-
gional bloc with others such as the European Union (EU) and East Asia. We
are not treating these blocs in a formal sense. Figures 1.4a and 1.4b show
that NAFTA and EU are of roughly comparable size at around 30 percent
each of the world output. East Asia and the rest of the world take up around
20 percent each. In trade matters, the EU has a bigger share at 36 percent.
The other three regions take up the rest in approximately equal parts.

Figure 1.4a Gross Product Share of the World, 1998

Source: Maddison (2001).

Figure 1.4b Trade Share of the World, 1998

Source: Maddison (2001).



18     DRAWING  LINES  IN  SAND  AND  SNOW

On the CUSP of Deeper Integration: Border Talks
before September 11

During his visit to Washington on September 6, 2001 (what a difference a
week makes in politics!), Mexican president Vicente Fox raised the issue
of legalizing the status of Mexico’s illegal migrants in the United States
within a year, through some form of guest worker permits. For President
Fox, legalization would provide a way to protect citizens making a danger-
ous migration that killed over 400 in the year 2000 alone (although the
numbers have fallen since then). It also would reduce the volume of illegal
human trafficking.

For President George W. Bush of the United States, such a policy had its
own charm—this policy would appeal to Mexican-American voters. Accord-
ing to the 2000 Census of the United States, 12 percent of Americans are of
Hispanic origin and at least 65 percent of them are of Mexican origin. By
2010, the United States will be the second largest Spanish-speaking country
in the world. With 43 million native Spanish speakers, it will rank second
only to Mexico. In the 2000 presidential election, only 35 percent of Hispan-
ics voted for Bush (and that was the best showing by a Republican among
the Hispanic voters since Ronald Reagan in 1984).

In Texas, Bush got 43 percent of the Hispanic vote in 2000. In Florida,
where Hispanics include traditionally Republican Cuban-Americans, he re-
ceived 49 percent. But in California, Bush polled 29 percent. And in New
York, where Puerto Ricans are a major component, he got only 18 percent.
After September 11, many Bush aides have argued that it is not necessary for
him to rely on Hispanic votes, yet for Republican congressmen, these votes
still matter. Precisely for that reason, members of Congress jostled to appear
pro-Hispanic before the midterm elections.

On October 5, during his first visit after the September 11 attack, Presi-
dent Fox made a very clear statement of his vision of trilateral cooperation.
He said, “We have to share information about intelligence, share control of
migratory movements, customs issues, information about airports and air-
craft in our territories.”

Prior to the attacks, the notion of a common security perimeter was widely
discussed in Washington and Ottawa, amid security concerns and growing
cross-border traffic. In Ottawa, U.S. ambassador to Canada Paul Cellucci
suggested a European-style perimeter that would have Canada, the United
States, and Mexico jointly manage North America’s external border entry
points while dismantling internal borders. In Detroit, the Canadian ambas-
sador to the United States, Michael Kergin, pointed out that the average
nontariff border cost had reached about 5 percent of the price of products
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and 10 to 13 percent in trade-sensitive industries (in 2000). Somewhat pro-
phetically, he asked whether Canadian and U.S. customs and immigrations
rules should be aligned, while improving controls “to keep undesirable
elements away from our common North American space.”  In none of these
discussions was Mexico ever considered as an integral part of “North
America.” It is also interesting that whenever Mexicans talk about
“Norteamericanos” (North Americans), they mean only the people from
the United States, not Canadians.

The Canada–United States Partnership (CUSP), an advisory group cre-
ated by Prime Minister Jean Chrétien and President Bill Clinton in 1999, has
called for policy harmonization on visa requirements, immigration, and se-
curity operations between the two countries. The Canadian cochair of CUSP
warned that businesses are being hurt by the potential for border gridlock.
However, he acknowledged the need to reassure citizens in both countries
that their security would not be compromised.

To be sure, there are conflicting views about the common perimeter idea.
Canada’s minister for international trade supported the idea of reducing bor-
der frictions, but his comments have focused on the Canada–U.S. border.
The Canadian minister of foreign affairs rejected outright the idea of a com-
mon perimeter that would include Mexico, preferring to focus on the Canada–
U.S. border. Canada’s minister of immigration objected to the notion of
harmonizing immigration policies, voicing concerns over the independence
of Canadian policy. Similarly, the deputy prime minister of Canada has chal-
lenged the idea of a common perimeter because of the implications for Ca-
nadian sovereignty.

However, free trade with the United States has changed Canadian atti-
tudes toward closer integration. Pollara (a Canadian pollster) conducted a
poll September 27 to October 1, 2002, in which 66 percent of 1,200 Canadi-
ans surveyed favored greater economic integration with the United States.
The same number expressed confidence that Canadians can compete in the
U.S. market. In a vote of confidence for globalization, 87 percent believed
that economic survival requires international integration. A majority also
supported stronger cultural ties to the United States (Fife 2002). It thus ap-
pears that politicians who resist closer ties are out of touch with the majority
of the Canadian people.

Essentially, a common perimeter between Canada and the United States
would mean that people or goods entering either country from other coun-
tries would gain entry to both simultaneously. As one commentator has pointed
out, that would require “a lot of sharing…and a lot of trust.” Among the
NAFTA countries, the relationship that enjoys the least amount of mutual
trust is that between the United States and Mexico.
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“Staunch Ally” versus “Fair Weather Friend”:
Perceptions after September 11

September 11 brought into sharp focus just how different the northern and
southern bilateral relationships really are. The day after the attack, the U.S.
ambassador to Canada reiterated his support for a North American perimeter
and suggested that Canada and the United States consider harmonizing im-
migration policies to reduce such threats in the future. In the weeks follow-
ing the attack, some of the U.S. media advocated reinforced patrols and
inspections on the Canadian border, while others supported the views of the
ambassador.

The U.S. customs service stationed one hundred extra officers on the Ca-
nadian border in order to staff all crossing points twenty-four hours a day
following the attack. The United States decided to end the practice of plac-
ing orange cones in the middle of the road when some border crossings with
Canada were closed at night. For example, on the Canadian border of North
Dakota, only three out of seventeen border crossings were manned twenty-
four hours a day. They would be on the highest level of alert for the foresee-
able future. Initially, wait times to enter the United States increased
dramatically. On September 13, the U.S.-bound commercial flow faced line-
ups ten miles long at some points and wait times as high twelve hours. At the
Windsor Ambassador Bridge, a major crossing point for North America’s
integrated automobile industry, backup was so extreme that it was impos-
sible to estimate wait times. Those times were reduced to near normal within
one week (in part due to a sharp drop in freight volumes).

On the southern border of the United States, trucks formed long lines on
the Mexican side of the border. In some cases, they were delayed by days,
upsetting production schedules of U.S. manufacturing companies that de-
pended on intermediate goods for just-in-time production processes. While
delays for commercial vehicles were later reduced, delays for passenger ve-
hicles remained longer than on the Canadian border. Figures 1.5a and 1.5b
compare delays for commercial vehicles and passenger vehicles at major
land crossings on the Canadian and Mexican borders following September
11. These figures have two important characteristics. First, delays for both
passenger vehicles and commercial vehicles came down substantially in the
months following September 11. There was considerable doubt in the begin-
ning about this happening. Second, the reduction of wait time was much
swifter for commercial vehicles.

Table 1.2 reveals an important fact. The top ten land ports account for
more than 80 percent of commercial value of all goods for both the bor-
ders. Thus, the first step toward reducing border delays for commercial
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Figure 1.5a Commercial Delays

Source: U.S. Customs, Border Wait Times, http://nemo.customs.gov/process/
bordertimes/bordertimes-asp

Notes: Canada 1 refers to Detroit, MI border. Canada 2 refers to Buffalo–Niagara
Falls, NY border. Canada 3 refers to Port Huron, MI border. Mexico 1 refers to
Laredo, TX border. Mexico 2 refers to El Paso, TX border. Mexico 3 refers to Otay
Mesa, CA border.
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traffic will involve improved infrastructure for less than one dozen border
crossings. Given budgetary resources, this can be achieved in a fairly short
amount of time.

Northern Exposure: From Cold War Allies to Terror
War Allies

When the United States and Britain launched attacks against Afghanistan,
the president of the United States asked Canada to provide military assis-
tance. Canada agreed to send ships, planes, and troops to support the United
States. Canada provided the third largest military contribution, after the United
States and Britain, in the Bush government’s operation in Afghanistan.

Canada and the United States have a long history of military and security
cooperation, most recently including World Wars I and II, the Korean War,
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the Cold War, and the Gulf War. The two continue this tradition through the
North American Aerospace Defense Command (NORAD) and the North
Atlantic Treaty Organization (NATO). The Canada-U.S. Joint Defense Board,
which reports to the prime minister and the president, has existed for over
fifty years. There is a high level of trust between these culturally close coun-
tries. Together with the extensive cooperation links that already exist, the
high level of trust makes even greater cooperation likely in the wake of the
September 11 attacks. Indeed, a 2001 survey found that 85 percent of Cana-
dians generally favor making the changes necessary to create a North Ameri-
can security perimeter. Another poll found that 59 percent of Canadians “don’t
mind giving up some of our national sovereignty if it increases the overall
security of North America.” However, the campaign of the Bush administra-
tion to wage war in Iraq soured Canadian views. On February 26, 2003,

Figure 1.5b Passenger Dalays

Source: U.S. Customs, Border Wait Times, http://nemo.customs.gov/process/
bordertimes/bordertimes-asp

Notes: Canada 1 refers to Detroit, MI border. Canada 2 refers to Buffalo–Niagara
Falls, NY border. Canada 3 refers to Port Huron, MI border. Mexico 1 refers to
Laredo, TX border. Mexico 2 refers to El Paso, TX border. Mexico 3 refers to Otay
Mesa, CA border.
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liberal member of Parliament, Carolyn Parrish, was overheard saying, “Damn
Americans, I hate those bastards.” She later said it was a reference to Presi-
dent George W. Bush’s policies on Iraq and apologized to the U.S. ambassa-
dor and Parliament for her remark. The Globe and Mail later conducted a
poll, in which 52 percent of respondents said yes to the question, “Do you
agree with Carolyn Parrish’s remark that Americans are behaving like ‘bas-
tards’?” (“Defying U.S could chill relations,” 2003).

Despite the public protests of some politicians, Canada quickly began the
process of harmonizing some of its laws with those of the United States after
September 11. New legislation on terrorism, border operations, and immigra-
tion procedures resembles its equivalents in the United States and Britain. As
of December 31, 2003, to reenter Canada, Canadian permanent residents (landed
immigrants who are not yet citizens) will be required to use new, tamper-resistant

Table 1.2

Top Twenty NAFTA Land Ports, 1995 and 2000

2000                                                                Port share (percent)
Rank Port 2000 1995

20 Eastport, ID 0 0
19 International Falls, MN 1 1
18 Portal, ND 1 1
17 Eagle Pass, TX 1 1
16 Highgate Springs, VT 1 2
15 Sweet Grass, MT 1 1
14 Calexico, CA 1 1
13 Pembina, ND 2 2
12 Alexandria Bay, NY 2 2
11 Brownsville-Cameron, TX 2 2
10 Blaine, WA 2 3
9 Hidalgo, TX 2 2
8 Nogales, AZ 2 2
7 Champlain-Rouses Pt., NY 3 4
6 Otay Mesa, CA (1) 3 2
5 El Paso, TX 7 6
4 Port Huron, MI 10 8
3 Buffalo-Niagara Falls, NY 12 15
2 Laredo, TX 15 8
1 Detroit, MI 16 22

All U.S. Ports and Customs Districts 100 100

Source: U.S. Department of Transportation, Bureau of Transportation Statistics,
Transborder Surface Freight Data, 1995 and 2000.

Notes: (1) 1995 data for Otay Mesa, CA, include traffic crossing the border at San
Ysidro, CA, which has since been closed to truck traffic. Land trade includes truck, rail,
pipeline, and miscellaneous and unknown modes. These are calculated in terms of value
(and not in terms of volume).
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identification cards, with photographs and a magnetic information strip, that
are similar to the U.S. green card. In addition, Canada decided to hire 300 new
officers to screen refugees and immigrants more rigorously.

The Southern Blues: Hard Cases Need Better Policies

Mexico has had an uneasy relationship with the United States ever since it
lost about half of its territory to the Americans some 150 years ago. With a
long history of foreign invasions by both the United States and European
powers, Mexico adopted a “live and let live” foreign policy. It was formally
enshrined with the adoption of the so-called Estrada Doctrine in 1930 (named
after the foreign minister of Mexico, Genero Estrada). President Fox is seek-
ing to change this policy and to involve Mexico in world affairs to a greater
extent. This stance may be facilitated by Mexico’s temporary seat on the
United Nations Security Council.

However, the initial reaction of many people in Mexico was not to get
involved in the aftermath of the attacks of September 11. Indeed, public opin-
ion in Mexico sent out mixed signals. A national telephone survey by Mitovsky
Consultants in Mexico found 76 percent of Mexicans condemned the attacks
of September 11. On the other hand, the same survey found that 73 percent
of Mexicans were opposed to sending troops to help the Americans. Polls in
Mexico by the newspaper La Reforma showed that 62 percent of Mexicans
think that Mexico should be neutral.

This ambivalence generated doubts in Washington (and elsewhere) about
the reliability of Mexico as an ally. The diversity of views makes it difficult
to identify any one opinion as “the” Mexican position. Many Mexican intel-
lectuals are left-leaning. Many of them interpreted the events of September
11 as divine justice. Others believed a show of support for the United States
would amount to a demonstration of Mexico’s submissiveness toward the
Americans. Carlos Fuentes, the prominent novelist, summarized this view
when he said, “We are business partners with the United States, but in no
way are we their lackeys.” This viewed was echoed by the interior minister
of Mexico, Santiago Creel, who he was quoted as saying, “Mexico is not a
subordinate of the United States.”

With the backdrop of Monroe Doctrine (which stipulated that the United
States had the right to intervene anywhere in the Americas if it found itself
threatened), the relationship between Mexico and the United States has been
fraught with mistrust.

Ironically, Mexico is one of the countries that was hardest hit by the ter-
rorist attacks of September 11, despite the initial reaction of indifference
from the Mexican people. Extra security on the border initially slowed the
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passage of goods and people. The economic impact on the United States
economy echoed across the border in Mexico. Almost 90 percent of Mexi-
can exports are destined for the United States and roughly one-third of the
Mexican economy depends on NAFTA trade.

Manufacturing in Mexico grew at the rate of 10 percent a year between
1996 and 2000. Much of the manufacturing growth in Mexico came from the
export of durable goods. In September 2001, U.S. consumption of durable
goods was down by 8 percent, the single biggest monthly drop ever recorded.
Although the effect of this drop is not yet available in the form of hard data
in Mexico, it is sure to be a big crunch.

The tourism industry suffered, with American tourists reluctant to drive
across the border for lineups and fearful of flying. In the first month after the
attack, big tourist resorts in Cancun and Acapulco reported a fall of tourist
influx of at least 50 percent. Six months later, the numbers were still down
by at least 35 percent.

Hundreds of thousands of poor Mexicans cross the border illegally each
year in search of jobs in the United States and send money back to their
families in Mexico. They now have a harder time going across the border.
There is indirect evidence to back up this claim. The number of people de-
ported by U.S. immigration fell by 40 percent during the first month after the
attack, which suggests that fewer succeeded in crossing the border during
this period. Moreover, efforts by the United States to legalize this flow of
Mexican migrants will likely be delayed by the heightened concerns over
border security.

Criticism leveled at Mexico for its lukewarm response to the tragedy, to-
gether with the realization that the attacks caused economic damage in Mexico,
provoked some soul-searching on the Mexican side of the border that may
ultimately do much to improve the relationship. Moreover, Mexican authori-
ties cooperated fully with their American counterparts to monitor the flow of
people from the United States to Mexico in the days following the attacks.
Mexican airlines also cooperated with the Federal Aviation Administration,
working with American officials to ensure that they meet U.S. security stan-
dards. The two largest Mexican carriers, Mexicana and AeroMexico, have
code-sharing agreements with two U.S. carriers, United Airlines and Delta
Airlines. Regardless of past difficulties, there really is no choice but to have
Mexico work more closely with the United States on security issues.

’Nsync: Bilateral Border Initiatives

Many border issues are handled on a bilateral basis rather than on a trilateral
basis, and that trend may continue. For example, Canada and the United



26     DRAWING  LINES  IN  SAND  AND  SNOW

States formalized cooperation under a 1995 bilateral border accord that was
further enhanced by several bilateral initiatives prior to September 11. These
include CUSP, USINC-CIC Border Vision (a strategic planning initiative of
the immigration authorities to deal with illegal immigration), and the Cross-
Border Crime Forum (cooperation and information sharing on transnational
crime). In November 2001, Canada passed the first antiterrorism law in its
history. On December 13, 2001, Canada and the United States signed a new
bilateral antiterror action plan to further integrate border security and immi-
gration. That same month, Canada passed a five-year budget plan for border
infrastructure and security measures worth $7.7 billion Canadian dollars.
The Federal Bureau of Investigation (FBI) gave the Royal Canadian Mounted
Police (RCMP) access to its fingerprint database, the first foreign police force
to be granted such access. These initiatives are designed to help the two
countries improve the passage of commercial traffic on the border while
facing the common external threats of international terrorism, transnational
crime, and drug and people smuggling.

Mexico does not have the financial resources or institutional structure to
match Canada’s efforts. The United States will likely have to subsidize Mexi-
can security measures. Bilateral border initiatives will take longer to negoti-
ate given Mexico’s division of legislative powers between the president and
the congress and the current political climate that makes cooperation diffi-
cult to achieve between the two. Nevertheless, many U.S. border initiatives
with Mexico mirror those taken with Canada, such as the so-called Smart
Border plans. Moreover, most of Mexico’s exports to the United States origi-
nate with some fifty companies, making preclearance for electronically sealed
containers feasible.

A Matter of Opinion: Opinion Polls about NAFTA

By all accounts, NAFTA makes strange bedfellows. The agreement integrates
the economies of a middle-income country (Mexico) and a developed coun-
try (Canada) with a neighboring economic powerhouse (the United States)
that dwarfs both. As we noted above, it was Canada and Mexico that sought
this deal.

One important element that shapes the future of NAFTA is what people in
each of these three countries think about this arrangement. Economic theo-
ries predict that free trade will generate winners and losers. On this basis,
support for economic integration will depend on economic interests. How-
ever, the persuasive effects of targeted information campaigns can also shape
attitudes.

An interesting study by Merolla et al. (2001) takes a close look at opinion
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polls in Canada, Mexico, and the United States and asks the following ques-
tions: (1) How well do standard economic theories predict opinions toward
NAFTA in each of the three countries? (2) How did the rhetorical debate
over NAFTA shape opinions in each case? (3) Are there rhetoric and cues
capable of trumping economic interests? In other words, can they persuade
individuals to adopt policy stances that conflict with their objective eco-
nomic situation? The study found that noneconomic interests can substan-
tially influence opinions toward NAFTA—even to the point of canceling out
the effects of economic interests—and that the significance of these factors
is driven by the country-specific nature of the information context. Based on
various arguments, the researchers formulated a number of hypotheses (see
Table 1.3). Based on opinion polls taken in the three countries, they found
strong support for almost all the hypotheses.

Conclusion

Despite the baggage of history and politics, the process of economic integra-
tion in the NAFTA region has moved forward at an increasingly rapid pace
in recent years. Heightened awareness of the need to balance economic inte-
gration and security is now sparking even closer cooperation between the
three governments. In the following chapters, we consider how to balance
security and business concerns in a North American economy that is increas-
ingly integrated.

Chapter 2 focuses on the movement of goods and considers how costs
may be minimized in the various modes of transport. Investments in intelli-
gent border systems will cost money. However, they will pay for themselves
over the long term by facilitating the integration of production, reducing
border delays, and enhancing security. Cross-border integration of produc-
tion allows firms to lower costs by exploiting location advantages in each
country. The key is to ensure the smooth flow of goods across borders, which
in turn requires not only quick passage, but also the further integration of the
transportation sector. For these reasons, we examine the integration of manu-
facturing in the region and the bumpy road traveled by the trucking sector as
NAFTA implementation moves into the final phase. We note, however, that
there are many issues that will have to be addressed even after the obliga-
tions contained in NAFTA are fully implemented.

Chapter 3 focuses on the movement of people, particularly the issue of
illegal immigration from Mexico. While NAFTA has facilitated the move-
ment of businesspeople in the region, cross-border migration remains far
more problematic on the U.S.–Mexico border than on the U.S. –Canada bor-
der. We examine demographic and economic trends that will influence the
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resolution of this issue and the conflicting U.S. labor and immigration poli-
cies that hamper efforts to solve the problem. We also examine the progress
made in tightening security with respect to people movement.

Chapter 4 focuses on the movement of capital, which is at once the life-
blood of commerce and transnational crime. The increasing integration of
the financial services sector facilitates both capital flows and security mea-
sures. Moreover, the participation of all three NAFTA countries in multilateral

Table 1.3

Opinions about NAFTA of Different Groups in Canada, Mexico, and the
United States

Hypothesis

H1 Low-skilled workers in the U.S. and Canada should oppose NAFTA
while high-skilled workers should support it. In contrast, high-skilled
workers in Mexico should oppose NAFTA, while low-skilled workers
should support it.

H2 Sectors harmed by NAFTA should oppose the agreement. Support for
NAFTA should come from sectors that benefit.

H3 In all three countries, low-skilled workers should oppose NAFTA while
high-skilled workers should support it.

H4 Economically insecure individuals in the U.S. and Canada should oppose
NAFTA, while those same individuals in Mexico should support it.

H5 In Mexico, those more likely to receive cues from the president will sup-
port NAFTA, while those who resist such cues will oppose it.

H6 In Mexico, union members will support NAFTA.

H7 In the U.S., individual stances on policies related to job provision and
protection will influence their attitudes toward NAFTA.

H8 In the U.S., individuals who are more in favor of the environment will be
more opposed to NAFTA.

H9 In the U.S., individuals who are concerned about immigrants, or who
have negative opinions about immigrants, will be more opposed to
NAFTA.

H10 In the U.S., nationalism will be related to opposition to NAFTA.

H11 In Canada, individual stances on policies related to job provision and
protection will influence their attitudes toward NAFTA.

H12 In Canada, individuals who are more in favor of the welfare state will be
more opposed to NAFTA.

H13 In Canada, nationalism will be related to opposition to NAFTA.

Source: Merolla et al. (2001), various pages.
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organizations and international conventions provides a solid basis for har-
monizing efforts in this area, particularly with respect to money laundering
and terrorist financing. With respect to flows of foreign direct investment,
Mexico’s strategy of pursuing free trade agreements around the world is de-
signed to enhance its attractiveness to multinational investors compared to
the other two countries. With a free trade agreement already in place with the
EU, and another with Japan in the works, Mexico will be the only NAFTA
member with such trade links to all the major economies of the world. We
also wade into the common currency debate, but conclude that monetary
union in not in the cards.

Chapter 5 looks at corruption in Mexico and how to reconcile the fact of
corruption with closer cooperation on security. As the only developing coun-
try in NAFTA, corruption in Mexico is a much bigger problem than it is in
Canada or the United States. Indeed, in the NAFTA region, the problem gets
worse the further south one goes. However, the Mexican government is work-
ing on the problem and recent initiatives provide hope for the future. The
alternation of political parties in power, the genuine separation of powers
between the executive and legislative branches, the enhanced independence
of the courts, the implementation of international agreements on corruption,
the use of technology to enhance transparency, and public campaigns to
change attitudes toward corruption all look promising.

Chapter 6 concludes by comparing obstacles to doing business in each
country and assessing the efforts of each to balance security and economic
integration.

The themes we explore in this book are all interconnected. Cross-border
flows of goods, people, and capital affect the competitiveness of business,
the economic prosperity of the region, and regional security. Institutional
problems of coordination and corruption affect the ability of governments to
provide a secure and prosperous business environment. In addition to these
linkages, there are numerous interlocking connections between all of these
issues.

Capital flows in the form of foreign direct investment have a major im-
pact on merchandise trade by stimulating intrafirm trade. In the NAFTA re-
gion, foreign direct investment in the maquiladoras has stimulated
considerable growth in cross-border flows of goods across the Mexico–U.S.
border. Similarly, the regional integration of the automotive sector has sparked
considerable foreign direct investment and merchandise trade between the
NAFTA countries. In turn, flows of goods and capital require more cross-
border flows of people to conduct trade and investment activities and to pro-
vide services (such as transportation and financial transactions) that
accompany international trade and investment.
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International trade and investment also affect people movement less di-
rectly. Foreign direct investment creates jobs that attract workers. With greater
foreign direct investment in Mexico’s manufacturing sector, there are more
jobs to keep Mexican workers at home. Export-led growth has the potential
to reduce the wage gap between Mexico and the United States, further re-
ducing incentives for Mexicans to seek work in the northern neighbor. Cor-
ruption, however, has the opposite effect. Corruption and other barriers to
business make it more difficult to achieve the economic growth needed to
close wage gaps and enhance the attractiveness of Mexico for foreign direct
investment. Corruption also increases the need to scrutinize cross-border
capital movements.

Security is an issue that weaves itself into every aspect of North American
integration and the central topics analyzed in this book. The migration of
undocumented workers from Mexico to the United States—and the
wrongheaded policies that perpetuate the problem—divert resources that oth-
erwise might address the movement of people that do pose a security threat.
The lack of personal security in Mexico—an issue closely linked to corrup-
tion in the police force—makes Mexico a less attractive destination for for-
eign direct investment by transferring security costs from the government to
the private sector. It also complicates the recruitment of expatriate managers
that forms an integral part of international investment strategies. The need to
stem the international capital flows associated with terrorist financing can
increase the transaction costs for legitimate capital flows. Finally, security
requires investments in the systems used to move and monitor the cross-
border flow of goods (though such investments may in the end increase the
efficiency of cross-border goods transportation).

Deeper integration between the NAFTA countries is necessary to strike
the right balance between economic and security needs. Much work remains
to be done to reduce barriers to business, to enhance security, and to reduce
economic disparity in the region. NAFTA is not enough.
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2
Get Me to the Plant on Time

Delivering the Goods in an Integrated Economy

“If you don’t know where you are going, any road will take
you there.”

—Anonymous

“I took the one less traveled by,
And that has made all the difference.”

—Robert Frost

“No nation was ever ruined by trade.”
—Benjamin Franklin

Despite the political complications that arise, free trade has progressed be-
cause of the economic benefits it brings. In this chapter we begin with a brief
look at economic theories that explain why countries trade. We then examine
trends in NAFTA trade, which show that trade with each other is now more
important than it used to be for the three countries and is likely to become
even more so in the future. We then look at how increasing trade has resulted
in increasing cross-border integration of manufacturing in the region.

The economic importance of NAFTA trade and the regional integration of
production chains, together with increased concern over border security, have
made border and transportation systems of the utmost importance. We esti-
mate the cost of borders and security measures. We consider how differences
between the northern and southern borders may affect the cost and nature of
security measures. We examine the principal transportation modes for goods.
In this context, we present the case of the U.S.–Mexico dispute over truck-
ing, which demonstrates how security and economic issues can be hijacked
by the political process. We look at the implications for business of security

Table 2.8 called out on P. 39 before 6 and 7
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measures and how border costs may be reduced. The economic benefits of
trade and efficient transport of goods make investments in border and trans-
portation systems a good bet. Moreover, improvements in these systems that
incorporate security measures free up resources that can then be dedicated to
concentrating on genuine security risks.

What’s In It for Me: Why Countries Trade

Economists have posited models to answer the question of why countries
trade. The first classic answer came from David Ricardo in 1821. His expla-
nation was based on comparative advantage. A country with comparative
advantage in producing wine would export wine. This does not sound like a
profound idea until one considers the essence of comparative advantage.
One key insight of Ricardo was that a country may have absolute advantage
in producing everything, but it cannot have comparative advantage in pro-
ducing everything. Thus, it is logically impossible for a country to be im-
porting everything.

A different model was proposed by Heckscher (1919) and Ohlin (1928).
In the absence of trade barriers and without any cost of transportation, a
country would export only those goods that use its more abundant factors of
production. A logical extension is “factor price equalization.” Under the con-
ditions of Heckscher and Ohlin, if all markets are perfectly competitive, the
price of each factor of production will be equalized across countries. Free
trade will equalize not only commodity prices but also factor prices, so that
all workers earn the same wage rate and all units of capital will earn the
same rental return in all countries regardless of the factor supplies or the
demand patterns in the countries.

Early tests of the Heckscher–Ohlin model showed that the model, in its
simplest form, failed. Wassily Leontief provided one test (later to be called the
Leontief paradox) and found that the United States was importing capital-in-
tensive goods from other countries when it appeared that the United States
should be exporting those goods because of its own high capital intensity in
production of goods. More recently, a suitably amended Heckscher–Ohlin model
stands up reasonably well when confronted with data (Davis et al. 1997).

One interesting application of the Heckscher–Ohlin model comes in the
form of the Stopler–Samuelson theorem, which predicts that trade will in-
crease the real income of the owners of the relatively abundant factors and
decrease the real income of the relatively scarce factors. We can use this
theorem to study which political groups are expected to support and which
political groups are expected to oppose free trade between countries. This
question is studied in Chapter 6.
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Summarizing two centuries of economic studies of trade in two sentences
always risks oversimplification. But if we were forced to do that, we would
conclude the following. Trade between developed and developing countries
arises due to traditional comparative advantage, largely determined by dif-
ferences in endowment patterns. Trade between developed countries, much
of it intraindustry trade, is based on economies of scale and product differen-
tiation. These two general observations explain the trade pattern between the
United States and Canada (a case of trade between developed countries) and
the trade pattern between the United States and Mexico (a case of trade be-
tween a developed and a developing country) fairly well.

Naked Facts: IntraRegional Trade in NAFTA

Merchandise trade between the NAFTA countries has grown significantly in
recent years, along with global trade flows. In addition, the percentage of
total imports and exports within the region has increased significantly com-
pared to trade outside the region. In 1990, intraregional exports represented
42.6 percent of total exports, compared to 56 percent of a total of $1,224 bil-
lion worth of exports in 2000. Similarly, in 1990, intraregional imports repre-
sented 34.4 percent of total imports, compared to 40.3 percent of a total of
$1,672 billion worth of imports in 2000. Thus, intraregional trade has grown
both in volume and in importance, as shown in the value of NAFTA merchan-
dise trade in Table 2.1. As a sign of future trends, imports into the United States
from Canada and Mexico are outpacing exports to those countries.

Trade volumes between the United States and its two NAFTA partners
have grown enormously. For 2000, U.S.–Mexico trade reached $248 billion,
while U.S.–Canada trade amounted to $408 billion, with around $20 billion
between Mexico and Canada. The growth in NAFTA trade is especially im-
pressive if one considers that in 1993, the year before NAFTA was imple-
mented, U.S.–Mexico trade stood at just $81 billion, while trade with Canada
was valued at $211 billion. Thus, the trade between Mexico and the United
States has more than trebled and the trade between the United States and
Canada has roughly doubled over a period of seven years, maintaining Canada
as the number one trading partner of the United States and propelling Mexico
to the number two spot.

The value of trade as a percentage of gross domestic product (GDP) has
also increased, particularly in Canada and Mexico. In the case of these two
NAFTA members, the vast majority of that trade takes place with the United
States. The United States is comparatively less dependent on trade with its
NAFTA partners both in terms of its total trade and in terms of the percentage
of U.S. GDP attributable to trade. Thus, while the facilitation of trade flows
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in the region is in the economic interests of all three members, its economic
impact is felt more acutely in Canada and Mexico, as evidenced in Table 2.2.
It shows trade (that is, imports plus exports) as a percentage of GDP. This
number is around 66 percent for Canada in 2000, 38 percent for Mexico, and
20 percent for the United States. Thus, trade is far more important for Canada
and Mexico than for the U.S. economy.

The importance of NAFTA countries for the United States shows up in
another measure—the mode of transport for imports and exports of the United
States. Table 2.3 shows that in 1965, about 70 percent of U.S. imports (in
terms of value) came by ships. By 2000, this proportion has fallen dramati-
cally to around 46 percent. The decrease in the percentage of goods trans-
ported by ships, in turn, is taken up by air freight and, to a lesser extent,
transport by trucks. Exports from the United States by land have gone up
tremendously. Land transportation is now the main mode of transport for
exports. Clearly, for this mode, there can be just two possible destinations—
Canada and Mexico.

The NAFTA countries have made some progress toward liberalizing in-
vestment and services trade in the transportation sector. But, as the politics
of trucking (see below) shows, much remains to be done.

Tables 2.4 and 2.5 shows the trade relations among the NAFTA countries
in terms of various modes of transportation (along with the explosive growth
from 1997 to 2000).

Table 2.1

Value of U.S. Merchandise Trade with Canada, and Mexico, 1994–2000
(billions of current dollars)

Total Total
Imports Exports Imports Exports trade trade

from to from to with with
Canada Canada Mexico Mexico Canada Mexico

1994 128 114 49 51 243 100
1995 144 127 62 46 272 108
1996 156 134 74 57 290 131
1997 168 150 86 71 318 157
1998 175 154 95 79 329 174
1999 198 164 110 87 362 197
2000 229 176 136 112 406 248

Sources: U.S. Department of Transportation, Bureau of Transportation Statistics, spe-
cial tabulation, April 2001; based on: total trade, air and water—U.S. Department of Com-
merce, U.S. Census Bureau, Foreign Trade Division, FT920 U.S. Merchandise Trade
(Washington, DC: various years); all land modes—U.S. Department of Transportation,
Bureau of Transportation Statistics, Transborder Surface Freight Data.
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The growing importance of NAFTA trade and regional production chains
has placed transport issues on the front burner. The border closures of Sep-
tember 2001 and the West Coast port closure of October 2002 underlined the
economic importance of international transportation systems to the econo-
mies of the NAFTA region and the rest of the world. Appendix 2.1 (p. 61)
discusses the West Coast port lockout.

Zooming In: Convergence in Manufacturing

The three NAFTA economies are converging. This can clearly be seen in the
context of specific examples. We cite two: first, the tariff reduction by three
partners over time; second, the movement of manufacturing activities in the
new millennium.

Cross-border transportation of merchandise is of vital importance to all
three economies. In order of importance, goods are transported primarily by
land, rail, air, and water. Tariffs pose a clear barrier to trade. All three NAFTA

Table 2.2

Trade and GDP of NAFTA Countries in 2000

GDP Export Import Trade/GDP

Canada 775 272 238 66
Mexico 915 168 176 38
United States 9,963 776 1,223 20

Source: Data taken from the CIA Factbook, September 30, 2002.
Note: Trade/GDP is the value of total exports plus total imports as a percentage of

GDP. Millions of current U.S. dollars.

Table 2.3

U.S. Trade by Transport Mode (percent of value)

Imports Exports

Year Ocean Air Land Ocean Air Land

1965 69.9 6.2 23.9 61.6 8.3 30.1
1970 62.0 8.6 29.4 57.0 13.8 29.2
1975 65.5 9.2 25.3 58.9 14.1 27.0
1980 68.6 11.6 19.8 54.8 20.9 24.3
1985 60.4 14.9 24.8 43.0 24.5 32.4
1990 57.2 18.4 24.4 38.4 28.1 33.5
1995 51.2 21.6 27.3 34.7 29.3 36.0
2000 45.5 24.7 29.7 32.2 29.9 37.9

Source: Statistical Abstract of the United States, 2001.
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countries have taken steps to reduce this type of trade barrier. However, in
recent years the reduction in Mexican tariffs has been more dramatic than
that of its NAFTA partners.

Over time, manufacturing activities among NAFTA partners have moved
more and more in sync. In the past, manufacturing growth in Mexico had
been very volatile (and it still is more volatile than in the United States or
Canada). What is remarkable is the coincidence of the direction of move-
ment of manufacturing in the NAFTA countries in the past two years. In
early 2001, both Mexico and the United States experienced negative growth
in manufacturing. It accelerated in the middle of the year. All three countries
bounced off the negative territory by the beginning of 2002 although grow-
ing at different speeds.

The elimination of tariffs and the opening up to foreign investment flows
in the NAFTA region, combined with the need for business to constantly

Table 2.4

U.S. Merchandise Trade with Canada and Mexico by Mode, 2000

Mode Value ( percent) Weight (percent)

NAFTA trade, total 100.0 100.0
Truck 65.6 35.1
Rail 14.4 17.4
Pipeline 3.6 14.8
Air 6.9 0.2
Water 5.0 32.4
Other and unknown 4.5 0.1

U.S.–NAFTA imports, total 100.0 100.0
Truck 59.3 25.7
Rail 19.4 19.8
Pipeline 6.3 20.5
Air 4.9 0.1
Water 6.4 33.9
Other and unknown 3.7 0.1

U.S.–NAFTA exports, total 100.0 100.0
Truck 73.6 55.7
Rail 8.1 12.3
Pipeline 0.2 2.3
Air 9.3 0.4
Water 3.2 29.2
Other and unknown 5.5 0.2

Sources: U.S. Department of Transportation, Bureau of Transportation Statistics, June
2001; based on: total, water, and air data—U.S. Department of Commerce, U.S. Census
Bureau, Foreign Trade Division, U.S. Exports of Merchandise CD and U.S. Imports of
Merchandise CD, December 2000; truck, rail, pipeline, other and unknown data—U.S.
Department of Transportation, Bureau of Transportation Statistics, Transborder Surface
Freight Data, 2000; and special tabulations.
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Table 2.5

Value of U.S. Merchandise Trade with NAFTA Partners by Mode,
1997–2000

Percent
Millions of dollars change

Mode 1997 1998 1999 2000 97–00

Truck 323,298 349,979 385,413 428,700 32.6
Rail 69,844 67,872 78,414 94,198 34.9
Air 27,744 30,127 34,380 44,950 62.0
Water 21,661 20,852 23,357 32,607 50.5
Pipeline 14,132 11,289 12,315 23,592 66.9
Other 18,704 22,596 25,107 29,224 56.2
Total trade 475,382 502,715 558,987 653,270 37.4
Subtotal, land 425,977 451,736 501,239 575,713 35.2
Land, percent of total 89.6 89.9 89.7 88.1

Sources: U.S. Department of Transportation, Bureau of Transportation Statistics, June
2001; based on: total, water, and air data—U.S. Department of Commerce, U.S. Census
Bureau, Foreign Trade Division, U.S. Exports of Merchandise CD and U.S. Imports of
Merchandise CD, December 2000; truck, rail, pipeline, other and unknown data—U.S.
Department of Transportation, Bureau of Transportation Statistics, Transborder Surface
Freight Data, 2000; and special tabulations.
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Figure 2.1 Reduction in the Average Tariff Rates on Goods

Source: Various.

improve production efficiencies by exploiting location advantages, is inte-
grating the regional economy as never before. At the same time, as one bar-
rier to cross-border business falls, remaining barriers become more noticeable.
The constant search for cost savings has thus led to a new focus on efficient
cross-border transportation. After September 11, governments became more
inclined to heed businesspeople’s call for investments in this area.
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Planes, Trains, and Automobiles: Efficiency in
Transportation Systems

Integrated transportation systems provide the vital lubricant for smooth move-
ment of goods across borders. Improved (freight) transportation systems re-
duce costs for delivery of goods and are essential services; they also support
faster, more reliable transportation from one place to another. These systems
reduce the costs of collecting inputs and delivering products to markets in
four different ways. First, less driver time on the road lowers labor costs.
Second, increased trip miles per time period per vehicle means that a smaller
vehicle fleet is needed for the same amount of work. Third, the more effi-
cient use of vehicles, together with better infrastructure, lowers overall ve-
hicle repair and operating costs. Fourth, improved transportation reliability
reduces costs by reducing delays (ICF Consulting 2002).

A classic example of how efficient transportation can dramatically reduce
production costs (by reducing inventory) is just-in-time production. It is a
key element in North American auto production, which has integrated pro-
duction chains across the borders of Canada, Mexico, and the United States.
Given the degree of cross-border integration in this industry, it comes as no
surprise that the category “motor vehicles parts and accessories” has topped
the list of trade between NAFTA partners since 1995 (see Table 2.8).

The economic benefits from improved freight transport systems are both
direct and indirect. Direct benefits for the transportation industry come in
the form of immediate cost reductions to carriers and shippers, including

Figure 2.2 Movement of Growth Rates in Manufacturing in NAFTA
Countries, March 2001–May 2002

Source: Original data from the INEGI website (www.inegi.gob.mx).
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gains to shippers from reduced transit times and increased reliability. Indi-
rect benefits include improvements in logistics that produce reorganization
gains for both the transportation industry and the manufacturing firms that
use their services. For manufacturers, improved transportation systems al-
low the quantity of firms’ outputs to increase while maintaining the quality
of their output. In addition, indirect benefits may include additional gains
from the reorganization of production chains, such as improved products,
new products, or some other change.

One indication of how transport, trade, and GDP grow can be seen in
Figure 2.3. It plots indices of transport volume, trade value, and GDP (in real
terms) in the United States between 1990 and 2000. They all grow in tan-
dem. However, caution should be used in interpreting correlation with cau-
sation. Just because certain indicators move together does not necessarily
mean that there is a clear cause-and-effect relationship among them. Never-
theless, the economic benefits of trade and the economic cost of transporta-
tion delays suggest that investments in North American transportation and
border infrastructure are worthwhile.

Bridge over Troubled Waters: Investing in Borders

The initial border delays that occurred in the immediate aftermath of Sep-
tember 11 produced frantic outbursts of speculation on the part of many

Figure 2.3 Transport, Industrial Production, and the GDP for the U.S.

Source: U.S. Department of Transportation website (www.dot.gov).
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commentators as to what increased security might do border crossings over
the long term. But how much delay really does occur in practice for trucks
crossing the northern and southern borders of the United States?

Higher security efforts certainly have the potential to increase the cost of
borders. In theory, they would impose a higher cost of producing goods with
production systems spread across the borders. The convergence of manufac-
turing activity in the NAFTA region is one indicator of the process of inte-
gration that is occurring across the three countries.

However, with technology and with large-scale movement of goods,
NAFTA countries should be able to exploit economies of scale. The addi-
tional long-run marginal cost of border delays may be negligible compared
to the economic benefits of cross-border integration. An instructive ex-
ample can be drawn from the seizure of illegal drugs—a barometer of drug
trade between Mexico and the United States. For the first two weeks after
the September 11 attacks, the drug seizures across the border were down
by half. By early October, the drug seizures were back to preattack level.
Thus, the traffickers quickly found alternative ways of keeping up their
supply. The same applies for the movement of legal goods. The cost of
border delays was high initially, but commercial traffic delays were re-
duced quickly after September 11.

A study by the U.S. federal highway administration throws some light on
the issue of border delays. Seven ports of entry were chosen for the study:
(1) the Ambassador Bridge, Detroit, Michigan; (2) Blaine, Washington; (3)
Blue Water Bridge, Port Huron, Michigan; (4) Peace Bridge, Buffalo, New
York; (5) El Paso, Texas; (6) Laredo, Texas (Bridge 4, a relatively new truck-
only crossing, was the site observed at Laredo); and (7) Otay Mesa, Califor-
nia. These seven points account for more than 60 percent of all the road
traffic between the United States and its NAFTA partners.

The measurement chosen to monitor commercial vehicle activity on-site
was “travel delay per truck trip.” This documents the time taken by the indi-
vidual commercial vehicle from the initial queuing point in the exporting
country, through the exporting country’s final checkpoint, and up to and
through the first inspection point in the importing country. Travel in both
directions was assessed (that is, truck travel into and out of the United States).

The on-site reviews found three important characteristics of border de-
lays. First, the time needed for processing commercial vehicles entering the
United States (inbound clearances) is significantly longer than for departing
(outbound clearances) at almost every location. Second, the average delay
was longer on the southern border than on the northern border. Third, in-
creased traffic volume did not necessarily correlate with a significantly in-
creased delay.
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In total, for all seven ports of entry, the average inbound travel time was
26.8 minutes, while the average outbound travel time was 14.2 minutes. For
the four northern ports in the survey, the average inbound travel time was
24.1 minutes; the average outbound, 12.6 minutes. For the three southern
ports, the average inbound travel time was 33.8 minutes; the average out-
bound, 17.2 minutes.

Average travel time does not tell the whole story. Many trucks took sig-
nificantly longer to pass through the seven ports of entry. Hence, a “95th
percentile” time measurement was used to provide information about the
time that it took 95 percent of the surveyed trucks to travel the study dis-
tance. A comparison of average travel time with the 95th percentile time
shows that a significant number of truck trips could in fact take far longer
than the average. For example, while average travel time for all seven in-
bound crossings was 26.8 minutes, the 95th percentile time for these was
over 70 minutes.

This study also revealed that congestion at these ports of entry cost the
transportation industry about 2.6 million hours in delay time per year, at a
financial cost of at least $88 million. On top of that, trucks wasted about 2.6
million gallons of fuel annually, with a resulting environmental impact of
23,000 tons of carbon dioxide and more than 300 tons of nitrous oxides. In
order to reduce this environmental impact of rapidly increasing trade among
the three countries, all three governments need to dedicate adequate resources
to infrastructure development and manpower along the U.S. borders with
Canada and Mexico.

Tables 2.7 and 2.8 show how concentrated the movements of goods are in
terms of their location and the types of goods. A few ports account for the
bulk of goods movement. The bulk of the goods are also concentrated in just
a few industries. This suggests that inspection of goods at the point of load-
ing trucks is the way to go. Inspect at the source, not the border. Special
routes to let precleared goods enter the United States through special elec-
tronically managed lanes could go a long way toward speeding up the pas-
sage of most of this value-added trade between NAFTA countries.

The cost of eliminating delays will be borne by government and industry.
For governments, the costs of not having delays include increasing man-
power at the border and upgrading border technology and infrastructure.
These costs will vary with the geographic conditions on each border. For
example, rivers require bridges and mountains may require tunnels. How-
ever, these costs should be viewed as investments that will generate savings
over the long run.

The cost of eliminating delays will also include the costs to firms of imple-
menting government security guidelines, such as the U.S. Customs Trade
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Partnerships against Terrorism program (CTPAT). In this program, the own-
ers of the supply chain (brokers, carriers, importers, warehouse operators,
and manufacturers) voluntarily comply with security guidelines in order to
reduce border inspections and border costs. However, there is a trade-off in
terms of the cost to the companies of the added documentation, technology,
and personnel requirements involved. Canada has a similar program—Part-
ners in Protection—in which the transportation industry works with the

Table 2.6

Comparison of Outbound and Inbound Delay in Minutes

Baseline Average 95th
Crossing time time Percentile time

All outbound crossings NA 14.2 37.4
All inbound crossings NA 26.8 70.1
All northern outbound crossings NA 12.6 34.3
All northern inbound crossings NA 24.1 70.3
All southern outbound crossings NA 17.2 45.2
All southern inbound crossings NA 33.8 64.9

Canadian end
Ambassador Bridge outbound 5.7 8.8 13.7
Ambassador Bridge inbound 12.9 20.4 33.9
Blaine outbound 4.8 21.5 35.3
Blaine inbound 8.1 17.3 35.6
Blue Water Bridge outbound 5.0 6.2 9.1
Blue Water Bridge inbound 11.1 34.2 80.3
Peace Bridge outbound 9.0 21.7 38.0
Peace Bridge inbound 8.3 23.3 83.4

Mexican end
El Paso outbound 9.0 13.2 34.0
El Paso inbound 7.6 37.2 77.4
Laredo outbound 1.8 17.2 45.0
Laredo inbound 12.2 31.2 54.9
Otay Mesa outbound 9.5 19.1 36.9
Otay Mesa inbound 6.4 35.0 64.3

Source: Commercial Vehicle Travel Time and Delay at U.S. Border Crossings, Federal
Highway Administration, June 2002.

Notes: Outbound refers to outbound from the United States. Inbound refers to in-
bound to the United States. Baseline time: time needed to travel through the port-of-entry
at low-volume conditions; the lowest hourly travel time in that direction for each day
surveyed. This value represents “no delay” travel time. Average time: time (in minutes)
needed to travel the study distance (between the starting point in the exporting country
and the initial inspection station in the importing country). 95th percentile time: time
within which 95 percent of the trucks surveyed traveled the study distance. The time
measurements were taken in June and July 2001 in all borders with the exception of
Laredo. The measurements in Laredo were taken in October 2001.
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Table 2.7

Top Twenty NAFTA Border Truck Crossings into the United States, 1997 and 2000

Rank Crossings Percentage
in 1997 2000 per day 1997 2000 change,
2000 Port Name (thousand) (thousand) (2000) (percent) (percent) 1997-2000
1 Detroit, MI 1,420 1,769 4,848 15.4 15.3 24.6
2 Laredo, TX 1,251 1,493 4,091 13.6 12.9 19.3
3 Buffalo-Niagara, NY 1,054 1,198 3,282 11.4 10.4 13.7
4 Port Huron, MI 679 839 2,299 7.4 7.3 23.5
5 El Paso, TX 583 720 1,974 6.3 6.2 23.6
6 Otay Mesa/San Ysidro, CA 568 688 1,886 6.2 5.9 21.2
7 Blaine, WA 463 517 1,416 5.0 4.5 11.6
8 Champlain, NY 299 391 1,071 3.2 3.4 30.7
9 Hidalgo, TX 235 374 1,025 2.5 3.2 59.3
10 Brownsville, TX 248 299 820 2.7 2.6 20.9
11 Calexico, CA U 279 764 U 2.4 U
12 Alexandria Bay, NY 220 278 763 2.4 2.4 26.5
13 Nogales, AZ 243 255 698 2.6 2.2 4.9
14 Pembina, ND 152 214 587 1.7 1.9 40.9
15 Calais, ME 126 154 422 1.4 1.3 22.5
16 Sweetgrass, MT 112 146 400 1.2 1.3 30.5
17 Derby Line, VT 101 139 380 1.1 1.2 37.6
18 Houlton, ME 103 133 364 1.1 1.1 28.8
19 Highgate Springs, VT 99 133 364 1.1 1.1 33.9
20 Jackman, ME 87 128 350 0.9 1.1 47.1

Total, top 20 ports 8,041 10,148 27,802 87.3 87.7 26.2
Total, all ports 9,215 11,574 31,709 100.0 100.0 25.6

Sources: U.S. Department of Transportation, Bureau of Transportation Statistics, special tabulations, May 2001; based on data from U.S.
Department of Treasury, U.S. Customs Service, Mission Support Services, Office of Field Operations.

Note: Data represent the number of truck crossings, not the number of unique vehicles, and include both loaded and unloaded trucks. Data
for the port of Calexico is typically reported as a combined total with Calexico East.

Key: U = data are unavailable
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Table 2.8

Top 10 Commodities by Value in U.S. Merchandise Trade with NAFTA Partners for All Land Modes: 1995 and 2000
(current U.S. dollars)

Rank in Value Rank in Value
2000 Commodity description ($billions) Percent 1995 Commodity description ($billions) Percent

1 Motor vehicles, parts, and 125 21.7 1 Motor vehicles, parts, and 82 22.1
accessories accessories

2 Electrical machinery and 89 15.5 2 Nuclear reactors, machinery, 48 13.1
equipment and parts and mechanical appliances

3 Nuclear reactors, machinery, 75 13.0 3 Electrical machinery and 48 13.1
and mechanical appliances equipment and parts

4 Mineral fuels, mineral oils and 31 5.3 4 Mineral fuels, mineral oils and 14 3.7
products products

5 Plastics and related products 22 3.8 5 Special classification 13 3.5
provisions

6 Special classification 21 3.6 6 Paper, paperboard, and 13 3.4
provisions paper products

7 Paper, paperboard, and paper 16 2.8 7 Plastics and related products 12 3.3
products

8 Wood and articles of wood; 13 2.3 8 Aircraft, spacecraft, and parts 12 3.2
wood charcoal thereof

9 Furniture, furnishings, lighting 13 2.3 9 Wood and articles of wood; 9 2.4
products wood charcoal

10 Optical, photographic, and 13 2.3 10 Optical, photographic, and 8 2.1
precision precision

Total, top 10 commodities 418 72.6 Total, top 10 commodities 259 69.9
Total, all commodities 576 100.0 Total, all commodities 370 100.0

Source: U.S. Department of Transportation, Bureau of Transportation Statistics, Transborder Surface Freight Data, 1995 and 2000.
Note: Land trade includes truck, rail, pipeline, and miscellaneous and unknown modes.



GET  ME  TO  THE  PLANT  ON  TIME 45

government to identify high-risk shipments and travelers in order to speed
the passage of low-risk shipments and travelers. In essence, such pro-
grams off-load a portion of the cost of security to the government onto
the private sector.

The World Customs Organization (WCO) is working on guidelines for
new laws and cooperative arrangements between member governments and
private industry to improve supply chain security while facilitating interna-
tional trade flows. However, with 161 members, it will take longer to make
progress than it will take to develop such arrangements between the NAFTA
countries. Moreover, the WCO program implies a cost to rich country mem-
bers who are being asked to contribute money and expertise to assist mem-
bers who lack the resources to introduce new technology and risk management
techniques and whose personnel have an “integrity” problem (a euphemism
for corruption) (WCO 2002).

In the NAFTA context, there will likely be an additional cost to the U.S.
government of subsidizing Mexican security measures. The cost of securing
land borders is higher than the cost of securing ports, since the latter can be
monitored by satellite, while the former cannot. A common security perim-
eter could reduce the cost of monitoring land borders within the NAFTA
region. Indeed, reducing the cost of customs paperwork and compliance with
security measures will be difficult to achieve in the region without a com-
mon security perimeter that includes Mexico.

From Just-in-Time to Just-in-Case: The Cost of Security

Before September 11, 2001, a substantial portion of trade between the United
States and its NAFTA partners took place in the form of integrated produc-
tion. Some parts of a car would be produced in Mexico, while other parts of
it would be produced in Canada. But the final assembly would be done in the
United States. Cheap labor ensured that labor-intensive parts were made in
Mexico. The location of raw materials (such as steel) made it cheaper to
produce other parts in Canada. Thus, the NAFTA trio became a model of
just-in-time production spread across national boundaries.

The events of September 11 changed the equation. Now, the NAFTA
countries have to add a cost to their production—the cost of security. How
should the additional cost be treated? Should it be like adding a tax to
doing business in the form of an additional cost? Although additional secu-
rity measures do have some characteristics of additional cost, it is not an
entirely appropriate analogy. The reason is simple. This additional cost
adds up to a (somewhat nebulous) benefit—a lower risk of terrorist attacks.
Thus, a more appropriate analogy would be the purchase of a mandatory
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pollution abatement device by a company. The cost of just-in-case therefore
has a benefit.

The important question is how much additional cost would this nebulous
reduction of risk entail? Would it add significantly to the cost of production
and produce a subsequent rise in the price of imported goods? Theoretically,
there are two effects on the price of the product in a partial equilibrium model.
A rise in cost will induce a shift in the supply of goods. If the demand for the
good in question is totally nonresponsive to price (that is, the demand curve
is perfectly inelastic), the cost will be transferred fully to the buyer. If the
demand for the good is extremely responsive to changes in price (that is, the
demand curve is perfectly elastic), the producers will have to absorb the
entire cost burden. In a model of markets where all markets are linked through
forward and backward linkages (in economic jargon, what is called a gen-
eral equilibrium model), effects of and effects to other markets have to be
explored to understand the net effects of an increase in the cost of security
measures. Initial comments by experts put the rise in cost at around 3 percent
of the cost of production (see, for example, Leonard 2001).

There were additional accompanying events that masked the economic
impact of terrorism-related issues. First, a recession was already under way
in the United States and Mexico even before the attacks. This created an
excess capacity in the transport market that made it impossible to pass the
cost to the consumers. Second, there was a fall in the price of oil in the world
market that compensated for the rise in the cost of insurance and security-
related measures.

To see the impact of falling demand in the market before the events of
September 11, we plotted month by month trade statistics of other NAFTA
members with the United States (see Figure 2.4). It compares 2001 figures
with 2000 figures. There is a clear seasonal pattern. For example, July is a
slow month. It is clear from Figure 2.4 that trade between the NAFTA coun-
tries had already slowed in June, July, and August 2001 before the events of
September 2001. Thus, we see evidence of an economic slowdown before
the attack. Following the attack, trade remained at a lower level than in the
previous year. Obviously, some of the slowdown is due to the recession.
However, we cannot disentangle these two events (recession effect and ter-
rorism effect) from the data.

There were visible effects of rising costs in different modes of transpor-
tation. Air security was tightened with more staff, air marshals, secure cock-
pit doors, and more careful checking of passengers and their luggage. For
air freight, there was more rigorous use of xray and gamma-ray machines.
Content match shipping labels were used. Insurers and re-insurers revised
their “war and allied perils” clause. In general, they simultaneously reduced
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coverage and increased premiums. Similarly, for maritime cargo, a “war risk
surcharge” was added. Security was beefed up in ports. In many places, such
as the Suez Canal, which is far away from the events of September 11, sur-
charges went up so much that they added 50 percent to the cost of shipping
insurance. Similar rises in road and rail shipping insurance rates came to pass.

How significant are transport and insurance costs? For goods arriving in
the United States in 2000, transport and insurance costs amounted to 3.4
percent of the total customs value (OECD 2002). However, such costs are
not equally spread across all goods. For goods like pharmaceuticals, the cost
is about 1 percent. For big volume goods like fertilizer, the cost is something
like 23 percent.

A study by Peter Walkenhorst and Nora Dihel (2002) provides the first
empirical evaluation of the economic impacts of the September 11 attacks
using a general equilibrium analysis. After extensive analysis of the nature
of rising costs, they conclude that an upper bound of the cost will be equiva-
lent to a 1 percent ad valorem tax in the short run. In the long run, the effi-
ciency gain from additional measures (such as streamlined shipping or passage
of vehicles) will offset the increase in cost. A 1 percent increase in ad valo-
rem tax leads to a loss of about 0.2 percent in the United States in terms of

Figure 2.4 Monthly Trade Statistics for the United States with NAFTA
Partners, 2000, 2001
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welfare. In more trade-dependent countries, the loss can be as high as 0.5
percent. Specifically, the welfare loss in the United States and Canada would
be around U.S.$13 billion, and in Latin America, it will amount to about
U.S.$3 billion. Thus, even the upper limit of such a rise in cost in the short
run would be minimal.

Trojan Boxes: Shipping Containers and Security

In October 2001, police in an Italian port found an Al Qaeda suspect inside a
Canada-bound shipping container from Egypt. He had a laptop computer, a
cell phone, a bed, food, and water, as well as airport plans, security passes,
and a mechanic’s certificate. About 18 million such containers arrived in
American ports in 2001. Customs officers inspect about 2 percent of them
(“The Trojan Box”).

Containers are “intermodal.” They travel by ship, truck, and rail. During
their journey, they fall under state, national, and international jurisdiction
and are regulated by different laws and government agencies depending on
the mode of transport being used at the moment. In international waters they
fall under the jurisdiction of the United Nations International Maritime Or-
ganization (IMO), but in seaports they are under the jurisdiction of federal
governments in different countries. As many as twenty-five different parties
may be involved in an international business transaction that involves a sale
of goods, transportation, financing, documentation, and inspections (“When
trade and security clash”). All of this makes the coordination of security
measures very complex.

The efficiency of shipping goods by container allows manufacturers to
reduce inventories by just-in-time delivery. Between 1980 and 2000, the ra-
tio of inventory to GDP in the United States declined from 25 percent to 15
percent. A 5 percent increase in inventory would cost American companies
an estimated $20 billion more than the $1 trillion now spent on logistics
(“When trade and security clash”). The 2002 strike at seaports on the U.S.
West Coast demonstrated vividly the economic importance of these trade
gateways not only for the United States, but for Canada, Mexico, and Asia as
well (see Appendix 2.1, p. 61).

President Clinton established the Graham Commission on Seaport Crime
and Security in 1999 to address the lack of security at U.S. seaports. The
seaports handle 95 percent of U.S. trade with noncontiguous countries. Com-
mercial port activities in 1996 provided employment for 1.4 million Ameri-
cans, contributed $74.8 billion to U.S. GDP, and provided personal income
of $52.7 billion. The United States has over 100 seaports.

Compared to airports, seaports lack adequate federal administration and
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security measures. There is no federal agency with control over seaports that
equates to Federal Aviation Authority control over airports. For example, the
Federal Maritime Commission had only one employee in Florida in 1999,
where four of the twenty busiest ports are located. While airports have strict
access requirements, seaports do not have identification control, even though
the cruise passenger industry moved 10 million passengers in 1999. There is
also inadequate screening of workers in ports. Surveys in the 1990s showed
that up to 50 percent of dock workers at the port of Miami have prior felony
criminal records, many for drug trafficking.

The United States government is examining several ways to enhance se-
curity at seaports. One proposal is to have the 162 member nations of the
IMO implement a plan to conduct background checks on crew members of
every major cargo vessel, create a reliable system to identify the contents of
containers, station security officers on all ships, electronically seal cargo
containers, and increase budgets for port security. Another proposal is to
have U.S. customs inspect containers at the foreign ports of origin, begin-
ning with the top ten sources of U.S.-destined container traffic (including the
Chinese ports of Hong Kong and Shanghai). Yet another proposal would
require companies to securely seal containers at the factory of origin in re-
turn for faster processing through customs.

With respect to stationing U.S. customs agents in foreign ports, discus-
sions with Canada have gone the furthest. There is the precedent of 130
U.S. customs inspectors in Canadian airports, who screen airline passen-
gers headed for the United States. The concept of expanding this to ports
was approved by John Manley, the deputy prime minister, and Tom Ridge,
the U.S. homeland security director, in their thirty-point Smart Border Dec-
laration, signed in 2001. The United States would like its agents to have
the power to open and inspect cargo containers in Canadian ports. How-
ever, current talks envisage U.S. agents in Canada and Canadian agents in
the United States only being able to flag suspicious cargo for further in-
spection when they cross the border.

Passengers arriving in the United States can clear U.S. customs and immi-
gration requirements right on Canadian soil. This is possible in all major
airports: Vancouver, Toronto, Ottawa, and Montreal. The procedure of being
inspected by U.S. immigration agents prior to departure from a foreign state
is commonly referred to as “preinspection” or “preclearance.” This facility
is available for all U.S.-bound passengers (regardless of country of origin of
the passengers) in Canada, Ireland, Bermuda, and Aruba. Ireland is the only
European country where such a preclearance is allowed. Curiously,
preclearance works only one way. For example, it is not possible to get
preclearance on U.S. soil for passengers bound for Canada. Mexico is also
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absent from the preinspection regime. Given that so many Mexicans ille-
gally cross the border with the United States, having U.S. customs and im-
migration officers posted on Mexican soil is a very sensitive politicalissue in
Mexico.

Once they reach their seaport of destination, shipping containers travel to
their final destination via rail or truck. By April 2002, some eighteen Mexi-
can trucking companies had obtained the necessary paperwork for exporting
goods to the United States. By the end of 2002, some 500 Mexican trucking
companies had precertification paperwork done. This would imply that 90
percent of all goods bound for the United States would have precertification
(www.usmcoc.org/pdf/CEGSA percent20250402.pdf, p. 24). The tale of the
missing Mexican truck demonstrates the importance of progress in this area
(see Appendix 2.2, p. 63).

Keep On Trucking: Mexican Access to U.S. Highways

In February 2001, a NAFTA panel ruled that it was against NAFTA rules for
the United States to maintain a moratorium on free movement of trucks be-
tween the United States and Mexico. Later, President Bush announced that
he would let Mexican trucks in without delay. The ruling and the presidential
comment generated a flurry of lobbying by a number of interest groups in
Washington.

The dramatic culmination of this dispute came on June 26, 2001, when by
a 285–143 roll call, the U.S. House of Representatives voted to block the
Department of Transportation (DOT) from issuing permits that would let
Mexican trucks operate throughout the United States. This vote was the re-
sult of opposition from both the Democrats and the Republicans. The Demo-
crats were pushed hard by the domestic trucking lobby and the Republicans
by the insurance lobby in Washington.

Then came September 11. It complicated the dynamics of the debate.
On one hand, letting the Mexican trucks in might mean more security haz-
ards. This was the line that the Teamsters union (which has most truckers
in the United States in its fold) took. On the other, the September 11 at-
tacks strengthened the position of Bush government with respect to secur-
ing funding from Congress. An additional budget was allocated for dealing
with trucking. Hence, the high burden of inspectors could be solved—at
least in the long run.

In November 2001, both houses of Congress approved measures that would
let Mexican trucks in once they have met strict safety and inspection rules.
Many of these rules do not apply to domestic truckers and could thus run
afoul of NAFTA rules prohibiting discrimination. Moreover, Mexican truckers
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would be kept out until the U.S. inspector general and secretary of trans-
portation certified that the U.S. government is capable of enforcing the
new standards.

A new twist to the story unfolded on December 11, 2001. Mexican truck-
ers filed a class action lawsuit in Brownsville, Texas, accusing the DOT of
racial discrimination for denying Mexican trucking companies access to the
U.S. market over the past six years, contrary to NAFTA requirements. Filed
in U.S. district court, the suit asked for $4 billion in lost revenue for nearly
200 Mexican nationals who have applied for permits in the past six years to
drive their trucks into the United States or to operate U.S.-based trucking
companies. It argued that since Canadian truckers are allowed into the United
States, Mexicans should have been allowed as well under NAFTA.

Teaming Up: The Teamsters and Other Unions

The U.S. trucking unions opposed the entry of Mexican truckers into the
United States to transport goods on the grounds that the Mexican truckers
will not meet U.S. safety standards. Underlying this opposition is the reality
that U.S. truckers are likely to lose a lot of business. Each year, about 5
million crossings are made, hauling about three-fourths of the $250 billion
in United States-Mexico trade. Under a NAFTA panel ruling, instead of
Mexican trucks transferring their loads to U.S. truckers at the border, the
Mexican truckers will be able to carry the load to its final destination in the
United States. Moreover, transportation of goods by Mexican truckers would
cost less, as the wages earned by the Mexican drivers are a fraction of what
the unionized U.S. truckers charge for their services. Between 1990 and 2000,
the hourly wage rate of U.S. truckers went from U.S.$11.86 to U.S.$14.52.
Although no reliable estimate of hourly wage rate of Mexican truckers is
available, it is unlikely that they earned more than U.S.$8.00 per hour in
2000 (www.sddialogue.org/Report/Aug01/pg5.html “guesstimate” of earn-
ings by Mexican drivers). Thus, the economic value of the threat to the U.S.
truckers is quite substantial.

A Blast from the Past: A Short History of Highway Access

Prior to 1980, the United States granted operating authority to motor carriers
for each individual route, requiring economic justification for each proposed
service. It did not distinguish between United States, Mexican, or Canadian
applicants. However, the Interstate Commerce Commission (ICC) severely
restricted new entry into the domestic market. In 1980, the Motor Carrier Act
essentially eliminated regulatory barriers to entry, making it easier for motor
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carriers from all three countries to obtain operating authority. It did not dis-
tinguish between nationals and nonnationals. At the time, Canada already
allowed reciprocal access for U.S. truckers in its domestic market, but Mexico
did not.

The equal treatment of U.S. and foreign applicants ended in 1982. The
Bus Regulatory Reform Act imposed an initial two-year moratorium on the
issuance of new motor carrier operating authority to foreign carriers. A presi-
dential memorandum immediately lifted the moratorium with respect to
Canada in response to the Brock-Gotlieb Understanding, which confirmed
that U.S. carriers would have continued access to the Canadian market. The
same memorandum declined to lift the moratorium with respect to Mexico,
citing U.S. truckers’ continued lack of access to the Mexican market. The
U.S. president repeatedly extended the moratorium against Mexican truck-
ers every two years from 1984 to 1995. The purpose of the moratorium was
to encourage Mexico to lift its restrictions on market access for U.S. firms.

However, there were some exceptions allowed to facilitate cross-border
trade. The commercial zone of border towns exemption has permitted Mexi-
can carriers to operate in the commercial zones associated with municipali-
ties along the border since before 1982, provided they obtained a certificate
of registration from the Federal Motor Carrier Safety Administration. Under
this procedure, applicants certify that they have access to and will comply
with federal motor carrier safety regulations. Applicants are not required to
submit proof of insurance, but inside the commercial zones must carry proof
of insurance on board. In 1999, 8,400 Mexican firms had authority to oper-
ate in the commercial zones.

A second exception relates to Mexican operators that transit through the
United States to Canada. They are not affected by the moratorium. Con-
gress has not granted the DOT the authority to require trucks transiting
from Mexico to Canada to seek operating authority, so it is not required.
These Mexican trucks need only comply with U.S. insurance requirements
and safety regulations.

Under a third exception, grand fathered Mexican trucking companies
that had acquired operating authority prior to 1982, when the moratorium
came into effect, are not affected. Five Mexican carriers are entitled to this
exemption.

Under a fourth exception, the ICC Termination Act of 1995 exempts U.S.-
owned Mexican-domiciled truck companies—approximately 160 companies—
from the operation of the moratorium. A fifth exception, which allowed
Mexican carriers to lease both trucks and drivers to U.S. carriers, was al-
lowed until January 1, 2000. The Motor Carrier Safety Improvement Act of
1999 ended the leasing exception when the United States realized that this
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provision could be used to sell U.S. carriers’ operating authority to Mexican
carriers for operations beyond the border zone.

On March 1, 1994, the transportation ministers of Canada and Mexico
signed three memoranda of understanding to permit truckers to operate be-
tween Canada and Mexico. The cargo-exchange agreement permits Cana-
dian truckers to enter Mexico to exchange cargoes at contracted Mexican
terminals and facilities along the northern border. The commercial driver’s
license reciprocity agreement lets Canadian and Mexican drivers operate in
each other’s country with their own licenses. The transportation training agree-
ment allows Canada to train Mexican personnel in the areas of maritime and
port management and truck-driving simulation.

Under a memorandum of understanding (MOU) between the United States,
Mexico and Canada, U.S. truck carriers are able to carry freight from Canada
to 12 miles (20 kilometers) inside Mexico in a nearly barrier-free environ-
ment. Despite the MOU, the governments of the United States and Mexico
have been at an impasse over permitting full access to each other’s markets
since 1995.

Under NAFTA, the United States agreed to give access to Mexican trucks
in 1995, but President Bill Clinton, under heavy pressure from religious,
labor, environmental, and other interest groups, kept the provision from tak-
ing effect, saying Mexico had to do more to address safety problems first.
That year, the Mexican government, invoking NAFTA provisions, asked that
a five-member panel be set up to determine whether Washington was violat-
ing the agreement. In its decision, the panel—two Americans, two Mexi-
cans, and a British chairman—unanimously ruled that the United States would
be in violation if it did not begin considering applications from Mexican
trucking companies. At the time, more than 160 applications were pending.

Operating authority from the ICC was required to provide interstate or
cross-border truck services in the United States. Under NAFTA, a morato-
rium remained in place on new grants of operating authority for persons
from Mexico. However, the United States agreed to phase out the morato-
rium so that Mexicans would be permitted to obtain operating authority to
provide cross-border truck services to or from border states (California, Ari-
zona, New Mexico, and Texas) as of December 16, 1995. Cross-border truck
services to the remainder of the United States were to start as of January 1,
2000. In addition, Mexicans were to be permitted to establish an enterprise
in the United States to provide truck services for the transportation of inter-
national cargo between points in the United States as of December 17, 1995.
The moratorium remains in place on grants of authority for the provision of
truck services by Mexicans between points in the United States for the trans-
portation of goods other than international cargo.
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Deeper Thought: The NAFTA Panel Ruling

The decision of the NAFTA panel requires the DOT to consider applications
on individual merit and not to refuse authority across the board to all Mexi-
can companies. In essence, the United States had argued that it could deny
access to all Mexican trucking firms on a blanket basis, regardless of the
individual qualifications of particular members of the Mexican industry, un-
less and until Mexico’s domestic regulatory system meets U.S. approval.
However, the law of the United States considered applications for operating
authority from U.S. and Canadian carriers on an individual basis. This differ-
ential treatment of Mexicans, on the one hand, and Americans and Canadi-
ans, on the other, violated NAFTA nondiscrimination Articles 1202 (national
treatment) and 1203 (most-favored-nation treatment).

The United States argued that the continuation of the moratorium was
nevertheless justified under the general exception of Article 2101, which
provides that “nothing…in Chapter 12 (Cross-border Trade in
Services)…shall be construed to prevent the adoption or enforcement by any
party of measures necessary to secure compliance with laws or
regulations…relating to health and safety and consumer protection.” The
panel, however, ruled that the United States had to use the least-trade-restric-
tive means available to address its safety concerns. The numerous excep-
tions the United States applied to the moratorium proved that there were less
restrictive means available to achieve its safety goals with respect to Mexi-
can truckers. Thus, the blanket ban could not be justified under Article 2101.

The NAFTA panel made clear that the United States is entitled under
NAFTA to set its own safety standards and to ensure that Mexican trucking
companies meet them. Moreover, the United States is not required to treat
applications from Mexican truckers in exactly the same manner as applica-
tions from U.S. or Canadian firms, as long as they are reviewed on a case-
by-case basis and comply with the NAFTA, and as long as decisions are
made in good faith with respect to a legitimate safety concern.

Following the panel decision, the Bush administration announced that it
would reverse the Clinton administration policy and begin allowing Mexi-
can trucks to haul goods throughout the United States.

Strange Bedfellows: The Economics of Opposition

It is unreasonable to assume that Mexicans will try to send less reliable trucks
across the border. Why? Many of these trucks are carrying agricultural prod-
ucts that would be lost if the trucks break down and the products do not reach
final destination on time. The producers on the Mexican side will make sure
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that only the best trucks are used in such cases. The other trucks that carry
intermediate products for just-in-time production will also be reliable for the
same reason—any delay would lead to losses for the companies.

Curiously, U.S. truckers are not the only industry opposing the Mexican
truckers. U.S. insurance companies are also up in arms. Why? They sell in-
surance to the U.S. truckers—not only vehicle and liability insurance, but
insurance on the goods being transported. A reduction in the market share of
the U.S. truckers will also reduce the market share of the U.S. companies
that insure them. The Mexican truckers will buy insurance from insurance
companies in Mexico. Of course, the U.S. insurance companies may be con-
cerned that Mexican truckers will cause more accidents than U.S. truckers,
thereby increasing pay-outs by insurance companies. But if the Mexican truck-
ers are insured by Mexican insurance companies, those payments would not
come out of the pockets of the U.S. insurance companies.

The American Insurance Association (AIA) argues that Mexican trucks
should only be allowed to operate in the border states until three programs
are implemented. First, the AIA wants safety standards among the three
NAFTA countries harmonized. Second, adequate enforcement of those stan-
dards must be implemented. Third, an adequate database of Mexican truck
safety must be developed. The AIA proposal appears reasonable on the sur-
face, but is in fact designed to delay the entry of Mexican truckers beyond
the border states for many years. Under NAFTA, there is no requirement to
harmonize safety standards, and it may be difficult to get the countries to
negotiate such an agreement. Even if such an agreement were reached, corrup-
tion in Mexico means that adequate enforcement in Mexico could not be
achieved for many years. Finally, the creation of a database on Mexican truck
safety would be costly and time-consuming and would likely serve as further
ammunition in the effort to keep Mexican trucks out of the U.S. market.

Nevertheless, some progress has been made by the NAFTA land transpor-
tation standards subcommittee, which is charged with the task of implement-
ing a work program to make standards for bus and truck operations compatible.
In 1991, Mexico became a member of the Commercial Vehicles Safety Alli-
ance, together with the United States and Canada. The same year, Mexico and
the United States adopted uniform guidelines for roadside inspections and uni-
form standards for commercial drivers’ licenses and criteria such as knowl-
edge and skills testing, disqualification, and physical requirements for drivers.

Up Close and Personal: A Look at the DOT Report

In 1998, the U.S. DOT produced a report that sealed the fate of the Mexican
truckers in the United States. The report claimed that Mexican trucks do not
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meet U.S. safety standards. The DOT reported that in 1997 44 percent of
Mexican trucks inspected did not meet the safety standards. Insurance in-
dustry trade groups argue that the U.S. government will have to spend $4 to
$7 million a year to increase the number of safety inspectors at the border.
Mexican trucks have been allowed to cross the border twenty miles into the
United States to transfer cargo to U.S. trucks.

A closer inspection of the report produces a different picture. A much less
quoted figure of the report says that although 44 percent of the Mexican
trucks inspected did not meet the safety standards, 27 percent of the U.S.
trucks (and a much lower 17 percent of the Canadian trucks) did not meet the
safety standards either. On the face of it, it still seems that Mexican trucks
have a significantly higher failure rate in meeting the safety standards. Such
a presumption is false. Why?

When we examine the disaggregated data by state—(California (failure
rate of 28 percent), Arizona (42 percent), New Mexico (37 percent) and Texas
(50 percent)—we find vastly different failure rates. The DOT report also
quotes more recent figures (that is, for 1998) showing that overall failure
rate for Mexican trucks decreased to 42 percent rather than the 44 percent
quoted for 1997. Thus, it is not the same problem across different states.
There should be no presumption that Mexico only sends “better trucks” across
to California and “worse trucks” across to Texas!

The problem lies with the process of inspection. The DOT report acknowl-
edges that the process is not random checking (p. 32). If a truck “looks bad”
then it is inspected more minutely. Therefore, it seems that the inspection
process varies substantially across states, making the overall number of “44
percent bad trucks” completely useless.

Size Matters: Dimensions of the Problem

How large is the problem? How many trucks cross the border to enter into
the United States? In many press reports, the presumed number of truck cross-
ings cited is in the region of 4.5 million trucks. Thus, it is argued, allowing
Mexicans to enter the U.S. roads will pose a very large problem. For ex-
ample, the Public Citizen Organization (a lobby group) declared in a highly
charged article called “The Coming NAFTA Crash” that if Mexican trucks
are allowed into the United States, to have a simple inspection, the DOT
would require at least 32,000 more inspectors. This will overwhelm the DOT’s
border inspection system. It turns out that the number of trucks actually cross-
ing the border (in 1999) was 63,000. How did the 4.5 million come about?
There seems to be some confusion about the number of crossings and the
number of trucks. It is true that there were 4.5 million crossings made by
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trucks, but the same trucks crossed the border time and again. Hence the
presumed problem turns out to be a storm in a teacup!

Different Strokes for Different Folks: Highway Standards

It is possible to drive along freeways from Mexico City to Winnipeg. An excel-
lent road, highway 85, runs from Mexico City to Laredo. From Laredo to Kan-
sas City, one takes Interstate 35, then Interstate 29 up to the Canadian border,
and then highway 75 to Winnipeg. This route is sometime called the “NAFTA
superhighway.” Another such route runs from Mexico City to Edmonton in
Canada. It may seem that the only element lacking for such truck routes is
smooth passage through the border. But there are many complications.

First, vehicle weight limits are not the same throughout North America.
On highway 75 in Manitoba, Canada, the limit for tractor semitrailers is
100,232 pounds (45,560 kilos) and 137,500 pounds (62,500 kilos) for double
trailers. The weight limit in North and South Dakota along I-29 is 79,831
pounds (36,287 kilos) for tractor semitrailers. To make matters worse, for
double trailers, North Dakota has a limit of 105,281 pounds (47,855 kilos)
and South Dakota has a limit of 124,740 pounds (56,700 kilos). In Kansas,
along I-35, weight limits for both tractor semitrailers are the same at 85,323
pounds (38,783 kilos). Along the same highway I-35, in Oklahoma, the limit
rises to 89,813 pounds (40,824 kilos) for both types only to fall to 79,831
pounds (36,287 kilos) in Texas. It rises again in Mexico, to 106,700 pounds
(48,500 kilos) for tractor semitrailers and 146,300 pounds (66,500 kilos) for
double trailers (Prentice and Ojah 2001).

Second, differences in diesel standards can play havoc on the engines.
Mexican diesel fuel generally has higher sulfur content that the correspond-
ing American diesel. Thus, driving the same truck coming from Texas all the
way through Mexico City is impractical.

Third, there are also differences in trucking laws between the United States
and Mexico. The United States requires front-wheel brakes, whereas Mexico
does not. The United States requires drivers to meet licensing standards that
include limits on the length of their driving shifts and drug testing, while
Mexico does not. The United States requires the maintenance of driving logs
or other types of data that would be needed for enforcement, while Mexico
does not.

Fourth, there are differences in customs procedures between Mexico and
the United States. Mexico is concerned to prevent illegal arms and goods
without duty paid from entering Mexico. The main concern for U.S. customs
is drugs. Mexican customs requirements are far more stringent than those of
the United States. All paperwork has to match the load exactly.
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However, differences between Mexico and the United States in these areas
would not prevent Mexican truckers from ensuring they meet U.S. standards.
Indeed, trucking companies that seek to operate across the border would be
wise to impose the necessary standards in-house. In fact, Mexican truck com-
panies that have applied for operation in the United States have pledged that
they will send only the trucks that comply with “normal” U.S. standards.

Never Ending Story: The Highway Story Keeps Going

On November 27, 2002, President Bush modified the moratorium on grant-
ing operating authority to Mexican motor carriers. As a practical matter, this
service would have begun only after the federal government reviewed Mexi-
can carrier applications and granted provisional operating authority to quali-
fied Mexican truck and bus companies. Transportation secretary Norman Y.
Mineta directed the U.S. Department of Transportations Federal Motor Car-
rier Safety Administration (FMCSA) to act on the 130 applications received
from Mexico-domiciled truck and bus companies. The truck companies want
to transport international cargo to and from the United States and the bus
companies want to provide regular route service between Mexico and the
United States.

On December 3, 2002, a coalition of environmental, labor and trucking
industry groups asked a judge for an emergency stay of President Bush’s
decision to open U.S. highways to trucks from Mexico. The groups claimed
that the federal government did not adequately review the impact the trucks
would have on air quality in the United States. So now border air quality is
the issue, rather than security or highway safety. This legal action was taken
despite a study undertaken by DOT showing that the entry of Mexican trucks
would have no significant impact on the environment. Al Meyerhoff, an at-
torney for the plaintiffs, said more than half the trucks in the Mexican fleet
date from before 1994, when there were fewer regulations on their emis-
sions. The U.S. environmental protection agency has adopted even stricter
requirements, to be phased in over the next couple of years for new trucks.
Meyerhoff said his clients believe that the Mexican trucks are not being held
to those standards.

On February 9, 2003, the U.S. court of appeals for the ninth circuit (of
San Francisco) ruled that in the case of Public Citizen v. U.S. Department of
Transportation, DOT cannot forsake state emission limits for pollutants un-
der the Clean Air Act and National Environmental Policy Act (NEPA).

The decision requires DOT to prepare full environmental impact state-
ments under NEPA before approving the operation of Mexican motorcarriers
in the United States. President Bush ordered the transportation secretary to
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lift the moratorium on the entry of Mexican trucks before an environmental
impact study (EIS) was conducted.

The court ruled that NEPA requires an EIS for all “major federal actions
significantly affecting the human environment.” In addition, the court ruled
that the uncertainty of the level of pollutants from Mexican trucks requires
an EIS, particularly since NAFTA creates an increase in cross-border truck-
ing and directly affects the level of emissions in local environments.

Highway Robbery: Hijacking the National Security Debate

In the wake of September 11, the United States could argue that restrictions
on Mexican truckers are justifiable under the national security exception of
NAFTA. However, the same reasoning the panel applied to the safety excep-
tion would apply to the security exception—the numerous exceptions to the
moratorium demonstrate that there is a less-trade-restrictive means to ensure
national security than through a blanket ban. Nevertheless, the United States
could take the position that a NAFTA panel has no jurisdiction to rule on
national security measures in the first place and could thus preempt the pos-
sibility of an adverse ruling. To date, the border security measures have been
implemented so as to minimize disruption to trade while maximizing secu-
rity. However, the national security argument provides a tempting shield be-
hind which to hide restrictions whose true purpose is to keep out foreign
competition.

International agreements restrict the options available to the domestic in-
dustry in terms of protecting its national market from foreign competition.
The trucking case shows how industry trade groups can influence the trade
policy of a government by the selective use of information and by pursuing
their economic interests in a way that makes it appear they are really seeking
what is in the public interest. Most often, however, their goal is to protect
their domestic market from foreign competitors.

The Not-So-Great Barrier: Implications for Business

The liberalization of the transportation industry has business implications
for both the firms in the transportation industry and for firms who rely on
them to transport goods. The current state of trade and investment liberaliza-
tion under NAFTA reduces competition in these industries, which in turn
leads to higher transportation costs for clients and greater variation in costs
across the three countries. As a general rule, the restrictions on trade and
investment damage Canadian and Mexican firms more than U.S. firms from
both perspectives. For example, with respect to the firms that use the
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transportation services, firms located in Mexico are put at a relative disad-
vantage due to higher transportation costs. With respect to the transportation
industry itself, U.S. restrictions such as cabotage rules favor the U.S. truck-
ing and shipping industries at the expense of Canadian and Mexican com-
petitors. (Cabotage rules stipulate that only U.S. carriers may transport goods
between points within the United States.)

The security measures applied to the transportation of goods have an im-
pact on both transportation costs and the cost of in-house security measures.
To counteract these costs, we propose NAFTA reforms to reduce transporta-
tion cost by eliminating air and water transport restrictions, such as cabotage
and foreign investment restrictions, in order to allow consolidation of indus-
try. With respect to trucking, we recommend avoiding the use of the security
argument to maintain restrictions on trucking and further liberalization of
the industry. Allowing full competition within the region will reduce costs.
Allowing consolidation in the transportation industry will also facilitate se-
curity measures taken by firms by reducing the number of players involved.
However, there are serious political obstacles to the implementation of these
recommendations, as demonstrated by the trucking case.

Barriers to trade in goods affect sourcing strategies for importers and for
manufacturers. Firms that import goods on a global basis—for example, re-
tailers such as Wal-mart—generally seek the best product at the lowest price.
Barriers may cause the firm to choose one source over another. The same
applies to manufacturers who import inputs. The cost and reliability of trans-
portation routes are thus a very important consideration for businesses shop-
ping for goods overseas.

The competitiveness of a firm’s product in export markets is affected by
the price increases implied in the cost of moving the product across the bor-
der. For example, import tariffs are designed to protect the domestic industry
from foreign competition on the basis of price. If the exporter chooses to
absorb the cost of the tariff by charging a lower price in the export market,
the exporter runs the risk of antidumping duties. Like tariffs, cross-border
transportation costs can influence whether the firm chooses to compete on
price or on other product characteristics, such as the quality or image of
the product.

Trade barriers also influence whether a firm chooses to enter a foreign mar-
ket using an export strategy or a foreign direct investment strategy. Where the
trade barriers in the target market make exporting impractical, the firm may
have to invest in manufacturing facilities inside the market. Similarly, trans-
portation costs can be a major factor in determining a market entry strategy.

With respect to North American imports, these factors may determine
whether some imports come from within the NAFTA region or from outside
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the region and whether North American and non–North American firms lo-
cate manufacturing facilities inside or outside the region. With respect to
exports to the United States, the comparative advantages of shipping by land,
sea, or air can thus influence the attractiveness of Canada and Mexico, both
of which have the advantage of being able to ship goods to the United States
by land.

Conclusion

Merchandise trade, transportation systems, border measures, and security
programs are intricately linked not only to each other but, increasingly, to
the competitiveness of business and economic prosperity in the NAFTA re-
gion. The good news is that the benefits of investments in efficient border
and transportation systems are likely to exceed their cost. For example,
preclearance programs pay off in more ways than one, by both enhancing
efficiency and security while freeing up resources to dedicate to genuine
security threats. Increasing economic integration in the region only serves to
augment the benefits of these investments.

The closure of U.S. borders following the September 11 attacks and the
closure of West Coast ports in the fall of 2002 both demonstrate how un-
pleasant (and inefficient) the alternative to the smooth cross-border move-
ment of goods is. At the same time, the case of the missing Mexican truck
demonstrates the potentially severe consequences of failure to coordinate
the actions of NAFTA governments in the area of secure movement of goods.
As the Mexico–United States trucking dispute shows, securing a prosperous
future in the region will entail overcoming the efforts of special interest groups
to hijack the political agenda.

Appendix 2.1
Ports in a Storm: Plugged Passageways on the West Coast

The twenty-nine seaports on the West Coast of the United States process about $300
billion in cargo a year. On September 29, 2002, in response to a job slowdown, the
port operators locked out 10,500 longshoremen and shut the ports. Robert Parry, presi-
dent of the Federal Reserve Board of San Francisco, calculated that the port closures
would cost the U.S. economy $2 billion per day (Greenhouse 2002c). Others esti-
mated that a five-day shutdown could cost the U.S. economy almost $5 billion, while
a ten-day closure could cost up to $20 billion as the effects spread throughout the
economy (Greenhouse 2002a).

The shutdown came after a temporary, thirty-six-hour lockout. The dispute cen-
tered on a plan to introduce new cargo-handling technology (Greenhouse 2002c).
Optical scanners would process cargo trucks more quickly and global positioning
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satellites would track cargo during its journey (Greenhouse 2002a). The union re-
fused to accept the new technology unless the new jobs were unionized (Greenhouse
2002c). The average salary of full-time West Coast union members that load and
unload ships is about U.S.$100,000 a year. Clerks who track cargo movements make
an average of U.S.$120,000 a year. The value of benefits averages U.S.$42,000 a year
(Greenhouse 2002b).

With these salaries, the longshoremen could afford to engage in a lengthy work
stoppage. However, shipping lines cannot divert their cargo to other ports. Mexico’s
infrastructure is inadequate to process the cargo. Nevertheless, between September
27 and October 7, over 10,000 U.S.-bound containers were unloaded at eight Mexi-
can ports. However, this represented only a fraction of the backed-up cargo sitting on
ships. Canadian longshoremen supported their U.S. colleagues by refusing to unload
the diverted ships. The Panama Canal is too small to divert most of the Pacific ships
to East Coast ports due to their size. Moreover, the time-sensitive nature of much of
the cargo gave the workers added bargaining power (Greenhouse 2002b).

President Bush initially urged the parties to use a federal mediator to resolve the
labor dispute, hoping to avoid antagonizing labor unions just before congressional
elections in November (Greenhouse 2002a). The unions opposed the president’s in-
voking the Taft-Hartley Act (Greenhouse 2002c).

On October 8, the White House announced that President Bush would invoke the
Taft-Hartley Act to seek a court injunction to reopen West Coast ports for an eighty-
day cooling-off period. The decision came after a White House board of inquiry con-
cluded that the dispute had no chance of ending soon. The decision to invoke the act
represented a trade-off between risking greater turnout of Democratic voters and ne-
gating the growing perception among voters that Bush was neglecting the economy
with his focus on Iraq. The eighty-day period would get imports flowing to retailers
during the Christmas shopping season (“Bush to Seek Court Order…” 2002). In addi-
tion, the president was concerned about the movement of military supplies from West
Coast ports if fighting erupted in Iraq or elsewhere in the Middle East. These supplies
are often transported on commercial shipping lines (Sanger and Greenhouse 2002).
On October 9, the federal district court in San Francisco issued a temporary injunc-
tion ordering the immediate reopening of the ports, the first such order since Presi-
dent Richard Nixon had invoked the Taft-Hartley Act to stop a longshoremen’s strike
in 1971 (Sanger and Greenhouse 2002). About 225 vessels were backed up during the
lockout (Murphy 2002).

The National Association of Manufacturers and retailers supported Bush’s deci-
sion, while the AFL-CIO denounced the move. The 1947 Taft-Hartley Act authorizes
the president to seek injunctions against strikes and lockouts that “imperil the na-
tional health or safety.” During a sixty-day cooling-off period, mediators continue to
work with the parties. The National Labor Relations Board then has fifteen days to
conduct a poll in which employees decide on management’s final proposal and a
further five days to count the votes. If the workers reject the proposal, they can strike
at the end of this eighty-day period (Sanger and Greenhouse 2002).

The shutdown did not appear to have caused serious damage to big exporters like
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China, Japan, and Taiwan. Many East Asian companies took precautions in anticipa-
tion of the port closings. For example, Taiwan-based Giant Manufacturing Company,
which is one of the world’s largest bicycle manufacturers, sent huge extra shipments
to American warehouses over the summer to avoid a disruption of supply. Some high-
technology companies booked extra shipments in advance on special air freight ser-
vices. Nevertheless, shipping containers began to pile up at Hong Kong container
ports, prompting the Hong Kong government to set up a task force to manage the
distribution of scarce empty containers to exporters in southern China. Moreover,
clothing companies accumulated large inventories of unshipped merchandise because
buyers were not willing to pay for air freight. Most affected were businesses supply-
ing parts to manufacturers in the United States that use just-in-time delivery. Toyota
increased air shipments of auto parts to the United States while waiting for ports to
reopen and backlogs to clear (Bradsher 2002). Honda plants in Alabama, Ohio, and
Ontario were closed for several days due to a parts shortage caused by the port closure
and the subsequent backlog, which continued to cause problems even after the long-
shoremen went back to work (“Honda’s Ontario Plant…” 2002; Brieger 2002). Toyota
and Nissan calculated that the port closure would reduce October vehicle sales by 10
percent (“Automakers Forecast” 2002).

However, the port closure was not all bad news. It was good for air freight compa-
nies. China Airlines, the world’s eighth largest hauler of air cargo, scheduled eight
extra flights of Boeing 747–400 freighters to Los Angeles and Chicago, increasing its
cargo capacity on these routes by 15 percent. To free pilots for the extra trips, the
airline canceled several passenger flights (Bradsher 2002). Moreover, the impact the
closure had on just-in-time manufacturers could make them think twice about the
advantages of locating more production in Canada and Mexico, countries that do not
rely on seaports to enter the United States.

Appendix 2.2
Cyanara Security: The Terrifying Tale

of the Missing Mexican Truck

On May 13, 2002, a truck went missing in the state of Hidalgo along Highway 85,
north of Mexico City. This is not an uncommon event on the highways of Mexico.
What forced the FBI to fly down to Mexico to investigate this particular incident was
that the tractor-trailer was hauling some ten tons of sodium cyanide in ninety-six
drums. Sodium cyanide, while not as lethal as its cousin potassium cyanide, can still
kill people with a dose of 100 milligrams (which is as small as a pill). The chemical is
routinely used in the silver extraction process. Since Mexico is the largest silver pro-
ducer in the world, large quantities of sodium cyanide are routinely transported hun-
dreds of miles, from production plants to silver mines located in northern Mexico.

Three days after it went missing, the truck was found. But only thirteen of the ninety-
six drums were still in the truck. The missing drums set off alarm bells all along the
southern border of the United States. What if some terrorists had taken the cargo and
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were trying to smuggle it across the border? Following the September 11 attacks on
New York and Washington, there had been reports from New Zealand and Italy of cya-
nide threats against U.S. embassies. With the Memorial Day weekend approaching and
with vague threats of a possible terrorist attack occurring over that weekend, the possi-
bility seemed real enough. After all, the amount of cargo that passes between the United
States and Mexico by road now exceeds millions of crossings per year (although the
number of trucks is nowhere near that). Many people were already thinking aloud about
the worst possible scenario. For example, Landstar Safety’s Steve Gullekson told a
local television station in Dallas, “They could transfer it to another truck, mark it as
something else, and, unless they look suspicious, nobody’s gonna look at it.”

Would such a thing happen? Could such a thing happen? Well, it didn’t! On May
29, seventy drums were found abandoned near the city of Puebla, in the Mexican state
of Puebla. This still left another thirteen drums unaccounted for. Two days later, the
remaining drums were also found.

What lessons does this episode hold for the management of security issues be-
tween Mexico and the United States, whose complicated relationship has already
generated so much heat between the two countries?

One lesson relates to the bilateral coordination of cargo transportation. This epi-
sode illustrated how inefficient the “hunt and peck” method of cooperation truly is.
This case was specifically taken up by the FBI only after it learned the nature of the
cargo. If U.S. and Mexican security forces were to automatically share this type of
information, dealing with such incidents could become a routine matter.

With better coordination, trucks that have preclearance would not have to go through
the regular inspection process. They would simply bypass the regular checkpoints at the
border after being inspected and sealed by U.S. agents at their point of origin. This
would be easy to do with the Mexican government’s cooperation. It would also solve
border bottlenecks for 90 percent of all goods that cross the border. Only a small number
of companies account for the bulk of the trade between the United States and Mexico.

Another lesson has to do with the coordination of the cross-border movement of
people. The type of preclearance alluded to above can also be applied to people. Any
person flying from Canada to the United States clears U.S. immigration procedures
on Canadian soil (with U.S. officials stationed at Canadian airports). Frequent border
crossers use a special pass when crossing by land (see Chapter 3).

Close cooperation between the authorities in all three NAFTA countries, com-
bined with preclearance programs for goods and people, would not only enhance
border security, but free up resources to address genuine threats and enhance the effi-
ciency of business and border systems in the region. Thus, while incidents such as the
missing Mexican truck can strike fear into the hearts of Americans, they serve to
spark the kind of actions needed to simultaneously improve security, enhance busi-
ness, and further economic efficiency in an integrated North American economy.
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3
Do You Know the Way to San Jose?

Integrating Labor Markets and Securing Borders

“Tough times never last, tough people do.”
—Fred Akers

“There can be no privileged U.S.-Mexico relationship without
actual progress on substantive issues. And there will be no

substantive progress without comprehensively addressing the
issue of migration.”

—Vicente Fox

The exact implications of September 11 for the movement of people in the
NAFTA region remain unclear. Both the northern and southern borders need
to be secured in a way that does not impede the flows of people that form an
integral part of economic activity in the region. However, there is no one-
size-fits-all approach that will work. People movement issues on the two
borders are very different. For this reason, we examine the two borders sepa-
rately in this chapter.

With Mexico, the central issue is how to resolve the problem of undocu-
mented workers migrating to the United States. These workers do not repre-
sent a threat to national security, but they divert resources that could be devoted
to security threats and create a demand for illegal people smuggling and
fraudulent documents.

With Canada, illegal immigration of Canadians is not a big problem. Rather,
the issue is how to structure cross-border cooperation to minimize threats
while maintaining a degree of independence with respect to immigration
policies. In this regard, Canada-United States cooperation sets precedents
for similar arrangements with Mexico and other countries.

<<Fig 3.5 not called out in text, where does it go?>>
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Crossing the Line: People Flows

On the northern border, roughly 5 million Canadians and 6 million Ameri-
cans cross the border each month. An estimated 25 million people cross the
southern border each month (see Table 1.1). NAFTA has made it easier for
traders, investors, and professionals to cross the border and many border
merchants depend on cross-border traffic. As seen in Tables 3.1 and 3.2, the
busiest crossings process tens of thousands of passengers per day.

The majority of trips to the United States from Canada and Mexico con-
sist of same-day travel. In terms of overnight visits, Canadian and Mexican
residents rank first and second (with Japan a distant third), respectively, as
shown in Table 3.3.

The number of legal crossings on the southern border is an astonishing
314 million a year. The Canadian side gets over 100 million. Sometimes
these numbers get distorted in media reports. It is mostly the same people
who are crossing and recrossing the border—some people cross several times
a day. Thus, the number of people crossing the borders each year could be
calculated by reducing the above numbers by a factor of 300.

Table 3.1

Top Ten U.S.-Canada Border Crossings for Incoming Passengers and
Personal Vehicles, 2000

Daily port
share of

Passengers personal vehicles
in personal Personal crossing U.S.–

U.S. customs vehicles vehicles Canada
Rank port/crossing per day per day border (percent)

1 Detroit, MI 59,518 22,905 22.6
2 Buffalo–Niagara, NY 45,269 20,980 20.7
3 Blaine, WA 22,560 9,129 9.0
4 Port Huron, MI 18,810 6,390 6.3
5 Calais, ME 8,525 3,875 3.8
6 Sault Ste. Marie, MI 10,634 3,498 3.5
7 Massena, NY 8,340 2,987 3.0
8 Champlain–Rouse Point, NY 7,526 2,685 2.7
9 Sumas, WA 5,583 2,243 2.2
10 Derby Line, VT 4,144 2,190 2.2

Total, top 10 ports 190,909 76,882 76.0
Total, all U.S.–Canada

border crossings 246,704 101,137 100.0

Sources: U.S. Department of Transportation, Bureau of Transportation Statistics, special
tabulation, June 2001; based on U.S. Department of Treasury, U.S. Customs Service, Mis-
sion Support Services, Office of Field Operations, Operations Management Database CD.

Note: Rank is based on the number of personal vehicle crossings per day.
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The number of illegal entrants caught every year is over a million. Once
again, many of the same people are caught many times. Thus, the number of
people illegally crossing the borders should be calculated by reducing by a
factor of 5 to 10. How do we know that? Estimates of numbers of illegal
entrants (as opposed to illegal entries) are available. For example, Warren
(1995) estimates that the average number of Mexicans illegally entering the
United States was around 164,000 per year between 1982 and 1992. Among
the nationalities of estimated illegal aliens residing in the United States,
Mexico dwarfs the other three top source countries (El Salvador, Guatemala,
and surprisingly, Canada), as shown in Figure 3.1.

The fact that El Salvador and Guatemala rank second and third as sources
of illegal aliens points to the importance of securing Mexico’s southern border.

On the southern border, the politicians may be ahead of the people in
terms of the degree of policy harmonization they would be willing to ac-
cept. The United States may encounter more resistance among the Mexi-
can people than among the Canadians to the notion of giving up some
national sovereignty in order to ensure the security of the region. However,
the Fox administration has improved cooperation on many fronts, includ-
ing a degree of harmonization of immigration policies, in order to reduce

Table 3.2

Top Ten U.S.–Mexico Border Crossings for Incoming Passengers and
Personal Vehicles, 2000

Passengers in Daily port share of
personal Personal personal vehicles

U.S. Customs vehicles vehicles crossing U.S.–Mexico
Rank port/crossing per day per day border (percent)

1 El Paso, TX 132,658 45,746 18.3
2 San Ysidro, CA 85,001 38,649 15.5
3 Hidalgo, TX 60,131 24,054 9.6
4 Brownsville, TX 53,954 21,582 8.6
5 Laredo, TX 48,980 19,592 7.8
6 Calexico, CA 55,053 18,479 7.4
7 Otay Mesa, CA 29,204 13,275 5.3
8 Nogales, AZ 31,511 12,826 5.1
9 Eagle Pass, TX 23,546 9,199 3.7
10 San Luis, AZ 19,365 7,117 2.8

Total, top 10 ports 539,403 210,519 84.1
Total, all U.S.–Mexico

border crossings 656,971 249,745 100.0

Sources: U.S. Department of Transportation, Bureau of Transportation Statistics, special
tabulation, June 2001; based on U.S. Department of Treasury, U.S. Customs Service, Mis-
sion Support Services, Office of Field Operations, Operations Management Database CD.

Note: Rank is based on the number of personal vehicle crossings per day.
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the attractiveness of Mexico as a gateway for people smugglers whose des-
tination is the United States.

Immigration to Mexico is a long and complicated process. Most immi-
grants to Mexico have to demonstrate that they have jobs in Mexico that
cannot be filled by Mexicans. Getting residency is a decade-long process. In
contrast, securing permanent residency in Canada and the United States hap-
pens much more quickly. Illegal immigration to Mexico is more of a prob-
lem for the United States than Mexico, since the majority who enter Mexico
illegally do so en route to its northern neighbor.

Line in the Snow: The Canada–United States Border

There is some support in Canada for the free movement of people between
Canada and the United States, but the issue of open borders remains contro-
versial. English-Canadians worry about maintaining separate cultural iden-
tity. Americans worry about Canada as a gateway for illegal drugs and
immigrants to the United States. However, existing policies already permit
relatively free movement across the Canada–United States border for the

Table 3.3

Top Fifteen Countries for Overnight Travel to the United States, 2000

Rank Country Number (thousands) Percent

1 Canada 14,594 28.7
2 Mexico 10,322 20.3
3 Japan 5,061 9.9
4 United Kingdom 4,703 9.2
5 Germany 1,786 3.5
6 France 1,087 2.1
7 Brazil 737 1.4
8 South Korea 662 1.3
9 Italy 612 1.2

10 Venezuela 577 1.1
11 Netherlands 553 1.1
12 Australia 540 1.1
13 Argentina 534 1.0
14 Taiwan 457 0.9
15 China 453 0.9

Total, top 15 countries 42,678 83.7
Total, all countries 50,891 100.0

Source: U.S. Department of Commerce, International Trade Administration, Office of
Tourism Industries, “Arrivals to the U.S. 2000 & 1999,” available at http://tinet.ita.doc.gov.

Note: Overnight travel includes trips of at least one night or longer by residents of
each country. Data for Canada and Mexico do not include same-day travel, which ac-
counts for the majority of trips by Canadian and Mexican residents to the United States.
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citizens of the two countries. Neither country requires the other’s citizens
to have entry visas or carry passports. The situation is thus very different
than that faced by Mexican citizens, who require visas to enter the United
States and who are subject to more scrutiny from U.S. border guards than
are Canadians.

Should a more open border between Canada and the United States be
accompanied by labor mobility? The short answer is no. To be legally em-
ployed, workers require a social security number in the United States and a
social insurance number in Canada. Since most of the economic activity in
both countries takes place in the formal sector and since the countries have
similar employment markets and standards of living, there is not much risk
of open borders leading to illegal workers. Indeed, the border is already suf-
ficiently open for that to have occurred, and it has not been a significant
problem for either country.

Between Canada and the United States, the major concern is not illegal
migration of each other’s citizens, but rather the arrival of noncitizens via
the other country. On the northern border, the United States has been pursu-
ing the development of a common security perimeter with Canada. Official
statements from Canadian leaders suggest that they will resist harmonizing
Canada’s immigration policies with those of the United States. However, the

Figure 3.1 Estimated Illegal Aliens in United States, 1996
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Canadian people appear to be ahead of the politicians on this issue, and some
actions taken by the government appear to contradict the statements of po-
litical leaders.

Nevertheless, Canada and the United States have different needs and poli-
cies with respect to immigration. The United States follows a “quota by coun-
try system” to let immigrants come in. Canada uses a “points system”
regardless of the origin of the would-be immigrant. According to recent cen-
sus data, Canada’s population increased by only 4 percent between 1996 and
2001, compared to 5.4 percent population growth in the United States over
the same period (“Please Come” 2002). The Canadian government is keener
to attract immigrants than is the U.S. government. However, the security
screening conducted for immigrants can be further improved without requir-
ing the complete harmonization of immigration policies.

Waive Good-Bye: U.S.–Canada Visa Coordination

As a general rule, citizens of all countries require a visa to enter Canada or
the United States. The United States grants visa “waivers.” Canada grants
visa “exemptions,” subject to ongoing reviews. Since December 2001, Canada
has eliminated visa exemptions for Dominica, Grenada, Hungary, Kiribati,
Malaysia, Nauru, Saudi Arabia, Tuvalu, Vanuatu, and Zimbabwe. These
changes were motivated either because a country became a significant source
of questionable refugee claimants (for example, Hungary) or because its pass-
ports were subject to abuse (for example, Saudi Arabia). However, Canada
still exempts nineteen more countries from its visa requirement than does the
United States (see Table 3.4).

Table 3.4

Countries Whose Citizens Require a Visa for United States but Not
Canada, September 2002

Antigua and Barbuda Namibia
Bahamas Papua New Guinea
Barbados Saint Kitts and Nevis
Botswana Saint Lucia
Costa Rica Saint Vincent and the Grenadines
Cyprus Samoa
Greece Solomon Islands
Israel South Korea
Malta Swaziland
Mexico

Sources: U.S. Immigration and Naturalization Service, U.S. State Department, Citi-
zenship and Immigration Canada, United Nations list of member countries.
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On May 14, 2002, President Bush signed into law the Enhanced Border
Security and Visa Entry Reform Act of 2002 (H.R. 3525). Under section
307, to participate in the visa waiver program, a country must report to the
United States the theft of its blank passports in a timely manner. Countries in
the visa waiver program must be reviewed by the U.S. Immigration and Natu-
ralization Service (INS) and State Department every two years instead of
five years. Under section 302, beginning October 26, 2004, the State Depart-
ment and the INS must issue only machine-readable, tamper-resistant visas
and other travel and entry documents that use biometric identifiers. Like-
wise, to participate in the visa waiver program, a country must issue its na-
tionals machine-readable, tamper-resistant passports that incorporate
biometric and authentication identifiers that satisfy the standards of the In-
ternational Civil Aviation Organization (ICAO).

Section 401 requires a feasibility study of a program for foreigners travel-
ing to the United States, Canada, or Mexico to voluntarily submit to
preclearance procedures. Such a program already exists at Canadian airports,
where travelers pass through U.S. customs and immigration before boarding
flights to the United States. Section 603 requires the State Department and
the INS to study alternatives for encouraging or requiring Canada, Mexico,
and countries with visa waivers to develop an intergovernmental network of
interconnected electronic data systems that would facilitate access to each
country’s law enforcement and intelligence information. Canada and the United
States have already made some progress in this area since September 11, nota-
bly with respect to air passenger lists and access to fingerprint databases.

Section 307 indicates that the United States has decided to use its visa
waiver program to promote the harmonization of visa requirements, particu-
larly among the NAFTA countries (Table 3.5 lists countries for which Canada
and the United States both waive visa requirements). The United States is
likely to pressure Canada to bring its visa waiver policies in line with those
of the United States in order to maintain easy access for Canadians entering
the United States. Mexico will be under less pressure, since it does not enjoy
visa waiver status.

However, Canada still holds some bargaining chips. It is not in the inter-
ests of the United States to impose a visa requirement on Canadians. Such a
requirement would be opposed by business groups in U.S. states that border
Canada and benefit from the money spent by Canadian visitors. It would
also be opposed by southern U.S. states that receive large numbers of Cana-
dian “snowbirds”—retired Canadians who spend the winter in the southern
United States. The Canadian Snowbird Association and business groups in
the southern United States received a positive response to their lobbying
efforts regarding an INS proposal to restrict foreign visitors to a maximum
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thirty-day stay rather than six months. The U.S. director of homeland
security, Tom Ridge, expressed confidence that changes to U.S. policy
would not impede the travel plans of the more than 100,000 Canadians
who live part of the year in the United States (Moore 2002).

To grease the wheels of harmonization, the United States therefore has
to provide carrots rather than sticks for Canada and Mexico. In the case of
Mexico, that means addressing the issue of illegal immigrants. In the case
of Canada, the carrot has taken the form of an agreement on refugees that
was long sought by Canada, signed by Tom Ridge and Deputy Prime Min-
ister John Manley June 28, 2002—the “Safe Third Country” agreement.

The majority of people seeking refugee status in Canada arrive via the
United States with an American visa. Noting that refugee claimants may
arrive from each other’s territory where they could have sought asylum,
the agreement allows each country to reject refugee claimants arriving at
the land border from the other, subject to some exceptions (Article 4).
The United States resisted signing this type of agreement because it would
thus be responsible for a larger share of refugee claims (Woods 2002).
The agreement does not apply to refugee claimants who are citizens or
residents of Canada or the United States (Article 2). The agreement is
part of Canada’s and the United States’s strategy to work together to avoid
the exploitation of their refugee systems by terrorist groups (see Appen-
dix 3.1, p. 99).

In addition, Canada and the United States are expanding their Frequent
Crosser Border Pass Program (NEXUS). NEXUS is a joint Canada–United
States border pass program that harmonizes border-crossing procedures
for low-risk travelers. Participants complete a single application form to

Table 3.5

Countries Whose Citizens Do Not Require a Visa for United States or
Canada, September 2002

Andorra Iceland Norway
Australia Ireland Portugal
Austria Italy San Marino
Belgium Japan Singapore
Brunei Liechtenstein Slovenia
Denmark Luxembourg Spain
Finland Monaco Sweden
France Netherlands Switzerland
Germany New Zealand United Kingdom

Sources: U.S. Immigration and Naturalization Service, Citizenship and Immigration
Canada.
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receive a membership card valid for entry to both Canada and the United
States. The card entitles them to use dedicated lanes at the border where
they are not subject to normal customs and immigration questioning.

Line in the Sand: The Mexico–United States Border

The free trade policy of the Mexican government, as exemplified by NAFTA,
provides a means of generating economic growth and greater prosperity for
Mexico. However, wages and economic growth rates in Mexico remain in-
sufficient to stem the flow of some 300,000 undocumented workers to the
United States each year. Moreover, programs that provide visas for tempo-
rary entry by Mexican workers to the United States are underutilized. The
events of September 11 have heightened awareness of the need to more closely
monitor and to more effectively coordinate immigration to the United States.
The terrorist threat has also made closer cooperation on border and security
issues between Mexico and the United States essential. In this context, Mexico
and the United States have been discussing reforms to current programs gov-
erning migrant labor.

Migration Migraine: The Political Economy of People Movement

Rapid change in the patterns of migration (both legal and illegal) has be-
come a matter for major international concern not only for the North Ameri-
can subcontinent, but also for most European and Asian countries. The United
States attracts illegal aliens from Mexico. Mexico, in turn, is at the receiving
end of illegal immigrants from many Central American countries (mostly en
route to the United States). The fact that they enter the United States illegally
is a problem. However, many industries (such as agriculture and construc-
tion) have come to depend on them. As a result, the number of illegal immi-
grants apprehended at the Mexico–U.S. border ebbs and flows with the
demand in seasonal industries that employ them (see Figure 3.2).

Illegal immigration from Mexico represents both a blessing and a curse
for the United States, and the issue needs to be resolved. On the one hand,
the U.S. economy benefits from a much-needed supply of labor (especially
for the types of jobs no U.S. resident wants). On the other hand, the illegal
nature of this flow of people promotes more illegal activities, such as people
smuggling and the abuse of undocumented workers’ rights. The recent in-
dictment of six executives from the Tyson company shows that illegal activi-
ties sometimes involve big business (see Appendix 3.2, p. 103).

Some economists have argued that free entry of migrants could jeopar-
dize the well-being of the host population. It is believed that a country that
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declares its borders open faces the risk of being overwhelmed by a massive
influx of immigrants from poorer countries. If the host country then pro-
vides these immigrants with the same benefits it offers to its own citizens,
its social and welfare systems could be stretched to the limit. As a result,
there is a general tendency in almost all countries to enforce tight controls
to prevent illegal migration and to pass more restrictive laws concerning
legal admissions.

Ethier (1986) presented an innovative analysis of the effects of increasing
resources to immigration controls on the flows of illegal immigration by
using a crime-theoretic analysis. In particular he analyzed the effects of bor-
der control and domestic enforcement (detecting illegal immigrants while
in employment) on domestic policy objectives of reducing the level of ille-
gal immigration and increasing national welfare. He also considered the
efficiency of domestic enforcement, where sanctions compel those em-
ployers who hire illegal immigrants to verify the immigration status of
their employees.

On the demand side, many countries have been trying to control demand
by enforcing economic sanctions on employers who hire illegal aliens. On
the supply side, the most popular instrument is direct interdiction enforced

 

Figure 3.2 Southern Border Apprehension by the Immigration Services
in the United States 1993–2002

Source: www.ins.gov website.
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by border control. However, the implementation and enforcement of in-
struments and mechanisms to deter illegal migration are costly. It is also
difficult to measure to what extent they reduce the illegal entries and en-
hance welfare.

Recently Hanson and Spilimbergo (1999) studied empirically some of the
above questions in the context of the United States and Mexico. They find
that border enforcement has no impact on the wages in the U.S. border cities.
Thus, the feared negative impact of illegal immigration seems unfounded.
On the other side of the border (that is, on the Mexican side), they find a
moderate negative impact on the wages in various sectors. Their findings
call into question the gut reaction many people have about the effects of
illegal immigration.

On February 16, 2001, U.S. president Bush and Mexican president Fox
appointed a working group to explore new policies to address illegal immi-
gration from Mexico to the United States and improve protection for Mexi-
can migrants, including proposals to expand guest worker programs in the
United States. However, the Mexican government has grown increasingly
frustrated by the lack of progress on reforms to U.S. immigration policy as it
affects Mexico. A more liberalized movement of labor could be phased in
over many years and could be of mutual benefit to the countries involved,
given demographic trends. Progress on the migration issue is also necessary
to enhance the Mexico–United States relationship and the ability of the two
countries to work more closely on other bilateral issues.

Mind the Gap: Long-Run Prognosis

Could the problem sort itself out in the long run? If the gap in income per-
sists for the next three decades, then the flow will continue. An extrapolation
model, which simply projects the future based on what has happened in the
past, shows that the current migration of 350,000 a year from Mexico to the
United States will rise to over 500,000 by the year 2030 (CONAPO 2000).
However, such a model misses two fundamental points. First of all, the popu-
lation is aging in Mexico. It is very clear that only young people undertake
such a journey. As the population ages, then the flow will diminish. If demo-
graphics were the only source of this migration, the problem would sort it-
self out as the Mexican population ages. Second, the income gap between
the United States and Mexico has been growing. However, the income dif-
ferential between the United States and Mexico may stay the same in the
future. If the income differential stays the same or grows, it will lead to
ongoing migration. A study by Gerber (2002) shows that the income differ-
ential between border cities such as Tijuana and San Diego has not changed
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at all over a thirty-year period. In 1970, per capita income in Tijuana was
U.S.$1,122 dollars while in San Diego it was $5,693. In 1999, per capita
income in Tijuana rose to U.S.$6,800 but, at the same time, per capita in-
come in San Diego rose to $35,204. The ratio of income disparity between
Tijuana and San Diego has moved during this thirty years from 5.07 to 5.18.
If we project this trend into the future, the income disparity will rise. How-
ever, the conditions have changed quite dramatically in Mexico during these
thirty years. Mexico is lot more economically open now than it was thirty
years ago. It has also forged closer ties with the United States through NAFTA.
Thus, it is possible to see Mexico growing more rapidly in the next thirty
years than the United States over the same period.

Fertile Grounds: Demographic Trends and Migration

NAFTA fertility rates are declining, as shown in Figure 3.3. Both Canada and
the United States have rates below the 2.08 needed to maintain a stable popu-
lation, although both compensate through immigration. The evolution of the
Mexican fertility rate is remarkable. It has dropped from over six in the 1950s
to three in 1990. This will rapidly change the population structure in Mexico
over the next three decades. As a result, there will be about 30 percent fewer
persons in the 15–24 age group (the prime age for illegal migration).

Declining fertility rates in Canada and the United States, combined with
aging populations, will increase the likelihood of labor shortages as the baby
boomers retire over the next twenty years. At the same time, the declining

Figure 3.3 Fertility Rates of Mexico, Canada, and United States
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fertility rate in Mexico will mean fewer young Mexicans making the journey
north to the United States. Figure 3.4a and Figure 3.4b show the aging of the
United States and Canada and the relative youth of Mexico, respectively.

Figure 3.4a Percent of People over Sixty-five

Source: OECD and UN Population Division websites.

Figure 3.4b Percent of People under Fifteen
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Catching Up with Old Friends: The Transatlantic Gap

In addition to demographic trends, economic trends in Mexico may raise
incomes sufficiently over the next twenty years to reduce the relative attrac-
tiveness of U.S. wages for Mexican workers. Between 1970 and 2000, real
GDP per capita rose about 60 percent in Mexico and about 87 percent in the
United States. There is even greater divergence if one compares real GDP
per capita growth between 1981 and 1999—in the United States it increased
48 percent, while in Mexico it increased only 6.8 percent for the entire pe-
riod (Gruber 2002). As a result, in 2000, Mexico’s per capita GDP was 16.6
percent of that of the United States. With the purchasing power parity adjust-
ment, Mexico’s wages were 25.7 percent of wages in the United States (us-
ing figures from OECD 2002). In Figure 1.3, we see that over a 180–year
period, the economies of the United States and Mexico have diverged in
terms of per capita income. The gap became particularly acute between 1982
and 1996.

Economic integration under NAFTA should help to narrow the gap in
wages between the United States and Mexico, with a reasonable set of eco-
nomic policies in Mexico. If the difference in economic growth between
Mexico and the United States averages 2 percent over a period of thirty years,
the average wage rate in Mexico would be roughly 50 percent of that of the
United States in terms of purchasing power. This would make the wage gap
similar to current differences between northern and southern Europe and
reduce migration significantly (as it has in Europe).

The feasibility of a free labor movement regime depends in large part
on the wage gaps between participating countries. In 2000, Mexico’s per
capita GDP was 16.6 percent of that of the United States. By comparison,
Greek per capita GDP was 47.3 percent of Germany’s. In terms of purchas-
ing power parity, Mexico was 25.7 percent of the United States and Greece
was 65 percent of Germany (calculations based on figures from OECD
2002). Mexico thus has significant distance to go to narrow the gap to Euro-
pean Union levels.

Integrating the Mexican economy with those of the United States and
Canada was viewed as a means to create economic growth and jobs in Mexico
that would reduce the flow of migrants. However, this was expected to hap-
pen only over the long run. In the short run, economic integration would
likely increase migration. Historical and empirical evidence (for example,
with respect to Italy) suggests that economic integration can produce a “mi-
gration hump,” by causing migration to increase before it decreases (Martin
2002). In this regard, the experience of the European Union may provide
valuable lessons for North America.
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The European Union has advanced further in the area of labor mobility
than NAFTA. In the decades following World War II, northern Europe expe-
rienced labor shortages that led to programs recruiting “guest workers” from
southern Europe. Between 1950 and 1973, large numbers of workers from
Greece, Italy, Portugal, and Spain migrated to northern Europe as temporary
workers, but most later returned to their home countries. Over time, these
countries became integrated into the European Union and wage differentials
narrowed (Obdeijn). Today, their citizens enjoy the same labor mobility rights
within the European Union as the northern Europeans. As North American
demographic trends begin to have an impact on the supply of labor in the
north, labor shortages may motivate Canada and the United States to adopt
similar policies with respect to Mexico.

However, the North American situation is quite different from that of Eu-
rope in several important respects. First, a large amount of migration already
takes place in North America compared to the situation that existed in Eu-
rope after the war. Second, this migration primarily affects only two coun-
tries, whereas there were several source and destination countries involved
in postwar European migration. Third, the cause of labor shortages was dif-
ferent—namely war, as opposed to more gradual demographic changes.
Fourth, the context in which the liberalization of labor migration took place
was very different. The history of military conflict in Europe gave greater
urgency to the project of economic, political, and social integration that cul-
minated in the formation of the European Union. As a result, European mo-
tivations and policy goals differed significantly. Finally, the wage gap between
northern and southern Europe has narrowed over time, while the Mexico-
United States gap has been increasing.

Another important difference between Europe and North America has to
do with agricultural subsidies. In the European Union, agricultural subsidies
transfer resources from rich countries to farmers throughout the region. In
North America, the opposite occurs. The richest NAFTA country (the United
States) subsidizes its own farmers to the detriment of the farmers in the other
countries, particularly Mexico. This means more demand for agricultural
workers in the United States and less employment for the same workers in
Mexico. U.S. policy on agricultural subsidies thus aggravates the problem of
Mexican migration to the United States.

The advent of global terrorism provides a new motivation to find ways to
balance people movement with security concerns in the context of regional
economic integration. In the European Union, seven member states—Belgium,
the Netherlands, Luxembourg, France, Germany, Portugal, and Spain—are
signatories to the Schengen Agreement. Under this accord, six of these coun-
tries removed internal border controls beginning in July 1995. France has
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maintained passport controls on its borders with Belgium and Luxembourg.
Italy (1990), Greece (1992), and Austria (1995) have also signed the agree-
ment, but remain in the process of implementation. Sweden, Finland, and
Denmark are expected to negotiate full membership in the agreement as well.
The signatories have agreed to harmonize visa arrangements covering 160
countries, as well as other external border security measures, and to allow
police from member countries to pursue criminals across jurisdictions (Eu-
ropean Union).

Despite the liberalization of labor mobility in Europe, as of 1996 there
were only about 5.5 million European Union citizens living in another Euro-
pean Union country, roughly 1.5 percent of the European Union population.
The largest numbers were concentrated in Germany (1.7 million), France
(1.3 million), and the United Kingdom (0.7 million) (Hémery 1997). In com-
parison, the United States had some 2.82 million illegal aliens living in the
country in 1996 from Mexico (2.7 million) and Canada (120,000) (see Fig-
ure 3.1), or roughly 1 percent of the U.S. population. In other words, on a per
capita basis there are two-thirds as many illegal aliens resident in the United
States from NAFTA countries as there are European Union citizens living
legally in other European Union member countries. This suggests that a nar-
rowing of the wage gap to European levels would allow the NAFTA coun-
tries to implement a similar labor mobility program without dramatically
changing the flows of migrants that already take place.

President Fox has proposed a new guest worker program to allow Mexi-
can laborers to work legally in the United States for short periods. Fox’s idea
is to follow the precedent set by Europe, whose guest worker programs of
the 1980s led to free movement of laborers to the benefit of poorer members
like Portugal, Spain, and Greece. President Fox wants to start with a tempo-
rary worker program that would allow some 350,000 Mexican laborers a
year to work in United States industries experiencing labor shortages. How-
ever, the long-term plan is to achieve the integration of the labor markets of
all three NAFTA countries.

A Ghost from the Past: The Braceros

The last major guest worker program in the United States, the bracero pro-
gram, under which up to 500,000 Mexican workers were brought in annu-
ally (see Tables 3.6 and 3.7), lasted from 1942 until 1965. The idea was for
the guest workers to be “temporary” and go home to Mexico when the work
was done, and they did.

Curiously, the unions, the churches, and other groups fought for years to
end the bracero program. Why did they want to end it? First, it was very
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Table 3.6

Mexican Origin Latino (MOL) Emigration to the United States

MOL
Undocu- immigrants Temp-

Deportable Deportable mented + undocu- orary
Year Braceros total Mexico MOL mented workers

1946 32 100 90 23
1947 20 194 158 40
1948 35 193 156 39 42
1949 107 288 233 58 65
1950 67 468 379 95 101
1951 192 509 412 103 109
1952 197 529 42 11 20
1953 201 886 676 169 187
1954 309 1,089 920 230 267
1955 398 254 221 55 105
1956 445 88 62 16 71
1957 436 60 38 10 59
1958 432 53 32 8 34
1959 437 45 25 6 29
1960 315 71 22 6 38
1961 291 89 23 6 47
1962 194 93 23 6 61
1963 186 89 31 8 63
1964 177 87 35 9 41
1965 20 110 44 11 48
1966 8 139 71 18 63
1967 7 162 86 22 64
1968 6 212 113 28 71
1969 159 40 84
1970 219 55 99
1971 290 73 123
1972 355 89 153
1973 576 144 214
1974 709 177 248
1975 614 153 215
1976 701 175 248
1977 834 208 252
1978 846 212 304
1979 861 215 267
1980 734 184 240
1981 797 199 300
1982 795 199 255 4
1983 1,076 269 328
1984 1,104 276 333 4
1985 1,218 305 366 5
1986 1,671 418 484 12
1987 1,139 285 357 13
1988 949 237 332 12
1989 865 216 621 22

         (continued)
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difficult to raise wages under the program and wages stagnated for many
years in the 1950s. This had a depressing effect on the larger farm labor
market. Second, it was impossible for unions to organize farm workers, be-
cause braceros would be brought in to quell organizing drives. Third, the
braceros had few rights and complainers were simply sent back to Mexico.
As a result, the braceros often endured abysmal living and working condi-
tions, especially in such states as Texas, Florida, and Washington. Finally,
the program favored the most productive workers, young single males. Hav-
ing large numbers of young men alone in a foreign country inevitably leads
to social pathologies in the communities where they are housed.

Why did the bracero program actually end? Once again, if we look at data
from Table 3.6, we see that the number of “deportables” grew rapidly pre-
cisely at the time the bracero program ended. Thus, it is possible that the
employers of agricultural workers did not want to continue with the bracero
program because they could hire illegal migrants cheaper (and they did not
have to provide housing for them either). Perhaps the U.S. government was
under increasing pressure from the unions because the program was thought
to have depressed wages for union workers. The end of the bracero program
coincides with the rise of the United Farm Workers in the United States. (For
a detailed account of the bracero program, see Martin 1999.)

Still Waters Run Deep: Efforts to Stem the Flow

In 1954, the Eisenhower administration introduced “Operation Wetback” to
raid farms and homes to remove all the illegal Mexicans in the United States.
Under the operation, more than a million Mexicans were sent back to Mexico.
The administration also passed a law making it illegal to transport or harbor

Table 3.6 (continued)
MOL

Undocu- immigrants Temp-
Deportable Deportable mented + undocu- orary

Year Braceros total Mexico MOL mented workers

1990 1,092 273 952 16
1991 1,131 283 1,229 13
1992 1,205 301 514 14
1993 1,269 317 443 16
1994 1,040 260 371 17
1995 1,340 335 424
1996 1,598 400 563 26
1997 1,478 370 516
1998 1,614 404 534 51

Source: INS, 2002.
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Table 3.7

Mexican Workers in the United States, 1940 – 2000

Thousands 1940 1950 1960 1970 1980 1990 2000

(1) Total U.S. population 132,457 151,868 179,979 203,984 227,217 249,666 281,422
(2) Total Mexican population 19,654 25,791 34,923 48,225 66,847 85,782 98,881
(3) Population of Mexican origin in United States 377 450 1,735 4,532 8,740 13,495 20,600
(4) United States labor force 41,870 63,379 71,489 84,889 108,544 126,424 138,386
(5) Mexican labor force 5,858 8,345 10,213 14,489 22,092 31,027 40,666
(6) Annual flow of legal temporary workers 0 150 420 47 20 120 35.9
(7) Cumulative stock of undocumented workers

(since 1940) 0 100 200 316 1,095 2,298 5,000
(8) Cumulative stock of legal immigrant workers

(since 1940) 0 46 286 673 1,230 2,172 660
(9) Total Mexican workers in U.S. labor force 0 296 906 1,036 2,345 4,590 5,696
(10) Total labor force in United States of

Mexican origin 335 571 1,308 2,063 3,498 8,742 14,008
Percent shares 1940 1950 1960 1970 1980 1990 2000

Mexicans working in United States as share of 0.0 3.6 8.9 7.2 10.6 14.8 14
Mexican labor force

Mexicans working in United States as share of 0.0 0.5 1.3 1.2 2.2 3.6 4.1
U.S. labor force

Total labor force in United States of Mexican 0.8 0.9 1.8 2.4 3.2 6.9 10
origin as share of U.S. labor force

Source: “Comprehensive Migration Policy Reform in North America: The Key to Sustainable and Equitable Economic Integration,” unpublished
working paper by Raul Hinojosa Ojeda, UCLA NAID Center, August 2001.

Notes: U.S. Mexican labor force totals for 1940, 1950, 1970, 1980, and 1980 are from the census data on economically active population (including
unemployed). The 1960 census figure was adjusted to correct for over-counting of rural workers. The estimates in row (6) are based on the number of
legal temporary workers, including braceros from 1942 to 1964, and data from the INS. Estimates in row (7) are of undocumented workers during the
previous five-year period (one quarter of undocumented immigrants deported reduced by one-fourth for non-participants in the work force) and are
adjusted by estimates published by the INS. Year 2000 Data is based on 1996 numbers. Row (8) is based on the INS Yearbook of Immigration Statistics,
with demographic growth calculated along with a 0.68 labor force participation rate and a 0.05 attrition rate and is based on 1998 figures. Mexicans in
the United States refer to all legal and undocumented immigrants from Mexico who entered this country between 1940 and the present and their
progeny, regardless of place of birth. This is clearly not the same as people of Mexican origin as described in the U.S. Census and Current Population
Survey. The magnitude of the difference (about half the current total) can be explained as arising from all legal and undocumented immigrants and
their descendants who came before 1940.
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an illegal alien but not to employ one (Lin 2001). This gap in the law en-
dured for three decades, during which illegal immigration from Mexico con-
tinued to grow.

The United States attempted to stem the flow of illegal aliens by enacting
the Immigration Reform Control Act (IRCA) of 1986, which introduced laws
and penalties against employers for hiring illegal aliens, and by increasing
border enforcement. However, enforcement of the IRCA has been largely
left to employers, who have tended not to enforce it. Moreover, employers
are not required to verify the authenticity of the identification used by the
employees, which has led to a booming business in fake identification on the
Mexican side of the border (Cornelius 2003). The government’s enforce-
ment budget has been focused on the border instead. Between 1978 and 1999,
the number of U.S. border patrol agents increased fourfold (Orrenius 2001).
Between 1985 and 1999, the time spent patrolling the border increased from
1.9 million hours to 8.6 million (Orrenius 2001). These increased border
resources have diverted the crossing of illegal aliens to more remote and
inhospitable areas of the border, thereby increasing the number of Mexican
migrants who die on the journey, and have created a flourishing people-
smuggling industry. However, they have not succeeded in stopping the flow
of illegal immigrants from Mexico. Moreover, illegal immigrants represent
only about 0.5 percent of total Mexico-U.S. border crossings (Orrenius 2001).
In a time when border resources are being reorganized to face the threat of
international terrorist attacks, one has to question the deployment of so many
agents to catch illegal immigrants, particularly when it coincides with a lack
of enforcement in the labor market.

An unintended side effect of U.S. immigration policies vis-à-vis Mexico
has been to create a conflict between immigration and labor laws. In Hoffman
Plastic Compounds Inc. v. National Labor Relations Board (535 U.S.S.C. 1
[2002]), the U.S. Supreme Court divided 5 : 4 over the issue of whether the
National Labor Relations Board (NLRB) was correct in awarding back pay
to José Castro, an illegal immigrant from Mexico who was fired for partici-
pating in the organization of a union. Castro violated the IRCA by using
false documents to obtain employment with Hoffman. Hoffman violated the
National Labor Relations Act by firing Castro and three other employees in
order to get rid of known union supporters. The NLRB awarded Castro back
pay of $66,951, plus interest, for the three-and-a-half years between the time
he was fired and the time Hoffman learned of his undocumented status.

The Supreme Court majority held that the NLRB was wrong to award
back pay to an illegal alien because the award ran counter to federal immi-
gration policy, would condone prior violations of immigration laws, and would
encourage future violations. The NLRB’s order that the employer stop vio-
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lating the labor law and post a notice detailing employees’ rights and its prior
unfair practices was sufficient to deter future violations. The minority ar-
gued that, on the contrary, the award would deter unlawful activity that both
labor laws and immigration laws seek to prevent. Back pay awards not only
compensate the victim of a labor violation, but also discourage employers
from violating labor laws. In the absence of back pay awards, employers
could conclude that they may violate the labor laws at least once with impu-
nity, thereby lowering the cost of an initial labor law violation against illegal
aliens. This increases the employer’s incentive to find and hire illegal aliens
as employees, running counter to the basic objective of the immigration law.
The Supreme Court minority noted further that the attorney general, whose
department administers the immigration laws, supported the NLRB’s order.
Moreover, those in Congress who wrote the immigration law stated that the
IRCA did not take away any of the NLRB’s remedial authority, citing H.R.
Rep. No. 99–682 at 58 that the IRCA does not “undermine or diminish in
any way labor protections in existing law, or…limit the powers of federal or
state labor relations boards…to remedy unfair practices committed against
undocumented employees.”

In this case, it is understandable that the majority would not want to be
seen to be rewarding illegal activity. However, the minority’s reasoning is
more persuasive, given the impact of the decision on both immigration policy
and the enforcement of labor laws. The result of the decision is that the NLRB
has been left without an adequate remedy to deter employer violations and
undocumented workers are more vulnerable than ever. Congress will now
have to amend the legislation granting remedial powers to the NLRB, either
to overturn the Supreme Court decision or to add the possibility of employer
fines that do not end up in the hands of illegal aliens.

Employers responded rapidly to the ruling. Within a few weeks of the
court’s decision, there were reports from across the United States of employ-
ers relying on the ruling to avoid paying minimum wage and workers’ com-
pensation awards and to discourage workers from filing complaints, including
sexual harassment complaints. The ruling has led many illegal immigrants to
believe that they have lost all protections under federal and state labor laws,
which has discouraged them from filing complaints and participating in union
activities (Cleeland 2002).

The Law’s on My Side: U.S. Nonimmigrant Visas

The immigration laws of the NAFTA countries all have rules in place to
allow citizens of any country to become permanent residents and citizens.
These laws operate independently from programs for temporary entry for
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unskilled and highly skilled workers. In general, these immigration laws pro-
mote the entry of well-educated people whose skills are in demand and in-
vestors who bring capital to the country. They also facilitate immigration on
more humanitarian grounds, with classes of immigrants such as refugees or
family members. The temporary entry programs for workers supplement the
more general immigration programs, where there is demand for specific kinds
of workers.

The U.S. H1B visa program is a good example of a temporary entry pro-
gram. Under this program, the United States issues six-year visas (renewable
after three years) to foreign-born workers with college degrees and special
skills. H1B classification applies to persons in a specialty occupation, which
requires the theoretical and practical application of a body of highly special-
ized knowledge requiring completion of a specific course of higher educa-
tion. This classification requires labor certification issued by the secretary of
labor (www.applicationsforms.com/temporar.htm). The program is prima-
rily aimed at high-tech workers, but includes other professionals such as
architects, engineers, and university professors. Congress passed a bill on
October 3, 2000, to increase the number from 115,000 to 195,000 visas per
year. Nearly 50 percent of the visas go to workers from India, with China in
second place (Alvarez 2000).

As of November 2001, the INS had approved 163,200 H1B guest worker
petitions against the fiscal year 2001 limit of 195,000. Approximately 29,000
petitions were still pending, which would bring the total number of requested
H1B visas to 192,000. An additional 30,000 H1B visa applications pending
from fiscal year 2000 were processed in 2001 under a special exemption. A
further 135,000 H1B visas were granted under an open exemption provided
to research and academic institutions, bringing the total to over 300,000 (Eye
on Washington 2001).

A separate category of nonimmigrant visas is used for unskilled workers.
The H2A visa applies to temporary or seasonal agricultural workers and has
no numerical limit. The H2A program establishes minimum labor standards,
including minimum wage standards, contract terms, and reimbursement for
travel expenses. (For details of the H2A program and other United States
laws that apply to the workers, see Commission for Labor Cooperation 2000.)

H2B classification applies to temporary or seasonal nonagricultural workers
(66,000). This classification requires a temporary labor certification issued
by the secretary of labor. In fiscal year 1999, the INS issued only 32,372
H2A visas (26,069 to Mexicans) and 35,815 H2B visas (18,927 to Mexi-
cans), far short of the limits (INS, Table 38, FY 1999). In the year 2000, the
United States processed 2,252,594 nonimmigrant visa applications in Mexico,
an increase of 37 percent from the year 1999, when 1,635,309 applications
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were processed (United States Embassy in Mexico). These figures indicate
that both illegal migrants from Mexico and their U.S. employers find the
legal requirements for these visas too onerous. Another reason they are not
used is that many Mexican migrants work in service industries (such as con-
struction) in which they are needed year-round, making seasonal visas inap-
propriate for these migrants (Cornelius 2003).

In order to be considered as a nonimmigrant, the applicant’s prospective
employer or agent must file a “Petition for Nonimmigrant Worker” with the
INS. Once approved, the employer or agent is sent a notice of approval. The
approval of a petition does not guarantee visa issuance to an applicant found
to be ineligible under provisions of the U.S. Immigration and Nationality
Act. Each applicant for a temporary worker visa must pay a nonrefundable
application fee and submit an application form, together with a passport valid
for travel to the United States for at least six months beyond the applicant’s
intended period of stay in the United States, one photograph, and a notice of
approval. With the exception of the H1 and L1 visas, applicants may also
need to show proof of binding ties to a residence outside the United States
that they have no intention of abandoning. The INS determines the period
that the holder of a temporary work visa is authorized to remain in the United
States. At the port of entry, an INS official validates a “Record of Arrival-
Departure” form, which notes the length of stay permitted. Those temporary
workers who wish to stay beyond the time indicated on this form must con-
tact the INS to request an “Application to Extend Status” form. The INS then
decides whether to grant or deny the request for extension of stay. The spouse
and unmarried, minor children of an applicant may also be classified as
nonimmigrants in order to accompany or join the principal applicant. A per-
son who has received a visa as the spouse or child of a temporary worker
may not accept employment in the United States. The principal applicant
must be able to show that he or she will be able to support the family in the
United States (www.applicationsforms.com/temporar.htm).

The combined effect of employer demand, lack of enforcement of laws
against employers who hire illegal immigrants, and onerous visa requirements
is that an estimated 300,000 Mexicans annually enter the United States labor
force without visas while quotas for legal entry go unfilled. U.S. agricultural
subsidies further exacerbate the problem by increasing demand for workers in
the United States and increasing the supply of workers from Mexico.

Security Blankets: Labor Mobility and Social Security

The bracero program has left an unexpected legacy. For every worker, some
10 percent of wages were taken away for social security. What happened to
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the money? Some of the deductions had been deposited in the San Fran-
cisco–based Wells Fargo bank and then transferred to the Banco Agricola in
Mexico. In 1949, the year the deductions ended, the Banco Agricola was
reorganized as the Banrural. Banrural officials have denied the braceros and
their survivors (about a third have died) access to its archives under the Mexi-
can banking secrecy laws. There are claims that moneys were diverted by
the Banco Agricola from individual disbursements into an “agrarian infra-
structure fund.” A number of bracero workers have sued in the United States
in a national class action suit in a federal court.

A class action suit was filed in March 2001 in the San Francisco U.S.
district court, seeking repayment of money deducted from the braceros’ pay-
checks. The suit charged the governments of the United States and Mexico,
along with Wells Fargo Bank, Mexican Central Bank (Banco de Mexico),
and Banrural among others, with breach of contract, breach of trust/fidu-
ciary duty, and unjust enrichment. The lawsuit sought an accounting of the
missing funds, repayment of those funds with interest, and attorneys’ fees
and damages.

On January 15, 2002, the defendants presented motions to dismiss the
case. The Mexican government and banks argued that they are immune from
suit in the United States because they are a foreign sovereign (in the case of
the government) or owned by a foreign sovereign (in the case of the banks).
The Mexican defendants also argued that the court did not have jurisdiction
over Banrural or the Patronato del Ahorro Nacional (two of the three banks
sued) because they do not engage in any business in the United States. In
addition, the Mexican defendants argued that the court should not exercise
jurisdiction, but rather should defer to the commission created by the Mexi-
can Camara de Diputados (lower house of the federal congress) which is
investigating the disposition of the bracero fund. Finally, the Mexican defen-
dants argued that the case was barred by the applicable statute of limitations
and that, in any event, the complaint failed to state a valid claim against
Mexico or its banks for recovery of funds.

The United States argued that the applicable statute of limitations for claims
against the federal government is six years and that this statute started to run
in the 1940s because the plaintiffs were aware of the savings fund deduc-
tions and the steps necessary to recover those funds. The United States also
argued that the only claim to which it is subject is one for a breach of the
individual contracts between the United States and the workers, and that
there is not recognized legal claim against the United States for breach of
trust or fiduciary duty. Like the Mexican defendants, the United States ar-
gued that it is immune from suit, but for a different reason. It claimed that
compliance with the six-year statute of limitations is a prerequisite to main-
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taining an action, and that the failure to file a suit within the six years meant
that the court had no jurisdiction over the case. Normally, a failure to comply
with the statute of limitations is a question of fact. Whether or not the plain-
tiff did so, or was excused from doing so, does not take jurisdiction away
from the court, which can hear and decide the limitations issue along with
other issues in the case. Like the other defendants, the United States argued
that the complaint failed to state a valid legal claim against it.

Wells Fargo Bank likewise raised the statute of limitations as a defense
and argued that none of the claims against it were legally valid. In particular,
Wells Fargo emphasized that it had not direct relationship with the braceros
(even though 10 percent of their salaries were deposited with Wells Fargo,
apparently pursuant to some type of trust agreement) and that it therefore
could not owe a duty to the braceros.

On August 28, 2002, the federal court in San Francisco sided with the two
governments and the banks to dismiss the case. Federal judge Charles Breyer
wrote that he did “not doubt that many braceros never received savings fund
withholdings to which they were entitled. The court is sympathetic to the
braceros’ situation.” But he concluded that the braceros were not entitled to
any relief from the Mexican or American governments or from Wells Fargo
in a United States court of law.

The difficulties faced by the braceros in collecting their money underline
the need for effective social security arrangements to accompany reforms to
temporary workers programs. The case has received a great deal of publicity
and may cause temporary workers to distrust formal guest worker programs
(and thus choose the illegal route) unless payroll deduction schemes are de-
signed to avoid the problems of the past.

White-Collar Windows: NAFTA Visas in the United States

In addition to the U.S. nonimmigrant visa program, citizens of Mexico and
Canada can apply for temporary entry visas under NAFTA. Generally speak-
ing, NAFTA provisions oblige member countries to grant temporary entry
visas to individuals whose activities form an integral part of trade in goods,
trade in services, and foreign investment. Since NAFTA liberalizes trade in
services, the agreement contains provisions to facilitate the movement of the
service provider across borders. However, the cross-border movement of
people is limited to temporary entry for white-collar workers (NAFTA Ar-
ticle 1201[3]). In addition, the NAFTA members are entitled to impose quan-
titative restrictions on the provision of services, with notice to other parties
(NAFTA Article 1207 [3]).

Licensing and certification of service providers are often governed by
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independent professional organizations. For example, in Canada, member-
ship in provincial bars is governed by independent law societies that deter-
mine who is qualified to practice law in their jurisdiction. Other self-governing
professions, such as medicine and architecture, have similar independent
licensing powers. Thus, in many cases the government has delegated the
power to determine whether professionals from other countries are qualified
to practice, whether through temporary or permanent licenses. For this rea-
son, NAFTA only requires that governments “shall endeavor” to have self-
governing professions follow certain principles in licensing and certification
procedures. The endeavor is clearly nonobligatory. Those principles include
transparent procedures, the least-trade-restrictive means to ensure quality,
and the exhortation to not use disguised trade restrictions in setting require-
ments. (See Gal-Or [1998] regarding mutual recognition of professional quali-
fication issues. McIlroy [1996] argued that it should be first based on
experience and then on formal qualifications. Summers and Treacy [2002]
analyze a particular profession, accounting.)

Temporary entry visas for businesspersons are covered in NAFTA Chap-
ter 16. NAFTA requires the member governments to grant temporary entry
to businesspersons (NAFTA Article 1603 [1]). “Businessperson” is defined
as a citizen engaged in trade in goods, provision of services, or the conduct
of investment activities. “Temporary entry” is defined as entry without in-
tent to establish a permanent residence (NAFTA Article 1603 [8]). The prin-
ciples that govern temporary entry are reciprocity, transparency, border
security, and the protection of domestic labor and employment (NAFTA Ar-
ticle 1601). Annex 1603 contains detailed rules regarding the nature of ac-
tivities and the type of documentation required to qualify for temporary entry
visas under four categories: business visitors; traders and investors; intrac-
ompany transferees; and professionals. NAFTA (Appendix 1603.D.1) sets
out the credentials needed to qualify as a professional, covering professions
from accountant to zoologist.

Business visitors are defined as individuals whose place of business is
outside the territory for which the visa is granted and who are not seeking to
enter the local labor market. NAFTA (Appendix 1603.A.1) lists authorized
activities in which they may engage. Traders are individuals who are en-
gaged in trade between their home country and the country of destination.
Investors are granted visas to establish, administer, or service a “substantial”
investment. Visas for intracompany transferees are granted to managerial
personnel, executives, or employees with specialized knowledge. In grant-
ing this type of visa, immigration authorities may require that the individual
have a minimum of one year with company in the prior three years. There
are no quotas that limit the number of visas available under these categories,
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which reflects the central purpose of NAFTA visas—to facilitate trade and
investment activities in the NAFTA region.

U.S. requirements for NAFTA visas, known as the TN visa in the United
States, are different for Canadians and Mexicans. The United States imposed
no limit on NAFTA visas for Canadians. However, the United States placed
a limit of 5,500 visas per year for Mexican professionals. This limit is due to
be phased out January 1, 2004 (NAFTA Annex 1603, Appendix 1603.D.4).
The extensive list of professions that are covered means that a large number
of Mexicans will soon qualify for temporary entry visas.

In addition to the numerical limit, Mexicans face more onerous require-
ments than Canadians to obtain the visa. Mexicans require a nonimmigrant
visa, prior petition by employer, and Department of Labor certification, in
addition to proof of Mexican citizenship and professional engagement in
one of the listed occupations. Nonimmigrant visas are required of spouses
and minor children who possess Mexican citizenship. Canadians require no
nonimmigrant visa, no prior petition, no labor certification, nor prior ap-
proval, but must present appropriate documentation to the inspecting officer
at the border establishing Canadian citizenship and professional engagement
in one of the listed occupations. For Canadians, nonimmigrant visas are not
required of spouses and minor children who possess Canadian citizenship
(see North American Free-Trade Agreement Implementation Act).

With respect to professional engagement, the applicant needs an offer of
employment from the U.S. employer. The applicant must also provide a copy
of a college degree and employment records that establish qualification for
the prospective job and a fee of U.S.$50.00 (see http://travel.state.gov/
tn_visas.html). Both Canadians and Mexicans must have a letter offering
employment in the United States. (For a sample letter, see www.stanford.edu/
dept/icenter/visas/student/scholarvisas/TN/letter.html.)

In contrast to the differential treatment of the U.S. NAFTA visa require-
ments, Canada and Mexico apply the same requirements to professionals
regardless of the NAFTA country in which they hold citizenship. Table 3.8
compares the requirements for professional visas across the three countries.

Because the NAFTA visa requirements for Canadian professionals are so
simple compared to other types of U.S. visas, Canadian professionals (and
their U.S. employers) now use the NAFTA visa more than any other U.S.
nonimmigrant visa. Of a total 109,314 Canadians admitted under fifteen non-
immigrant visa categories in fiscal year 1999, 67,076 used the TN visa (INS,
Table 38, FY 1999). Moreover, it appears that significantly more Canadians
are using temporary work visas than permanent visas in the United States. In
a survey of 1995 university graduates who moved to the United States, 90
percent entered with a temporary visa, of whom 72 percent used a TN visa.
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Table 3.8

Requirements for Nonimmigrant Professional Visas (NAFTA)

Canada to Mexico
Requirement U.S. to U.S. Canada Mexico

Proof of citizenship Yes Yes Yes Yes
Letter offering employment or contract  for services Yes Yes Yes Yes
Proof of professional engagement in listed occupations Yes Yes Yes Yes
Nonimmigrant visa No Yes No No
Prior petition by the employer No Yes No No
Labor certification (U.S.) No Yes No No
Job Validation (Canada)
Can apply at the border Yes No Yes No
Must apply at consulate or embassy No Yes No Yes
Limited number of visas annually No 5500 No No
Duration 1 year 1 year 1 year 1 year
Renewals No limit No limit No limit 4 times
NAFTA visas granted (2000) 89,220 2,059      —     —

Sources: National Institute of Migration of the Ministry of the Interior (Mexico), Mexican Embassy in Canada, Citizenship and Immigration
Canada, U.S. Immigration and Naturalization Service.

Notes: (1) Temporary entry means the individual has no intention to stay permanently. (2) In addition to NAFTA visa requirements, indi-
viduals must meet general entry requirements under the immigration regulations of each country, such as those relating to health, safety and
national security. (3) Proof of citizenship means a passport for Mexicans. Canadians and Americans may use alternative proof in the form of a
certificate of citizenship or a birth certificate together with official photo identification, such as a driver’s license. (4) For occupations that
require a professional license, certification, accreditation or registration issued by a self-governing professional body (e.g., medicine or ac-
counting), the individual must comply with the requirements. Some occupations do not impose such requirements (e.g., university professor).
(5) Canada imposes no set time limit on the duration of stay for professionals, but requires employment authorization that has a maximum
duration of one year. (6) Canadian requirements are the same for Mexican and U.S. citizens. U.S. requirements are different for Canadians and
Mexicans. Mexican requirements are the same for Canadian and U.S. citizens. (7) Canada and the United States have a separate category for
NAFTA visas and NAFTA citizens may opt for non-NAFTA visas. Mexico uses the FM3 visa for both NAFTA and non-NAFTA citizens. (8)
The U.S. annual limit of 5500 professional visas for Mexico is due to end January 1, 2004.
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Of those who entered with a TN visa in 1995, only 22 percent had returned to
Canada by 1999, adding to Canadian concerns about a brain drain to the
United States (Human Resources Development Canada 1999).

TN authorization is valid for a maximum of one year, but can be extended
indefinitely as long as the applicant maintains nonimmigrant intent. This
means that Canadian professionals can renew their TN visa annually and
remain indefinitely in the United States (see Nadeau et al. 2000), effectively
integrating this sector of the U.S.–Canadian labor market. As of 2000, no
renewal had been refused except when a TN renewal and a green card were
applied for simultaneously, since applying for permanent residence negates
the necessary nonimmigrant intent (“International Recruitment” 2000).

In fiscal year 1999, the United States admitted 68,354 nonimmigrant work-
ers under the TN visa from Canada (67,076) and Mexico (1,278) (INS, Table
38, FY 1999) (see Table 3.9). In fiscal year 2000, the number granted to
Canadians rose to 89,220 while those granted to Mexicans rose only to 2,059
(see Table 3.10). These numbers indicate that the additional requirements
imposed on Mexicans restrict access to TN visas more than the numerical
limit of 5,500 visas per year. As long as those requirements remain in place,
the removal of the limit in 2004 is unlikely to result in a large increase in the
number of Mexicans being granted TN visas.

Of the requirements imposed on Mexicans, labor certification is the most
onerous barrier, as it requires proof that U.S. workers will not be adversely
affected. Labor certification is issued by the secretary of labor. It consists of
attestations by U.S. employers as to the numbers of U.S. workers available
to undertake the employment sought by an applicant and the effect of the
applicant’s employment on the wages and working conditions of U.S. work-
ers similarly employed. Determination of labor availability in the United
States is made at the time of a visa application and at the location where the
applicant wishes to work (www.ins.usdoj.gov/graphics/glossary2.htm).

Why are so few Mexicans taking advantage of the NAFTA visa? One
possible explanation is that qualifications for Mexican differ significantly
from the qualifications of their peers in Canada and the United States. An-
other reason may be the relative lack of mutual recognition or certification
procedures for Mexican professionals in the United States compared to Ca-
nadian professionals. For example, the United States has had an equivalency
exam for Canadian chartered public accountants in place for some time, but
only recently began to implement a similar mechanism for Mexicans. With
respect to the legal profession, several state bars accept Canadian law de-
grees as equivalent to law degrees from schools approved by the American
Bar Association (ABA), so that Canadian graduates need only write the state
bar exams to be licensed to practice law. For example, common law gradu-
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ates of McGill law school have their degree recognized in several states,
including California, New York, and Massachusetts.

Given Mexico’s civil law system, it would be difficult to grant the same
status to graduates of Mexican law schools. The legal systems of Canada
(except Quebec) and the United States (except Louisiana) are both based on
common law, the legal system they inherited from England. Mexico’s legal
system is based on civil law, the system inherited from Spain. It is thus closer
to the legal systems of Quebec and Louisiana, which are based on the civil
law system they inherited from France.

However, accounting and law are only two of almost seventy professions
listed in NAFTA as qualifying for a visa. Moreover, there is less divergence
in numbers when we compare the numbers of Mexicans and Canadians
granted other types of temporary entry visas in the United States, where they
receive equal treatment with respect to requirements (other than the general
nonimmigrant visa required of Mexicans). A more likely reason why Mexi-
cans use the HIB visa rather than the TN visa is that the former is valid for
three years, whereas the latter is valid for only one year. As a result, U.S.
employers prefer to use the HIB visa for Mexican professionals, because
the requirements are otherwise the same and they only have to deal with
renewal procedures after three years, rather than annually. The following
tables compares the number of U.S. temporary entry visas granted to skilled
Mexicans and Canadians in fiscal years 1999 and 2000. These numbers
indicate that when skilled Mexicans and Canadians face the same visa re-
quirements, notably the requirement for labor certification, similar num-
bers qualify for entry. The removal of the labor certification requirement
for NAFTA visas for Mexicans would likely have a much greater impact
than the removal of the 5,500 limit.

In the short term, the removal of the labor certification requirement for
Mexicans under U.S. temporary worker visa programs and NAFTA would
be an important first step to legalizing the status of a large percentage of
Mexican migrants. The quotas could be adjusted over time, as circumstances
require. Flows of illegal immigrants from Mexico to the United States have
not diminished, despite stricter immigration laws and increased border en-
forcement. Making existing visa programs user-friendly would increase the
number of Mexican workers who opt for the legal route.

The European system of labor mobility, open borders, and harmonized
security measures on external borders provides a model for the NAFTA coun-
tries to consider emulating. Existing U.S. policies regarding illegal immigra-
tion have failed to stop large numbers of illegal immigrants from crossing
the border. However, they divert resources that could be used to focus border
enforcement on people who pose a threat to national security. The legaliza-
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tion of Mexican migration would allow the border patrol to focus on security
threats and allow the INS to focus on resident aliens who may be security
threats. It would thus reduce the cost of enhancing security.

Rising Dough: Business Implications of Labor Mobility

Legalized labor mobility between Mexico and the United States, or among
all three NAFTA countries, probably will cause labor costs in Mexico to rise.
However, it is unlikely that the productivity of Mexican workers will rise as
quickly as labor costs under these circumstances. Indeed, the salaries of work-
ers have risen faster than productivity in Mexico’s manufacturing sector in
recent years. As a result, other low-wage countries have an increasingly sig-
nificant labor-cost advantage over Mexico. North American firms that rely on
low-cost labor for competitive advantage will lose their competitiveness.

Table 3.9

Temporary Entry Visas Granted to Skilled Canadian and Mexican
Workers, 1999

Source H1A H1B H3 J1 L1 O1 P1 TN

Canada 26 10,235 95 5,470 13,603 885 2,508 67,076
Mexico 75 12,257 574 5,538 11,387 398 8,373 1,278

Source: INS, Nonimmigrants admitted as temporary workers, exchange visitors and
intra-company transferees by region and country of citizenship, Fiscal Years 1999 and 2000.

Note: H1A: Registered nurses; H1B: Workers with specialty occupations; H3: Indus-
trial trainees; J1: Exchange visitors; L1: Intracompany transferees; O1: Workers with
extraordinary ability or achievement; P1: Internationally recognized athletes or entertain-
ers; TN: NAFTA workers.

Table 3.10

Temporary Entry Visas Granted to Skilled Canadian and Mexican Work-
ers, 2000

Source H1A H1B H3 J1 L1 O1 P1 TN

Canada 17 12,929 86 6,322 19,221 1,195 2,533 89,220
Mexico 130 13,507 307 6,295 14,516 542 9,977 2,059

Source: INS, Nonimmigrants admitted as temporary workers, exchange visitors and
intra-company transferees by region and country of citizenship, Fiscal Years 1999 and 2000.

Note: H1A: Registered nurses; H1B: Workers with specialty occupations; H3: Indus-
trial trainees; J1: Exchange visitors; L1: Intracompany transferees; O1: Workers with
extraordinary ability or achievement; P1: Internationally recognized athletes or entertain-
ers; TN: NAFTA workers.
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Already, some firms are moving their Mexican maquiladora manufactur-
ing operations to Asia. For example, the Japanese company Canon has an-
nounced that it is shifting production of ink jet printer cartridges from Mexico
to Thailand and Vietnam, a move that the company expects to reduce costs
by 20 percent. According to the Mexican Center for Economic Analysis and
Projections, the number of maquiladoras in Mexico declined 4 percent in
2001. Of these, 60 percent moved to Asia and 40 percent closed due to the
North American recession. Between 1980 and 2000, employment in the
maquiladoras grew constantly, but it then began to decline. This was due in
part to a strong peso, but can also be explained by Mexican wage rates in-
creasing faster than inflation and the rising tax burden in Mexico for firms,
on top of an economic slowdown in the United States.

This trend is likely to be exacerbated by further trade barrier reductions
under the GATT and other trade agreements, particularly with China as a
member of the World Trade Organization. Labor mobility in NAFTA would
benefit Mexican workers by giving them the one advantage other develop-
ing country workers would not have—free access to the North American
labor market. This would benefit both Mexican workers and North Ameri-
can firms, by giving the latter an edge over Japanese and European firms that
might have less access to workers to fill their own shortages. However, it
would be detrimental to labor-intensive industries in Mexico.

The theory of comparative advantage favors Mexico’s exploitation of its
relatively cheap and plentiful labor to compete in the global marketplace. How-
ever, more recent research on the sources of competitive advantage suggests
that sustained economic success depends on a more sophisticated approach to
global competition. Reliance on cheap labor will not benefit Mexican business
in the long run. To quote Peter Drucker, “It is no longer possible to base a
business or a country’s economic development on cheap labor…. Low labor
costs no longer offset low labor productivity” (Drucker 1999, 61). Indeed, the
salaries of workers have risen faster than productivity in Mexico’s manufac-
turing sector. Mexico-based firms will increasingly have to compete with firms
based in Canada and United States for labor if the free movement of labor is
adopted in the NAFTA countries. Firms in Mexico already compete for knowl-
edge workers with the United States and Canada. While the perception in both
Mexico and Canada is that there is a brain drain that flows to the United States,
movement of professionals between the three countries flows in all directions.
Moreover, competition for talented workers has become global.

Demographic changes will intensify competition for knowledge workers
long before they have an impact on semiskilled and unskilled workers. As
baby boomers in Canada and the United States begin to retire over the next
twenty-five years, there will be shortages first in professions such as pri-
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mary, secondary, and postsecondary teaching. These demographic changes
represent both an opportunity and a challenge for Mexican firms. Education
and training programs in Mexico’s public and private education systems,
together with the human resource development policies of Mexican firms,
will have a major impact on the kinds of jobs and business ventures in which
Mexico will be competitive. In a 2000 OECD study of students in thirty-two
countries, Mexican students ranked second-to-last in reading comprehen-
sion, mathematics, and science. The preparation that Mexico’s youth receives
over the next generation will determine the level of income of the nation.

Economic, demographic, geographic, and business conditions put Mexico
in a position to take advantage of a real opportunity. If Mexico chooses to
rely on cheap, unskilled labor to sustain its competitive advantage, it will
have chosen the dead end. Other nations will have lower wages that will
make any advantage unsustainable, and a cheap-labor approach will only
further impoverish Mexico relative to other nations. Mexico will benefit more
from North American labor mobility if the laborers it provides have the skills
to demand higher wages. Mexican firms will be more globally competitive if
they adopt business strategies to compensate for rising labor costs.

The achievement of greater labor mobility would dramatically change the
makeup of North American labor markets. It is likely to have a particularly
strong impact on firms in Mexico, be they foreign or domestic, who rely on
cheap labor to remain competitive. However, the availability of Mexican
labor will also affect the competitive strategies of firms in Canada and the
United States. The demographic clouds on the horizon suggest that Anglo-
American firms will either have Mexico’s labor come to them or they will
have to go to Mexico, or elsewhere. It would be beneficial to all three coun-
tries to move toward greater labor mobility in the region. It will be necessary
for firms to take these trends into account in the development of their com-
petitive strategies.

Conclusion

Illegal immigration from Mexico needs to be resolved. The U.S. and Mexican
economies both benefit from Mexican migration. However, the illegal nature
of this flow of people promotes more illegal activities, such as people smug-
gling and the abuse of undocumented workers’ rights. In the long run, demo-
graphic and economic trends should reduce the wage gap between the United
States and Mexico and facilitate the legalization of Mexican labor migration.

However, border issues related to the mobility of people will probably not
be addressed on a trilateral basis between the members of NAFTA. Most
border issues have not been addressed on a trilateral basis in the past, primarily
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due to the dramatic differences in standards of living. Controls at the Canada–
United States border tend to be aimed at maintaining security, preventing ille-
gal immigration from other countries, and seizing contraband that might be
smuggled in either direction. Due to the similarities in wages and standards of
living in Canada and the United States, in the short term labor mobility across
the Canada–United States border would be more feasible politically and eco-
nomically than it is across the Mexico–United States border.

Nevertheless, existing agreements and future negotiations on labor mo-
bility in the NAFTA region appear to be moving Canada, Mexico, and the
United States toward increasingly free movement of labor in the region.
Demographic trends in the three countries and the needs of firms in the re-
gion will greatly contribute to the realization of this goal. Ultimately, it is
likely that there will be freer movement of labor, possibly following the Eu-
ropean model.

In the short term, however, security concerns may perpetuate the existing
asymmetries in the bilateral border relationships in North America with re-
spect to the movement of people. National security takes precedence over
trade under the trade agreements that apply and is perhaps the broadest ex-
ception contained in those agreements. Despite recent advances in the rela-
tionship between Mexico and the United States, the Canadian border remains
more open to the movement of people than the Mexican border and can be
policed with fewer personnel. However, the tighter security on the Mexican
border remains insufficient to stop the passage of 300,000 illegal migrants
each year, making it a less than optimal solution over the long term.

Flows of illegal immigrants from Mexico to the United States have not
diminished, despite stricter immigration laws and increased border enforce-
ment. Despite the economic integration occurring under NAFTA, there is as
yet no clear sign of convergence with respect to wages. On the contrary, the
wage gap between the United States and Mexico has increased. The wage
gap points to continuing flows of illegal immigrants, despite the increasingly
dangerous nature of the journey and despite the recent dilution of labor rights
for illegal immigrants in the United States. The illegal status of Mexican
migrants has created incentives for further illegal activities on both sides of
the border—the violation of labor laws on the U.S. side and the expansion of
immigrant smuggling rings on the Mexican side.

Despite the apparent availability of temporary work visas under U.S. im-
migration programs and NAFTA, and over 2 million applications from Mexi-
can citizens, U.S. immigration quotas are far from filled, due to restrictive
labor certification requirements for Mexicans. The end of the bracero pro-
gram in the 1960s sparked the beginning of the illegal immigration problem.
The experience of the European Union with respect to the southern European
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countries suggests that legalized migration programs, combined with eco-
nomic integration and vocational training programs, helped to narrow wage
gaps between the north and the south and do away with the problem of ille-
gal migration among member countries. It bears repeating that the 1.5 per-
cent of European citizens who work legally in other member countries is
roughly equivalent to the 1.3 percent of the U.S. population that is made up
of Canadians and (mostly) Mexicans working illegally in the United States.

Reforms are necessary. In the short term, the removal of the labor certifi-
cation requirement for Mexicans under U.S. temporary worker visa programs
and NAFTA would be an important first step to legalizing the status of a
large percentage of Mexican migrants. The quotas could be adjusted over
time, as circumstances require. In addition, the NAFTA countries should
consider funding vocational training programs to raise the skill levels of
Mexicans and unskilled laborers in Canada and the United States, possibly
following the European Social Fund model. This would benefit the competi-
tiveness of both the United States and Mexico, and, to a lesser degree, Canada.
However, the full integration of North American labor markets along Euro-
pean Union lines would require a significant reduction in the wage gap be-
tween Mexico and the United States, making it a long-term goal rather than
a short-term possibility.

Appendix 3.1
Kissing Cousins: Policing the 49th Parallel

In Hollywood movies, characters fleeing American justice usually head for Mexico
or Canada. The ones that head to Canada are often portrayed as misunderstood rather
than real bad guys. In the age of international terrorism, however, the perception is
that there may be “foreign” bad guys sneaking across the border into the United States
under the noses of the unsuspecting Canadians. At the same time, legend has it that
the Mounties always get their man. Here, we take a look at these two aspects of
people movement between the United States and the Great White North.

Heading North: Cold Comfort for Dope Smokers and Draft Dodgers

“Stems and seeds, stems and seeds, they sure don’t deliver the kick
that this old boy needs.”

—Jesse Winchester, Canadian singer and songwriter, American draft dodger

An estimated 125,000 Americans moved to Canada between 1964 and 1977, many of
them draft dodgers and deserters (CBC 2002). In the 1960s and 1970s, Canada became
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the haven of choice for U.S. citizens who wanted to avoid U.S. military service dur-
ing the Vietnam War. John Hagan (2001) estimates that more than 50,000 draft-age
American men and women migrated to Canada during the Vietnam War, making this
wave of emigration the largest political exodus from the United States since the Ameri-
can Revolution (when United Empire Loyalists also fled to Canada). Canadian immi-
gration officials at first resisted the influx, but later gave into pressure from church
and civil liberties groups to allow the draft dodgers to immigrate. During the same
period, the expansion of Canadian universities produced a shortage of Canadian aca-
demics, leading to the recruitment of American professors. At the start of the 1970s,
U.S. citizens constituted 21 percent of humanities professors, 20 percent of social
sciences professors, and 8 percent of science professors (CBC 2002).

A generation later, most Americans who flee to Canada and file refugee claims are
facing criminal charges in the United States A new term has been coined to describe
Americans who claim refugee status in Canada in an attempt to avoid jail terms for
marijuana possession—”drug refugees.” A small community of American drug refu-
gees has settled on British Columbia’s Sunshine Coast, where they await their immi-
gration hearings (Ko 2002).

One drug refugee, Steve Kubby, uses marijuana to treat his adrenal gland cancer
and credits marijuana with keeping the cancer at bay for twenty years. He became an
advocate for medical marijuana use in California. He was acquitted of marijuana
possession and possession for sale at a trial at which a doctor from the University of
Southern California testified that regular marijuana use kept Kubby alive. However,
he was convicted of possessing a hallucinogenic mushroom. He was sentenced to 120
days in jail (without marijuana). He fled to Canada with his wife and two daughters.
When Canada denied him permanent entry because of his drug conviction, Kubby
filed a refugee claim. He was subsequently charged in Canada for cultivating mari-
juana, and possession for the purpose of trafficking, in connection with 160 marijuana
plants found in his possession (Ko 2002; “Medical Marijuana Users Take Refuge in
Canada”).

Another California refugee, Renee Boje, was charged with conspiring to produce
marijuana for sale to Hollywood stars. Prior to her indictment, she crossed the border
and claimed refugee status. She could face ten years in prison. Boje’s refugee claim
argues that the severity of U.S. marijuana penalties violates international law and that
Boje is being persecuted for her political belief in the use of medical marijuana and
her association with like-minded people. One of the grounds on which she is chal-
lenging a U.S. extradition request is that her prosecution is based in a political fight
between the U.S. federal government and the state of California over the state’s legal-
ization of marijuana for medical use (Ko 2002; “Medical Marijuana Users Take Ref-
uge in Canada”).

U.S. killers facing the death penalty also see Canada as a safe haven, particularly
since the Supreme Court of Canada’s 2001 decision on extradition procedures in po-
tential death penalty cases. The court ruled that two Vancouver men facing murder
charges in the United States could be extradited only with guarantees that they would
not face execution. Describing capital punishment as an irrevocable horror that has
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been discredited both as a deterrent and a punishment, the court cited a series of
wrongful murder convictions in Canada and the United States as providing “tragic
testimony to the fallibility of the legal system despite its elaborate safeguards for the
protection of the innocent.”

Aiming South: A Cold-Blooded Front from Canada

“Canada is not any greater source of threat to the United States than
exists within their own border.”

—Canadian Deputy Prime Minister John Manley

Following the attacks of September 11, the U.S. media began to ask whether the
relatively open border with Canada might constitute a threat to national security. Al-
though none of the hijackers of September 11 had entered the United States from
Canada, the Canadian government found it necessary to counter the perception in the
U.S. media that lax Canadian immigration laws facilitated the use of Canada as a
staging ground for terrorist attacks on the United States. Canada’s refugee system
was placed under particular scrutiny. Table 3.11 shows the cause of U.S. concerns.

<<Table 3.6 near here>>
There are many arguments that support the view that terrorist activity in Canada

poses no greater threat than terrorist activity in the United States itself. Canada’s
highly professional police and civil service are among the best trained in the world. In
Transparency International’s annual corruption index, Canada consistently ranks bet-
ter than the United States. There is such close cooperation between U.S. and Cana-
dian agencies that the Royal Canadian Mounted Police (RCMP) is the first and only
foreign police force to be given access to the FBI’s database.

However, the majority of Canada’s employees working abroad are “locally en-
gaged staff,” which includes locally hired foreigners. The Canadian Bar Association
has suggested that the Canadian foreign service cease hiring foreign staff for deci-
sion-making positions at missions abroad in order to eliminate corruption in the pro-
cessing of visa applications. Documents obtained through Canada’s Access to
Information law revealed that an employee in Paris accepted bribes to expedite visa
applications of people who later obtained refugee status in Canada and the United
States. At Canada’s mission in Hong Kong, half of the applicants under the selected
worker program committed or were suspected of committing fraud by submitting
fake employment records and education diplomas. The Canadian embassy in Beijing
is also facing corruption allegations in the processing of visas (O’Neil 2002).

Still, the errors uncovered in Canada’s management of its refugee and immigra-
tion procedures pale in comparison to those that have occurred in the United States
itself. The United States did not only admit the September 11 hijackers, but trained
them at U.S. flight schools and even renewed the student visas of some of them six
months after their suicide attacks. That being said, coordination and information shar-
ing, both within and between Canada and the United States, have improved since
September 11. Indeed, the current location of the men listed in Table 3.11 indicates
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that international intelligence cooperation is not only necessary but also capable of
achieving the desired result.

Angry Ally: A Travel Advisory Warns Some Canadians
to Avoid the United States

“A Canadian is a Canadian for all purposes.”
—Canadian foreign affairs minister Bill Graham

On September 11, 2002, the Bush administration introduced a requirement
that anyone born in Iran, Iraq, Libya, Sudan, or Syria be photographed and
fingerprinted upon arriving in the United States—including Canadian citizens.

Table 3.11

Al Qaeda in Canada

Name Allegation Nationality Canadian link Current location

Mohamed Bin Laden Egyptian/ Refugee Toronto jail
Mahjoub agent Canadian

Ali Mohamed FBI/Al Qaeda Egyptian/U.S. Smuggling U.S. jail
double agent attempt

Essam Bin Laden Egyptian/ Refugee Egyptian jail
Marzouk supporter Canadian

Ahmed Bin Laden Egyptian/ Immigrant Unknown/
Khadr lieutenant Canadian Afghanistan?

Abdul Khadr’s son Canadian Father Captured by
Rahman Afghan forces

Omar Khadr’s son Canadian Father Arrested by
Rahman U.S. military

Abu Bin Laden Saudi Sought U.S. jail
Zubaydah lieutenant Canadian

passports

Ahmed Los Angeles Algerian/ Refugee U.S. jail
Ressam Airport bomb Canadian

plot

Fateh Terrorist support Algerian/ Immigrant French jail
Kamel network Canadian

Mohamed Singapore Al Immigrant U.S. jail
Jabarah Qaeda cell Kuwaiti/

leader Canadian

Sources: Mickelburgh 2002; Tu Than Ha and Freeze 2002.
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On September 26, 2002, Canadian citizen Mohamed Arar was arrested at
New York’s John F. Kennedy International Airport, where he was changing
planes on his way home from Tunisia to Canada. The United States deported
Arar to Syria (his birthplace), where Syrian authorities put him in jail. As a
result of these events, Canada’s Foreign Ministry issued a travel advisory
warning Canadians born in these five countries, as well as those born in
Pakistan, Saudi Arabia, or Yemen, to think twice before entering the United
States, including transit to and from third countries (Ljunggren 2002a).

The travel advisory sparked an uproar in Canada’s Parliament. Members
of Parliament were furious. One member of Parliament (MP) was particu-
larly angry. Sarkis Assadourian, a Syrian-born MP, testified to Parliament’s
foreign affairs committee that the U.S. rules made him feel like a second-
class citizen. He suggested that Canada respond by fingerprinting all Ameri-
cans with criminal records who sought entry to Canada. Moreover, he asked
rhetorically, “Why would I support U.S. policy [on Iraq] if U.S. policy does
not respect my rights as a Canadian citizen?” (Ljunggren 2002b).

On October 31, 2002, the Canadian minister of foreign affairs, Bill Gra-
ham, received a standing ovation when he announced in Parliament that the
U.S. ambassador to Canada had just assured him that Canadian citizens would
not be questioned by U.S. officials as to their country of birth (Dunfield 2002).

Appendix 3.2
Illegal in the USA

Conspiracies, Pepper Spray, and a Hollywood Script

Illegal immigration from Mexico to the United States is one of the most complex and
challenging issues in their bilateral relationship. The following account of recent news
items demonstrates that this issue continues to be not only a source of conflict, but
increasingly the subject of lawsuits brought by all of the players in the drama save the
employers of illegal workers. The employers are instead the ones targeted in many
lawsuits.

Chickens on the Run: The Tyson Foods Conspiracy

On December 19, 2001, a federal grand jury in Tennessee indicted executives and
managers of Tyson Foods, Inc., on charges of conspiring to smuggle illegal aliens to
fifteen of the company’s fifty-seven poultry processing plants. The indictment ac-
cused Tyson’s managers of tolerating the hiring of illegal aliens to meet production
goals, to cut costs, and to maximize profits. The company obtained false documents,
such as fraudulent social security cards, so the illegal immigrants could work “under
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the false pretense of being legally employable.” The company managers paid under-
cover INS agents working for Tyson to recruit illegal immigrants at the U.S.–Mexi-
can border and transport them to processing plants in Tennessee, North Carolina,
Virginia, Indiana, Missouri, and Arkansas. Tyson often paid $100 or $200 per head to
smugglers. The illegal workers were also expected to pay a fee to the smugglers.

According to James Ziglar, commissioner of the INS, the case represents the first
time the INS has taken action against such a large company. Tyson Foods, Inc., is the
largest meat producer and processor in the United States. The company could face
sanctions and large fines if found guilty; the workers could face prison terms. Some
labor organizations, such as the United Food and Commercial Workers, have been
pressing the U.S. government to take action against companies for recruiting and
hiring illegal immigrants at low wages for work in hazardous jobs instead of going
after the undocumented workers. However, federal raids on meatpacking plants upset
food companies, which have complained of disruptions. Moreover, civil rights offi-
cials accused the government of harassing Mexicans and others from Central
America. Midwestern politicians sometimes complained that disrupting work at
meatpacking plants increased the supply of livestock and thereby harmed hog and
cattle farmers, who had already been suffering from low prices for their goods
(Barboza 2001a, 2001b.)

Picking an Apple Fight: Legals versus Illegals

On September 3, 2002, the federal court of appeals in Seattle ruled that companies
that hire illegal immigrants can be sued by legal residents for damages allegedly caused
by the competition the legal residents thus confront. Juana Mendiola and Olivia
Mendoza, Mexicans working legally in the United States, allege that their employers,
Zirkle Fruit Company and Matson Fruit Company, have conspired with an employ-
ment agency in a scheme to hire illegal immigrants that depressed the wages paid to
legal immigrants in Washington’s Yakima valley. An INS investigation in 1998 and
1999 revealed that 74 percent of Matson employees were illegal immigrants, mostly
from Mexico, using fraudulent documents. The case is being brought under the Rack-
eteer Influenced and Corrupt Organizations Act (RICO), under which damages, if
proved, could be tripled. The companies say they pay all of their workers the same
wage. It remains to be seen whether the plaintiffs can prove their case in court. Even
if they do not, the publicity surrounding the case may make employers more cautious
about hiring illegal immigrants. Ironically, Mexico is the largest importer of apples
from Washington State, one of the main products produced by the fruit companies
(Fuentes and Jiménez 2002).

Rotten Eggs: The DeCoster Class Action Suit

The Mexican government has stepped in to support the rights of Mexican workers
in the United States. Mexico became party to a class action discrimination lawsuit
against DeCoster Egg Farm in Turner, Maine, for mistreatment of Mexican work-
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ers. While the government was later dropped from the suit, it spent about $100,000
on lawyers and mediators. Mexico’s President Fox later announced that he was nam-
ing a special prosecutor who would be responsible for filing more such cases in U.S.
courts in the future.

In 2001, Mexican workers in the United States sent $9 billion back to their fami-
lies in Mexico, making remittances from migrant workers Mexico’s third largest source
of foreign exchange earnings. Remittances thus help to reduce Mexico’s current ac-
count deficit, support the value of the peso, and reduce Mexico’s need to borrow
money abroad.

Paralyzed and Pepper-Sprayed: The Olvera-Carrera Case

On September 24, 2002, three San Antonio men—Carlos Reyna, Richard Henry
Gonzales, and Louis Rey Gomez—were indicted in Houston court for their roles in
beating, pepper-spraying, paralyzing, and delaying medical attention to Serafin Olvera-
Carrera, a Mexican father of five. The incidents took place on March 25, 2001. The
victim died February 24, 2002. The three men face prison terms ranging from ten to
twenty years.

But these were no ordinary thugs. All three worked for the United States Immigra-
tion and Naturalization Service. Olvera-Carrera was working illegally as a roofer in
the United States. The incidents occurred during an INS raid. The men are not charged
with murder (though Olvera-Carrera’s family think they should be). They are charged
with civil rights violations. The family has filed a civil suit.

Following the indictment, the office of Mexican president Vicente Fox issued the
following statement: “These arrests set a very important precedent, especially seeing
as how it’s so unusual that members of a federal organization are prosecuted for vio-
lating the civil rights of an illegal immigrant.”

A Hollywood Happy Ending: The Case of the Honest Dishwasher

On August 27, 2001, a bag containing $203,000 fell out of the back of an armored
truck at a bus stop in downtown Los Angeles. Ascension Franco Gonzales, a twenty-
three-year-old illegal immigrant from Mexico, was waiting for the bus when the money
fell out. He picked it up and stashed it in a plastic garbage bag. The next morning, he
arranged to meet the police in a park, where he returned the money. Police Sergeant
Rick Sanchez wanted to share the story with the media, but Franco was worried that
he would run into trouble with the U.S. immigration authorities. When the policeman
persisted, Franco relented. The story was picked up by media around the world. When
his mother saw him on the news in their hometown of Tepeapulco, she cried with joy.
“I thought it was a miracle from God, that God illuminated the path for him,” she said.

As a child watching his mother work cleaning houses, Franco had dreamed of one
day building her a house of her own to take care of. When he was twenty-one, he went
to California to earn money for his mother’s house. He found a job washing dishes in
a Chinese restaurant. He worked ten hours a day, six days a week, for $1,300 a month,
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sending $600 to $800 a month home to his mother. The armored car company gave
him a reward of $25,000, leaving him with $17,000 after taxes. He sent most of it
home to Tepeapulco, enabling his parents to raise the frame for the house he had
promised them as a boy.

Now two Hollywood screenwriters want to turn his story into a movie. David
Freeman says, “It has the power of a fable—of myth.” His colleague, Paul Mazursky,
describes it as “a profoundly moving story.” When last heard from, Franco was still
washing dishes at the Chinese restaurant. He had not yet been rounded up and de-
ported by the INS (Becerra 2002).
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Doing the Laundry

Cross-Border Capital Movements

“If you can count your money, you don’t have a billion
dollars.”

—J. Paul Getty

“Not everything that can be counted counts, and not everything
that counts can be counted.”

—Albert Einstein

Money makes the world go ‘round—so goes the saying. Cross-border capi-
tal flows are at once the lifeblood of international commerce and the life-
blood of international crime, be it drug or people smuggling, tax evasion, or
terrorism. The central issue is therefore how to strike the right balance be-
tween measures to liberalize cross-border capital flows and the restrictions
that are necessary to deal with transnational crime. In this chapter, we begin
by examining restrictions on capital flows for money laundering and terror-
ist financing. We then focus on two topics related to capital flows that affect
economic integration in the NAFTA countries—the prospects for a common
currency and flows of foreign direct investment. Finally, we look at how
remittances from Mexicans in the United States help economic development
in Mexico but may hinder the detection of illicit transfers of money across
the border.

Let It Flow: NAFTA and Barriers to Capital Flows

NAFTA has done much to break down barriers to cross-border capital flows.
NAFTA applies to “persons” of a NAFTA country, which means citizens or
permanent residents of a NAFTA member or a business organized under the
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law of a NAFTA member. Thus, as long as a company from outside the
NAFTA region is able to meet the requirements for incorporation (or other
forms of business organization) and complies with foreign investment laws,
it may become a NAFTA company. However, companies that are controlled
by investors from outside the NAFTA countries may be denied NAFTA
benefits if the enterprise has no substantial business activities in the terri-
tory of the country under whose laws it is constituted. Benefits may also be
denied if a NAFTA country does not maintain diplomatic relations with the
investor’s home country or prohibits business transactions with enterprises
from that country.

NAFTA prohibits restrictions on transfers of profits, proceeds, or pay-
ments unless the restrictions are due to the application of laws relating to
bankruptcy, securities, criminal offenses, currency transfer reporting, or en-
forcement of judgments. Governments therefore remain free to restrict trans-
fers under laws such as those relating to money laundering and those that
permit the freezing of assets in litigation and bankruptcy proceedings. Fol-
lowing the attacks, the NAFTA governments used money laundering laws to
deal with terrorist funds (see Appendix 4.1, p. 141)

NAFTA also contains a more general national security exception that ap-
plies to all of its provisions, including the treatment of foreign investors.
Because it is so broad and discretionary, this exception could be used to
restrict capital movements whenever one of the governments considers such
restrictions necessary for the protection of its essential security interests in a
time of war or other emergency in international relations.

While there have been no cases interpreting this provision under NAFTA
or the equivalent provision under the General Agreement on Tariffs and
Trade (GATT), capital restrictions placed on terrorist funds in the context
of the September 11 attacks would very likely qualify under this excep-
tion. Support for this view may be found in the preparatory work relating
to the equivalent GATT security exception. One of the drafters of the origi-
nal draft charter stated:

We gave a good deal of thought to the question of the security excep-
tion…. It is really a question of balance…. We cannot make it too tight,
because we cannot prohibit measures which are needed purely for security
reasons. On the other hand, we cannot make it so broad that, under the
guise of security, countries will put on measures which really have a com-
mercial purpose. (WTO 1995, 600)

In the case of restrictions on terrorist funds, the purpose of the measures
would clearly be related to their security interests, not a commercial purpose.



DOING  THE  LAUNDRY 109

Dirty Money: Capital Flows and Security

Canada, Mexico, and the United States are all members of the Financial Ac-
tion Task Force on Money Laundering (FATF). FATF is an intergovernmen-
tal policy-making body created in 1989 by the G-7 summit in Paris. It has
created a list of forty recommendations that provide a framework for policy
implementation in member and nonmember countries (FATF, “More About
the FATF and Its Work,” May 30, 2002). There are currently thirty-one mem-
bers, listed in Table 4.1, and several international organizations with ob-
server status, listed in Table 4.2. Since 2000, FATF has published lists of
countries that are not cooperative in fighting money laundering. FATF mem-
bers request their financial institutions to scrutinize business transactions
with individuals, companies, and financial institutions from listed countries.
Table 4.3 lists those countries.

Following the terrorist attacks of September 11, FATF held an extraordi-
nary plenary meeting on the financing of terrorism in Washington in October
2001. FATF agreed to expand its mandate beyond money laundering to in-
clude terrorist financing. The group issued a set of international standards
for countries to adopt, including to criminalize the financing of terrorism, to
freeze and confiscate terrorist assets, to enhance international cooperation,
and to impose anti–money laundering requirements on alternative remittance
systems (such as those used by Mexican migrants). FATF also agreed to
identify countries that lack appropriate measures to combat terrorist financ-
ing, as was already done with respect to money laundering (FATF, “Terrorist
Financing,” May 30, 2002).

The Washington meeting was followed by a global forum in Hong Kong
in February 2002, attended by sixty jurisdictions representing members of
FATF and similar regional organizations. The Hong Kong meeting launched
a process under which all jurisdictions were asked to complete a self-assess-
ment questionnaire, the results of which FATF will use to determine what
further actions are required to combat terrorist financing globally. As of Sep-
tember 2002, 108 jurisdictions had responded (FATF, “Overview of Steps
Taken to Combat Terrorist Financing Since October 2001,” September 2002).

As members of FATF, Canada, the United States, and Mexico have com-
parable laws in place to combat money laundering. In Canada and the United
States, FATF estimated that 60 to 80 percent of money laundering transac-
tions involved narcotics proceeds. According to FATF, the United States has
a serious money laundering problem due to the size and diversity of its fi-
nancial system, a plethora of state and federal laws, and its proximity to
South American drug producers. Success in reducing the laundering of il-
legal proceeds in traditional banking institutions has led to a significant
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Table 4.1

Thirty-one Members, Financial Action Task Force on Money
Laundering (FATF)

Argentina Greece Norway
Australia Gulf Co-operation Council (GCC) Portugal
Austria Hong Kong, China Singapore
Belgium Iceland Spain
Brazil Ireland Sweden
Canada Italy Switzerland
Denmark Japan Turkey
European Commission Luxembourg United Kingdom
Finland Mexico United States
France Netherlands
Germany New Zealand

Source: OECD, www1.oecd.org/fatf/Members_en.htm.
Notes: The members of the GCC are Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and

the United Arab Emirates. While the GCC is a member of the FATF, its member countries
are not.

Table 4.2

Observers, Financial Action Task Force on Money Laundering (FATF)

FATF-style regional bodies
Asia / Pacific Group on Money Laundering (APG)
Caribbean Financial Action Task Force (CFATF)
Council of Europe PC-R-EV Committee
Eastern and Southern Africa Anti-Money Laundering Group (ESAAMLG)
Financial Action Task Force on Money Laundering in South America (GAFISUD)

Other International organizations
African Development Bank
Asia Development Bank
The Commonwealth Secretariat
Egmont Group of Financial Intelligence Units
European Bank for Reconstruction and Development (EBRD)
European Central Bank (ECB)
Europol
Inter-American Development Bank (IDB)
International Monetary Fund (IMF)
Interpol
International Organisation of Securities Commissions (IOSCO)
Organization of American States / Inter-American Drug Abuse Control Commis-

sion (OAS/CICAD)
Offshore Group of Banking Supervisors (OGBS)
United Nations Office for Drug Control and Crime Prevention (UNODCCP)
World Bank
World Customs Organization (WCO)

Source: OECD, www1.oecd.org/fatf/Members_en.htm.
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increase in cash smuggling out of the United States, particularly on the bor-
der with Mexico. Mexico’s money laundering problem stems from its strate-
gic geographic location between the South American drug producers and
American drug consumers. In Canada, the problem stems from its location
next to the United States (FATF, “Mutual Evaluations of Canada, United
States and Mexico, 1997–2000”).

In May 1996, the Mexican congress modified the penal code to make
money laundering a punishable offense, independent of other monetary vio-
lations (Article 400 bis). Article 400 bis is broad enough to apply to all criminal
activities. To combat money laundering, banks, stock brokers, and exchange
houses have been required since May 1997 to confidentially report suspi-
cious financial activities involving $10,000 or more. Mexico established a
Special Prosecutor’s Office for Crimes Against Health under the attorney
general in April 1997 to spearhead antinarcotics investigations. In addition,
Mexico has added a Financial Intelligence Unit to the Finance Ministry’s
Directorate General for the Investigation of Transactions (FATF, “Mutual
Evaluations”).

Around the same time, Canada introduced several changes to its money
laundering regime, beginning with new anti–money laundering guidelines
published by the Superintendent of Financial Institutions in 1996. In May
1997, Canada enacted organized crime legislation that expanded the scope
of money laundering offences. All serious crimes are now covered. In June
2000, Canada enacted the Proceeds of Crime (Money Laundering) Act, which
established the Financial Transaction and Reports Analysis Centre of Canada
(Section 41). The act applies mandatory record-keeping and reporting rules
regarding suspicious activity to banks and nonbank financial institutions and

Table 4.3

Thirteen Countries Listed as Noncooperative in Fight against Money
Laundering

Cook Islands Indonesia Russia
Dominica Marshall Islands St. Vincent and the Grenadines
Egypt Myanmar Ukraine
Grenada Niue
Guatemala Philippines

Source: OECD, Third FATF Review to Identify Non-Cooperative Countries or Terri-
tories:  Increasing the Worldwide Effectiveness of Anti-Money Laundering Measures (June
21, 2002), www1.oecd.org/fatf/pdf/NCCT2002_en.pdf.

Notes: Cayman Islands, Panama and Liechtenstein were removed from the list in June
2001. Hungary, Israel, Lebanon, and St. Kitts and Nevis were removed from the list on
June 21, 2002.
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sets out new search and seizure and forfeiture laws (FATF, “Mutual Evalua-
tions”; Proceeds of Crime [Money Laundering] Act).

In the United States, money laundering regulations are issued by the di-
rector of the Financial Crimes Enforcement Network (FinCEN) under the
Bank Secrecy Act (BSA), enacted in 1970. More than 220,000 financial in-
stitutions are subject to BSA reporting and record-keeping requirements, in-
cluding banks and nonbank financial institutions. A very extensive list of
crimes is covered, including terrorism, health care, and immigration offences.

Smurfing USA: A Money Laundering Example

Street-level narcotics sales occur frequently in the United States. Naturally,
cash is the preferred method of payment for these transactions. The cash
from one or multiple sales locations is collected at a safe or “stash” house for
processing. The cash is then taken to a remittance business for transmission
out of the country.

To avoid scrutiny by law enforcement or bank regulatory authorities, the
cash may be divided into amounts less than $10,000 and “smurfed.” Smurfing
is a process that uses a large number of individuals to make small deposits
and withdrawals (transfer of amounts below federal reporting requirements)
at a remittance business. The funds are sent by the U.S.-based remitter to a
Mexican-based counterpart. The remittance company will normally utilize
an offsetting book entry transfer or conduct a bank wire transfer in order to
move the money out of the United States.

The remittance business in Mexico pays out in Mexican pesos. This is the
most common method applied to avoid detection of money movement at
either end (Molander et al., 1998).

Icing on the Layer Cake: The General Process
of Money Laundering

In the initial or placement stage of money laundering, the launderer intro-
duces the illegal profits into the financial system. This might be done by
breaking up large amounts of cash into less conspicuous smaller sums that
are then deposited directly into a bank account, or by purchasing a series of
monetary instruments (checks, money orders, etc.) that are then collected
and deposited into accounts at another location.

After the funds have entered the financial system, the second, layering
stage takes place. In this phase, the launderer engages in a series of conver-
sions or movements of the funds to distance them from their source. The
funds might be channeled through the purchase and sales of investment
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instruments, or the launderer might simply wire the funds through a series of
accounts at various banks across the globe. This use of widely scattered ac-
counts for laundering is especially prevalent in those jurisdictions that do
not cooperate in anti–money laundering investigations. In some instances,
the launderer might disguise the transfers as payments for goods or services,
thus giving them a legitimate appearance.

Having successfully processed the criminal profits through the first two
phases of the money laundering process, the launderer then moves them to
the third stage—integration—in which the funds reenter the legitimate
economy. The launderer might choose to invest the funds into real estate,
luxury assets, or business ventures

(Molander et al., 1998).

Banking on Supervision: Regulation in North America

In a series of tables (Table 4.4a to Table 4.4g), we compare and contrast
banking regulation and supervision in the NAFTA region. Table 4.4a tells us
that even though in Canada and Mexico the licensing authority rests with
their respective ministries of finance, it is not so in the United States, where
licensing is done state by state by the comptroller of currency. Given the
existence of the Glass-Steagall Act, which restricted expansion of banks across
states for over seven decades, the United States ended up with more than
10,000 banks compared to fifty odd banks in Canada and Mexico. Given the
relative sizes of the economies, there should not be more than 500 banks in
the United States (Table 4.4a).

Legal submissions required for banking licenses are virtually the same
across the three NAFTA partners (Table 4.4b). The only difference is that in
the United States banks are not required to submit their intended organiza-
tional charts. The use of risk management is also similar except for one item
with one exception. In Canada, the capital required to be held by banks does
not vary with the riskiness of the banks whereas in Mexico and United States
it does (Table 4.4c). The requirements for capital structure vary widely across
countries. For example, in Mexico and United States, use of securities (that
is, stocks of corporations) is severely restricted whereas in Canada it is not.
Moreover, the use of insurance instruments is prohibited in Mexico but fully
permitted in Canada and restricted in the United States. In addition, the use
of real estate as an asset is unrestricted in Canada but not in the other two. On
the other hand, banks’ ownership of non-financial firms is fully permitted in
Mexico but highly restricted in Canada and the United States (Table 4.4d).
Audit requirements for the banks are very similar across the three countries
(Table 4.4e). It appears that the supervisory body has more teeth for forcing
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Table 4.4b

Legal Submissions Required for Banking License

United
Canada Mexico States

Draft by-laws Yes Yes Yes
Intended organization chart Yes Yes No
First three-year financial projections Yes Yes Yes
Financial information on shareholders Yes Yes Yes
Background and experience of future directors Yes Yes Yes
Background and experience of future managers Yes Yes Yes
Sources of funds in capitalization of new bank Yes Yes Yes
Intended market differentiation of new bank Yes Yes Yes

Source: Bank Supervision Database, World Bank, Special tabulation, 2001.

Table 4.4c

Use of Risk Management

United
Canada Mexico States

Minimum capital-asset ratio requirement (percent) 8 8 8
Is it risk-weighted in line with Basle guidelines? Yws Yes Yes
Does the ratio vary with a bank’s credit risk? No Yes Yes
Does the ratio vary with market risk? No Yes Yes
Actual risk-adjusted capital ratio (percent) 11 13 12

Source: Bank Supervision Database, World Bank, Special tabulation, 2001.

Table 4.4a

Banking in NAFTA

Is information
Minimum on source of

capital entry funds for
Number of requirement capital

Licensing authority banks in millions required?

Canada Ministry of Finance 55 CDN $10 Yes
Mexico Ministry of Finance 52 U.S. $6.5 Yes
United States Office of the Comptroller

of the Currency 10,500 No absolute Yes
minimum

Source: Bank Supervision Database, World Bank, Special tabulation, 2001.
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Table 4.4d

Structure of Capital

Regulatory
restrictiveness of

Real bank ownership
Securities Insurance estate of nonfinancial firms

Canada Unrestricted Permitted Unrestricted Restricted
Mexico Restricted Prohibited Restricted Permitted
United States Restricted Restricted Restricted Restricted

Source: Bank Supervision Database, World Bank, Special tabulation, 2001.

Table 4.4e

Auditing Banks

United
Canada Mexico States

Is an external audit compulsory? Yes Yes Yes
Are there specific requirements for the extent of the No Yes Yes

audit?
Are auditors licensed or certified? Yes Yes Yes
Is auditor’s report given to supervisory agency? Yes Yes Yes
Can supervisors meet external auditors to discuss Yes No Yes
report without bank approval?

Source: Bank Supervision Database, World Bank, Special tabulation, 2001.

Table 4.4f

Additional Supervisory Issues

United
Canada Mexico States

Are auditors legally required to report misconduct Yes No No
by managers/directors to supervisory agency?

Can legal action against external auditors be taken No Yes Yes
by supervisor for negligence?

Has legal action been taken against an auditor in — No No
last five years?

Can supervisors force banks to change internal No Yes Yes
organizational structure?

Has this power been utilized in last five years? — Yes Yes

Source: Bank Supervision Database, World Bank, Special tabulation, 2001.
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additional actions in the United States and Mexico compared to Canada (Table
4.4f). Finally, asset allocation requirements are similar across NAFTA coun-
tries, with the exception of an asset diversification rule imposed in Canada
(Table 4.4g).

Hidden Treasure: Mexico’s Bank Secrecy Act

A crucial provision of the Mexican law regulating financial groups relates to
secrecy. Commonly called the law of secreto bancario (although it applies to
all financial groups, not only banks), the rule prohibits a financial holding
company from disclosing information relating to its operations or to the op-
erations of any member of its group, other than to the legally empowered
government agencies. This prohibition includes board members, officers of
the company, and any company agent or employee. The legally empowered
agency means the relevant Mexican federal regulator. The main concerns
raised so far by this secrecy law are related to money laundering. A more
mundane (but no less important) concern is that the secrecy law could ex-
clude revelation of information to an adversary in a lawsuit as part of the
standard U.S. process of discovery. Also, it is not clear that a U.S. regulatory
agency inspecting or evaluating the operations of a U.S. subsidiary in Mexico
would be able to obtain the information it requires in spite of this provision.
However, Mexican officials say that secreto bancario does not stand in the
way of access to information in criminal investigations.

Shell Games: Unilateral Actions by the United States

After the September 11 attack on the World Trade Center in New York, the
United States government moved swiftly to take actions to starve the terror-
ist organizations of funds. In a bill passed by Congress in October 2001

Table 4.4g

Asset Allocation by Banks

Are there Are banks Minimum
guidelines prohibited liquidity
for asset from making requirement

diversification? loans abroad? (percent)

Canada Yes No None
Mexico No No Not reported
United States No No None

Source: Bank Supervision Database, World Bank, Special tabulation, 2001.
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(H.R. 3162/P.L. 107–56), a section called “Shell Bank Ban” (Sec. 313) pro-
hibited U.S. banks and securities firms from opening accounts for foreign
shell banks that have no physical presence anywhere and no affiliation with
another bank, and required closure of any existing shell bank account by
December 2001.

This led to a huge protest by U.S. banks. On September 20, 2002, the U.S.
Treasury reversed course. The reversal, which came after pressure from U.S.
banks and other financial institutions with global operations, means new pro-
hibitions aimed at excluding so-called shell banks from U.S. financial mar-
kets will apply only to bank operations within the United States.

The prohibitions on U.S. financial institutions dealing with shell banks—
usually small banks with nothing but a post office drop in an offshore bank-
ing secrecy haven—indicate a dilemma. Such shell banks are seen as
particularly vulnerable to money laundering, and the United States is seek-
ing to ban all dealings between U.S. financial institutions and shell banks.
But the United Kingdom and European countries do not have similar restric-
tions, leading U.S. officials to worry that shell banks will find new ways to
move money. The Treasury had originally proposed including foreign
branches of U.S. banks under the prohibition in an effort to extend the reach
of the new regulations beyond U.S. shores.

My Beautiful Launderette: Business Implications of Money
Laundering Rules

The financial services industry plays a central role in the detection of pro-
ceeds of crime. However, the industry’s role consists mainly in scrutinizing
and reporting suspicious transactions, not conducting investigations. Instead,
the reports sent to the financial intelligence authorities in each country trig-
ger investigations on the part of the authorities. The industry needs to famil-
iarize itself with the types of activities that should trigger greater scrutiny as
part of general due diligence procedures. The industry also needs to remain
up to date with respect to lists of countries and persons identified as meriting
added scrutiny.

FATF recognizes that it will be difficult for financial institutions to detect
terrorist financing as such and it is not the role of the industry to determine
the legality of the source or destination of the funds. Moreover, the guide-
lines that have been developed are not intended to discourage transactions
with legitimate clients. While money laundering laws are being modified to
cover terrorist financing, the activities that should trigger added scrutiny will
be similar to those involved in money laundering in general. There are two
main sources of terrorist funds—first, governments (so-called state-sponsored
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terrorism) and organizations (such as Al Qaeda) and, second, revenue-gener-
ating activities of terrorist groups. These latter activities may be criminal in
nature (kidnapping, extortion, smuggling, fraud, theft, and drug trafficking)
or consist of legitimate activities (fund-raising for charitable organizations
where some funds are later diverted to terrorist groups). When the funds
derive from criminal activities, the methods used to launder funds do not
differ from those used by nonterrorist activities and the task of financial
institutions does not differ greatly from their duties with respect to money
laundering in general.

However, the size and nature of terrorist financing may make detection
more difficult. With the September 11 hijackers, for the most part money
was sent in small sums by wire transfer and appeared to be for the purpose of
supporting students studying abroad. Thus, the size of the transfers fell be-
low the normal cash transaction reporting threshold of $10,000 and the na-
ture of the transactions did not trigger financial institution guidelines for
greater scrutiny. FATF has developed a list of characteristics of transactions
that may be cause for greater scrutiny as possible terrorist financing that
should be followed by financial institutions (see FATF, Guidance for Finan-
cial Institutions on Detecting Terrorist Financing, April 24, 2002, especially
Annex 1).

Dollars, Dollars, Everywhere: The Prospects for a
Common Currency

Other than removing one step from the international money launderers’
smurfing process discussed above, the creation of a common currency in
the NAFTA region would not have a major impact on the monitoring of
illegal money transfers. If anything, a common currency would make it
easier to launder money in the region. The idea of a common currency
relates more to the issue of economic integration and business in the re-
gion. There has been some discussion of a European-style monetary union
among NAFTA countries. Unlike in Europe, however, this would probably
entail the adoption of the U.S. dollar in Canada and Mexico rather than the
creation of a new currency.

A company is sitting on a pile of cash it wants to invest. The common
method is to take on additional projects in the same geographical region. A
less traveled road is to expand in foreign countries. The lure of foreign ex-
pansion is enormous. Many companies get much higher returns on their in-
vestments from foreign operations. Generally, the risks in foreign countries
are higher as well.

Even if there were no political and other risks associated with foreign
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countries, there is always the risk of currency fluctuations unless the other
country also uses the same currency. In the European Union, twelve member
countries (all but Denmark, Sweden, and the United Kingdom) have adopted
a new currency that eliminates this source of uncertainty. Others have tried
to eliminate the fluctuations by pegging their currencies to others. But with-
out the explicit elimination of their own currency, there is always the prob-
lem of long-term commitment to such a strategy. The crisis in Argentina in
2002 is a clear demonstration. There, the local currency once traded at par
with the U.S. dollar but fell by 75 percent in six months.

Moreover, moving to a common currency in North America would prove
difficult to manage politically. Nevertheless, former U.S. ambassador to
Mexico Jim Jones has predicted a “de facto monetary union” between the
United States and Mexico in ten to fifteen years. He believes that “people
and events will run ahead of the politicians,” citing a poll taken in Mexico on
“dollarizing” the Mexican economy. The poll showed that about 80 percent
of the Mexican people favored using the U.S. dollar as their currency. Jones
said the poll indicates that the Mexican peso, which has long been one of the
major symbols of Mexican sovereignty, “is no longer an important issue.”
However, he said he doubted that Canada would join such a monetary union
because Canadians attach much more importance to the Canadian dollar than
Mexicans do to their peso (Green 2000). While it is difficult to predict politi-
cal sentiments, exchange rates probably influence Mexican attitudes to
dollarization. Decades of devaluation may have weakened political support
for the currency. However, the peso has been much stronger in recent years
and that may increase Mexicans’ desire to retain the peso.

Economists are divided on the issue of dollarization. Some argue that
such a move would reduce transaction costs and reflect the existing book-
keeping practices of many North American firms (Courchene and Harris
1999). Others argue that the structure of the Canadian and Mexican econo-
mies is sufficiently different from that of the United States to require inde-
pendent monetary policies (Laidler and Poschmann 2000). However, the three
economies are becoming increasingly integrated as a result of NAFTA, par-
ticularly in key sectors such as manufacturing and financial services.

Is formal monetary union necessary? Countries that have adopted other
currencies formally have not necessarily fared well without explicit policy
coordination. For the European Union, the adoption of a common currency
has come after three decades of policy coordination in different spheres. In
the case of Argentina, de facto adoption of the U.S. dollar in 1991 (in the
form of a currency board) was not accompanied by fiscal restraint and debt
reduction. Not surprisingly, Argentina was unable to sustain the situation in
the long run.
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Summarizing their views regarding the adoption of another currency or
the introduction of a currency board (equivalent to a dollarization), Green-
wood and Allen state the following:

Successful adoption and maintenance of a currency board comes with a
serious list of requirements. Some of these are painful, costly, and difficult
to implement. As such, currency boards may not be appropriate for many,
even most, countries. A currency board is like the “silver bullet” antibiotic
given by doctors only in rare circumstances. They are powerful and effec-
tive when used appropriately, but lose their potency if over-used. Currency
boards will lose their effectiveness if more countries follow in Argentina’s
footsteps and misuse this strong but demanding antidote to economic ill
health. (2002, 2)

In Mexico, successive devaluation crises in the 1980s and 1990s resulted
in the partial dollarization of some parts of Mexico, notably the U.S. border
region and major tourist resorts. Devaluation problems increased calls for
dollarization in some Mexican corners, particularly following the currency
crisis of 1994–1995. However, the floating of the peso, together with a smooth
political transition from the Partido Revolucionario Institucional (PRI) to
the Partido Acción Nacional (PAN) in the 2000 presidential election, has
increased the stability of the peso.

Mexico has had a long history of devaluation. Figures 4.1 and 4.2 illus-
trate the situation. Between 1921 and 1981, the Mexican peso fell from 2.06
to 23.08 per U.S. dollar. This may sound like a big fall in the exchange rate,
but what followed over the next eighteen years was much more spectacular:
the Mexican peso fell from 23.08 to 9,550 per dollar. This fall made the
previous sixty years pale in comparison. To accommodate such a change in a
graph, we have put the changes in a logarithmic scale (see Figure 4.2). To
simplify matters, Mexico decided to chop three zeros off its currency in 1992.
Thus, in 2002, instead of seeing 10,000 pesos to the dollar, the “new” peso is
valued at 10 to the dollar.

Canada has not seen the dramatic devaluation experienced in Mexico.
However, the value of the Canadian dollar has fluctuated against the U.S.
dollar over the past nine decades (see Figure 4.3). If we look at the interval
1913–1991, one U.S. dollar has been worth 0.96 Canadian dollar (1956, 1959)
and 1.39 in 1986. The value of one U.S. dollar was 1.15 in 1991. Since then,
the Canadian dollar has seen a decade-long fall against the U.S. dollar. In
Canada, this has caused concern in some quarters that the rise in Canadian
export competitiveness has been induced by exchange rates rather than based
on improvements in productivity in recent years.
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Figure 4.1 Mexico–U.S. Exchange Rate, 1921–1982

Source: www.eh.net, Economic History website
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Figure 4.2 Mexico–U.S. Exchange Rate, 1982–1999
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Those who argue in favor of a common currency or dollarization in both
Canada and Mexico do so for three principal reasons. First, they see it as a
way to induce firms to rely on strategies other than devaluation to maintain
the competitiveness of their exports. Second, they see it as a way to reduce
cross-border transaction costs. Third, they see it as a way to reduce currency
risk. However, we believe that a common currency is not in the cards at
present. Relatively stable currencies in Canada and Mexico make the politi-
cal obstacles difficult to overcome. The failure of the Argentine dollarization
experiment also militates against dollarization in the NAFTA region. More-
over, such a move is not necessary to address security issues relating to capi-
tal movements in the region.

The Aliens Are Coming: Foreign Direct Investment

Flows of foreign direct investment play an integral role in integrating the
economies of the NAFTA countries. Foreign direct investment may be de-
fined as “capital invested for the purpose of acquiring a lasting interest in an
enterprise and of exerting a degree of influence on that enterprise’s opera-
tion” (OECD 1998). The degree of control exerted by the investor is what
distinguishes foreign direct investment from portfolio investment, with own-
ership of 10 percent of the shares of a corporation used as the benchmark
for classifying the investment as foreign direct investment. The degree of

Figure 4.3 Evolution of Canadian Dollar against U.S. Dollar, 1913–1999

Source: www.eh.net, Economic History website
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influence a given percentage of shares provides will depend on the size of
the company. A controlling interest may require a majority of shares in a
small company or a substantial minority in a large company. Portfolio in-
vestment refers to investments that do not result in a controlling interest,
such as stocks (less than 10 percent of the outstanding shares of the com-
pany), bonds, and other financial instruments.

In this section, we examine economic theories and business strategies that
explain the growth of foreign direct investment flows in recent decades. We
then consider how NAFTA protection for foreign investors reduces political
risk, using the Metalclad case to illustrate how NAFTA works in practice.
We also examine statistics showing the growth of foreign direct investment.
We end with an examination of how security concerns affected the foreign
investment decisions of the world’s top corporations in 2002 and Mexico’s
strategy for attracting foreign direct investment.

Fine in Theory: Orthodox, Eclectic, and Strategic

Orthodox trade theory (for example, Krugman and Obstfeld 1994) assumes
that the direction and magnitude of capital flows are determined by differ-
ences in factor proportions among countries. A difference in factor propor-
tions between countries forces an adjustment of real exchange rates between
them. Therefore, it encourages countries with abundant capital and scarce
labor to invest in countries with abundant labor and scarce capital.

Unfortunately, in real life, international capital flows are volatile and fac-
tor endowments are stable. Empirical studies have shown that exchange rate
movements strongly affect foreign direct investment. Foreign direct invest-
ment is just one form of capital inflow from other countries (others are for-
eign loans and portfolio investments).

According to Krugman and Obstfeld, “[t]he distinct feature of direct for-
eign investment is that it involves not only a transfer of resources but also
the acquisition of control” (1994, 223). This argument is used as a justifica-
tion for the movement of foreign direct investment inconsistent with the di-
rection implied by the law of factor proportions.

Market imperfections, such as the merits of “internalization,” often be-
come key concepts in explaining the motives of multinational firms to ex-
tend their control. According to the theory of internalization, “the key
ingredient for maintaining a firm-specific competitive advantage is posses-
sion of proprietary information and control of the human capital that can
generate new information through expertise in research, management, mar-
keting, and technology” (Eiteman et al. 1995, 183).

This internal market of multinational firms is “an efficient response to the
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given exogenous market imperfection in the determination of the price of
information” about their operations, which is created through the process of
research and ordinal operations (Rugman 1981, 41).

John Dunning’s “eclectic theory” synthesizes a number of paradigms de-
rived from three areas: industrial organization, neoclassical trade theory, and
the theory of the firm. Eclectic theory proposes that the extent of a firm’s
international involvement depends on the presence, or lack thereof, of three
types of advantages: (1) ownership (proprietary intangible assets such as
trademarks and technical know-how); (2) location (exogenous characteris-
tics of the foreign market and government policies); and (3) internalization
(the ability of a firm to internalize transactions within the firm and across
countries in order to have greater control over ownership advantages and to
gain from economies of scale and scope). Thus, Dunning’s theory embodies
a number of different strands of literature from international trade and inter-
national business (Dunning 1995).

There are two types of foreign direct investment. The first is vertical
integration. A firm exploits the natural resources in the host country re-
quired for its final products. The second is horizontal integration. A firm
builds plants for producing lines of products similar to those produced in
the home country. The main purpose is to capitalize on the cheap labor of
developing countries.

Vertical integration explains the presence of U.S. car manufacturing com-
panies in Canada. Horizontal integration explains the presence of the U.S.
car manufacturing companies in Mexico (see Appendix 4.2, p. 144).

Horizontal integration is likely to increase exports from home to host coun-
try as well as imports from host to home country, since integrated assembly
lines in host countries require imports of intermediate goods for their pro-
duction. Further, this type of investment may attempt to shift the export base
for third markets from home to host country, leading to a decrease of exports
from the home country and an increase of exports from the host country.

The strategic goals served by foreign direct investment vary considerably
depending on the sector, the target client, and the strategic purpose of the
investment. Foreign direct investment in the manufacturing sector may serve
different strategic objectives than foreign direct investment in the services
sector. Firms that provide support services to multinationals or firms from
their home country may use foreign direct investment abroad to enhance
services for those clients, while other firms may seek customers in the host
country. The strategic purpose of the investment may be to secure resources
or to serve the host market. Similarly, an investment in a joint venture may
provide a vehicle to gain market access or may be designed to gain access to
new technology that the partner has.
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For several reasons, it is important to distinguish between foreign direct
investment that sets up manufacturing facilities and foreign direct invest-
ment that establishes a commercial presence for service firms. First, trade in
services and trade in goods are governed separately, and differently, in inter-
national trade agreements. Secondly, manufacturing is more likely to be seek-
ing resources and services are more likely to be seeking markets.

Where there are low barriers to trade in goods, manufacturers no longer
have to set up a factory in each market in order to serve the market, as they
can export from a location that is most cost-effective. Thus, foreign direct
investment in manufacturing chooses that location based on the attractive-
ness of factor costs and other variables, such as proximity to markets, labor
cost and quality, natural resources, and the competitive structure of the
market. Depending on the type of resource the manufacturer seeks, the
foreign direct investment may be long-term or short-term. If the resource
is specific to the location (for example, oil in Saudi Arabia) or the location
enjoys a long-term advantage over other locations, manufacturing foreign
direct investment may be long-term. However, where the resource, such as
cheap labor, is generally available, and the location quickly loses its cost
or quality advantage to other locations, the foreign direct investment in
manufacturing may be short-term, as the firms seek the same resource else-
where at a better price.

Foreign direct investment in manufacturing may be a market entry strat-
egy rather than a resource-seeking strategy in three sets of circumstances.
First, when transport costs are high and the product has to be customized to
suit local preferences, it may be better to manufacture the product in the
target market. However, the market would have to be sufficiently attractive
to justify the cost of the investment, for example due to its size, purchasing
power, the sophistication of its consumers, its demographic profile, or its
future growth potential. Second, trade barriers may make foreign direct in-
vestment the only strategy available for market entry, and minority stake in a
joint venture with a local firm may be the only way to penetrate the market
due to investment restrictions. Third, a firm may choose to enter a market
through an equity-based joint venture to achieve technological innovation
that provides the firm with a strategic advantage over competitors. Some-
times, a combination of strategic goals and trade or investment restrictions
may be the motivating force.

Manufacturing foreign direct investment may serve the firm’s home mar-
ket, the host market, other markets, or all of the above. When the foreign
direct investment is purely resource-seeking, producing goods for export
rather than for the host market is the main strategic goal being served. The
Mexican maquiladora zone provides a good example. Initially, Mexican law
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allowed the duty-free import of inputs as long as most of the production was
then exported, after Mexico added labor to the value chain. U.S. firms in-
vested in assembly plants, seeking Mexico’s cheap labor to produce prod-
ucts for sale in the U.S. market. However, Asian firms also used Mexico as an
assembly location, to exploit the cheap labor and Mexico’s proximity to the
United States, with the final products destined for the U.S. market. Finally,
with the removal of Mexico’s domestic sales restrictions under NAFTA, these
firms also were able to serve the growing Mexican market from the same plants.
However, the initial raison d’être of these plants was to exploit cheap labor and
proximity to the U.S. market, not to serve the Mexican market.

Foreign direct investment in the services sector is more likely to be a
market entry strategy than a resource-seeking strategy (Birkinshaw and Hood
1998). There are two principal reasons for this. First, many services require a
commercial presence in the target market, which means foreign direct in-
vestment is a necessary entry strategy. For example, retail banking services
cannot be provided without establishing branches in the target market, through
mergers, acquisitions, joint ventures, or new investments. Secondly, most
countries still limit the ability of firms to engage in cross-border trade in
services. In North America, for example, cross-border trade in financial ser-
vices (without the establishment of a commercial presence) is subject to many
restrictions in Canada, Mexico, and the United States.

A distinction may be made between services firms that enter the market to
serve local firms versus those that enter to serve other multinationals operat-
ing in the market. When manufacturers integrate their operations on a re-
gional or global basis, service firms may set up regional or global operations
to better serve their multinational clients. For example, the Bank of Montreal
invested in banks in the United States and Mexico in order to provide North
American banking services for the rapidly growing cross-border trade and
investment in the region (although it later sold its stake in Mexico’s
Bancomer). Similarly, Canadian National Railway acquired assets in the
United States and Mexico in the face of increasingly north-to-south move-
ment of goods in the region. On a global scale, Citibank is pursuing a strat-
egy of building a global brand in banking, while AT&T does the same in
telecommunications.

Risky Business: Reducing Political Risk for Foreign Investors

Political risk refers to actions by the host country government that reduce
the value of the foreign company’s investment. There are three broad cat-
egories of political risks: (1) confiscation, expropriation and nationaliza-
tion, (2) contract repudiation and frustration, and (3) currency risk. There
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are many historical examples of confiscation, expropriation, and national-
ization. In Mexico, oil companies were nationalized in 1938. In Russia, after
the revolution of 1917, all foreign companies were confiscated.

All three categories are similar but they might differ in terms of compen-
sation. At one extreme, no money might be paid to the foreign company. At
the other, a full market value would be paid to the foreign company. In real-
ity, most foreign companies are compensated at a value somewhere between
these two extremes. There could be many reasons for contract repudiation.

NAFTA Chapter 11 requires governments to treat investors in accor-
dance with international law, which includes fair and equitable treatment
and full protection and security (Article 1105). While a government’s treat-
ment of its own nationals may fall below this standard, its treatment of
foreign investors may not. NAFTA Chapter 11 allows foreign investors
from one NAFTA country to sue the host government of another NAFTA
country for compensation or restitution in the event of expropriation or
measures equivalent to expropriation.

NAFTA Article 1110(1) states:

No Party may directly or indirectly nationalize or expropriate an invest-
ment of an investor of another Party…or take a measure tantamount to
nationalization or expropriation…except: (a) for a public purpose; (b) on a
nondiscriminatory basis; (c) in accordance with due process of law and
[international law]; and (d) in payment of compensation [at fair market
value, plus interest].

Article 1139 provides a very broad definition of the kinds of investments
that are protected, including, among other things, “property, tangible or in-
tangible, acquired in the expectation or used for the purpose of economic
benefit or other business purpose.” The definition thus has the potential to
cover investments in intellectual property, such as trademarks and patents.
However, Article 1110 does not apply to the issuance of compulsory licenses
granted in relation to intellectual property rights or other measures that are
consistent with NAFTA Chapter 17 (Intellectual Property). This provision is
especially significant for the pharmaceutical industry, both in the NAFTA
region and in the rest of the world, where NAFTA Chapter 11 may serve as a
precedent for future agreements. In emergencies, government may issue com-
pulsory licenses to allow generic drug manufacturers to produce patented
medicines without the patent holder’s consent. For example, in the aftermath
of the anthrax attacks, the Canadian government was ready to do so with
respect to Bayer’s drug, ciprofloxacin, to ensure an adequate supply in the
event of widespread anthrax infections.
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The definition in Article 1139 may also cover intangible property such as the
goodwill and reputation of a company. Indeed, Ethyl Corporation sought com-
pensation from the Canadian government for expropriation of goodwill based
on statements of government officials in the media alleging that the company’s
product was harmful to the environment and health (Ethyl v. Canada). However,
since the case was settled before a tribunal could rule on that aspect of the claim,
it remains unclear whether such a claim could succeed.

Chapter 11 provides NAFTA investors with the power to demand com-
pensation whenever government measures interfere with business activities
to such an extent that it amounts to expropriation. The responsibility of fed-
eral governments includes measures of state and local governments, as well
as courts. In the case of courts, the decision of the court must be clearly
incompatible with a rule of international law, constitute a denial of justice,
or, in exceptional circumstances, be contrary to the law of the country in
question. This does not mean that court decisions can be appealed to interna-
tional investment tribunals. Rather, it means that a claimant must show ei-
ther a denial of justice or a pretense of form to achieve an internationally
unlawful end (Robert Azinian et al. v. Mexico).

The crucial question is how to define the term “tantamount to expropria-
tion.” A measure that prevents the use, enjoyment, or disposal of the prop-
erty may qualify, but a mere reduction in profits does not constitute a sufficient
degree of interference to constitute expropriation. However, government regu-
lations can be applied in a way that would constitute “creeping expropria-
tion,” where they have the effect of “taking” the property in whole or in large
part, outright or in stages (Pope & Talbot v. Canada).

In the Metalclad case (see Box 4.3), the tribunal gave an interpretation of
expropriation under Article 1110 that was sufficiently broad to include a
legitimate rezoning of property by a municipality or other zoning authority,
and therefore too broad, in the opinion of the British Columbia Supreme
Court. The tribunal concluded:

…[E]xpropriation under NAFTA includes not only open, deliberate and
acknowledged takings of property, such as outright seizure or formal or
obligatory transfer of title in favour of the host State, but also covert or
incidental interference with the use of property which has the effect of
depriving the owner, in whole or significant part, of the use or reasonably-
to-be-expected economic benefit of property even if not necessarily to the
obvious benefit of the host State. (Metalclad v. Mexico, Paragraph 103)

The British Columbia Supreme Court also ruled that transparency is not
an obligation contained in Chapter 11. An official interpretation of the Free
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Trade Commission regarding the minimum standard of treatment later con-
firmed this interpretation.

An important issue is whether the term “tantamount to expropriation”
makes NAFTA governments liable for the economic impact of regulatory
action. The answer appears to be that it does not. The Myers tribunal, after
noting that the primary meaning of the word “tantamount” is “equivalent,”
concluded that something that is equivalent cannot logically encompass more
(S.D. Myers v. Canada). The Myers tribunal agreed with the Pope & Talbot
tribunal that the drafters of NAFTA intended the word “tantamount” to em-
brace the concept of “creeping expropriation,” rather than to expand the in-
ternationally accepted scope of the term “expropriation.”

The general body of international legal precedent does not normally treat
regulatory action as amounting to expropriation. The Myers tribunal there-
fore concluded that regulatory conduct is unlikely to provide a legitimate
basis for complaints under Article 1110. In this regard, the tribunal stated:

Expropriations tend to involve the deprivation of ownership rights; regula-
tions a lesser interference. The distinction between expropriation and regu-
lation screens out most potential cases of complaints concerning economic
intervention by a state and reduces the risk that governments will be sub-
ject to claims as they go about their business of managing public affairs.
(Myers v. Canada, Paragraph 282)

The claims that have been successful, through negotiation or favorable
tribunal decisions, provide examples of the kinds of measures that may be
covered. Canada settled a claim by Ethyl Corporation of the United States by
paying U.S.$13 million in compensation and repealing legislation banning
trade in the gasoline additive MMT that Ethyl processed and sold in Canada.
Ethyl Canada’s MMT business constituted 50 percent of the company’s ac-
tivity. Mexico was ordered to pay U.S.$15,626,260 to Metalclad Corpora-
tion of the United States after the state government of San Luis Potosí declared
an ecological zone to prevent the operation of the company’s hazardous waste
disposal facility in the state. (For a more detailed discussion of the Metalclad
case, see Appendix 4.3. p. 145.) However, the Pope & Talbot lumber com-
pany was unsuccessful when it sought compensation from Canada after
Canada restricted lumber exports to the United States under a bilateral trade
agreement.

Chapter 11 claims for compensation represent a powerful tool that com-
panies may use to dissuade NAFTA governments from implementing legis-
lation that causes significant harm to their cross-border investments. Even if
a claim is ultimately unsuccessful, the mere threat of a claim can be used as
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a bargaining tool, particularly at this early stage before enough cases have
been settled to clarify what claims might succeed. Indeed, the Canadian gov-
ernment has publicly expressed its desire to renegotiate Chapter 11 in order
to limit the kinds of claims that may be brought. The threshold requirements
for seeking arbitration are sufficiently low that firms may abuse the process
in order to harass a government. However, launching claims for compensa-
tion for ordinary regulatory actions that diminish the value of investments to
a relatively small degree will not only be likely to fail, but result in the claim-
ant paying the legal costs of the government, as well as its own.

Number Crunching: Statistics on Capital Movements

In the last two decades of the twentieth century, worldwide production and
consumption of goods and services has become increasingly international-
ized. Curiously, foreign direct investment has grown four times as fast as the
international trade in goods. In 1980, foreign direct investment stock abroad
accounted for only 5 percent of world GDP. By 2000, this number had tripled
to 15 percent. In the seven-year period from 1993 to 2000, world foreign
direct investment flows increased from just over U.S.$200 billion to around
U.S.$1 trillion. A distinguishing characteristic of world investment is that
the vast majority is among OECD countries. More than 90 percent of foreign
direct investment world outflows originates in OECD countries, and in re-
cent years the OECD has accounted for around three-quarters of foreign di-
rect investment inflows as well.

The dramatic increase in foreign direct investment since the 1980s re-
flects the globalization of business and the increasing integration of the glo-
bal economy. There are three major reasons for the growth in foreign direct
investment. First, many governments removed barriers to foreign investment,
both unilaterally (for example, Mexico) and through regional initiatives (such
as NAFTA). Second, many governments decreased government involvement
in the economy through deregulation, privatization, and demonopolization.
Finally, foreign direct investment played a major role in the global business
strategies of large corporations aimed at reducing costs by globalizing pro-
duction and expanding into new or growing markets. The growth of interna-
tional cooperation between firms, such as licensing agreements, joint ventures,
strategic alliances, mergers, and acquisitions, has further increased foreign
direct investment flows.

According to Rugman, foreign direct investment by multinational enter-
prises (MNEs) drives international business and 90 percent of foreign direct
investment (as well as over half of world trade) is dominated by the 500
largest MNEs. Most of that trade and investment occurs between firms and is
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regionally based. More than 90 percent of MNE manufacturing is regional
rather than global (with notable exceptions, such as consumer electronics),
and in services over 95 percent of employees are local, not global (again,
with notable exceptions in certain industries and professions). Rugman thus
concludes that “operating globally for an MNE really means operating re-
gionally” (Rugman 2001, 4).

Inflows of foreign direct investment have become extremely large in all
the NAFTA countries in recent years. Table 4.5 illustrates this fact. Since
1995, Mexico has become the second largest destination of foreign direct
investment among the developing countries (only after China). The only other
country that comes close to Mexico is Brazil. However, the flow of capital to
Brazil is much more erratic than to Mexico. The reason can clearly be traced
to NAFTA.

As a critical part of the gross fixed capital formation in the country, for-
eign direct investment has become very important for all the three NAFTA
countries. In Mexico, it seems to have fallen from 18 percent to 12 percent.
In the United States, foreign direct investment is close to 20 percent; in Canada
it is a whopping 47 percent of fixed capital formation (see Table 4.6).

Table 4.5

Inflow of Foreign Direct Investment, in Millions of U.S. Dollars

United
Canada States Mexico Brazil China

1970 1,823 1,260 323 392 —0i
1975 3,387 2.560 609 1,203 —0i
1980 5,807 16,918 2,090 1,910 57
1985 1,372 20,490 1,984 1,418 1,659
1990 7,582 48,422 3,374 989 3,487
1995 9,255 58,772 9,552 4,405 35,849
2000 66,617 300,912 14,706 32,779 40,772
2001 27,465 124,435 24,731 22,457 46,846

Source: World Investment Report, UNCTAD, version released September 17, 2002.

Table 4.6

Foreign Direct Investment as a Percentage of Fixed Capital Formation

1997 1998 1999 2000

Canada 9.7 19.4 18.7 47.3
United States 7.8 11.9 18.0 17.5
Mexico 18.0 13.6 12.3 12.2

Source: World Investment Report, UNCTAD, version released September 17, 2002.



132     DRAWING  LINES  IN  SAND  AND  SNOW

More than 70 percent of banking capital in Mexico is under foreign con-
trol. The capital, management expertise, and technology that foreign banks
have brought to Mexico’s banking sector should facilitate bringing their ability
to monitor suspicious transactions up to the same standard as Canada and the
United States. The largest bank in Mexico, Banamex, was taken over by
Citigroup in the middle of 2001. Citigroup took the unprecedented step of
listing itself on the Mexican Stock Exchange—the first foreign company
ever to do so. As shown in Table 4.7, U.S. foreign direct investment in Mexico
increased at an annual rate of 13 percent in the first seven years of NAFTA
from 1994 to 2000 as opposed to 9.3 percent per annum in Canada. What is
surprising is that U.S. investment in Europe has outpaced the investment in
NAFTA countries over the same period.

Canada is the largest foreign real estate owner in the United States. The
United States is the largest source of foreign investment in Canada. Recently,
there has been a flurry of cross-border mergers and acquisitions in the finan-
cial sectors of the United States and Canada, further blurring financial bor-
ders. For example, the Canadian firm T.D. Waterhouse handles investments
in both countries.

Table 4.7

U.S. Direct Investment Abroad (USDIA) in Canada and Mexico and
in Other Countries

Growth

1994 2000 Rate

Total, all countries 612,893 1,244,654 12.5

Canada 74,221 126,421 9.3
Mexico 16,968 35,414 13.0

NAFTA partner totals 91,189 161,835 10.0
NAFTA partner share of total USDIA (percent) 14.9 13.0

Investment in Mexico relative to investment
in Canada (percent) 22.9 28.0

Europe 297,133 648,731 13.9
Latin America and other Western Hemisphere

countries 116,478 239,388 12.8

Source: U.S. Department of Commerce, Bureau of Economic Analysis, International
Accounts Data, “U.S. Direct Investment Abroad,” available at www.bea.doc.gov/bea/di/
dia-ctry.htm as of July 25, 2001.

Note: The Bureau of Economic Analysis defines U.S. direct investment abroad as the
ownership or control, directly or indirectly, by one U.S. person of 10 percent or more of
the voting securities of an incorporated foreign business enterprise or the equivalent inter-
est in an unincorporated foreign business enterprise.
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Capital movements are basically free between the NAFTA member coun-
tries. There are, however, a few remaining impediments to capital flows. Tax
regulations may impede capital flows, such as withholding taxes on pay-
ments to nonresidents. Subsidiaries may not be able to claim full tax deduc-
tions for payments made to a foreign parent under rules designed to prevent
using transfer pricing to avoid taxes (International Bureau of Fiscal Docu-
mentation 1999). In addition, foreign investment restrictions remain in place
for some industries in each country. A few other barriers also need to be
addressed, such as Canadian residency requirements for account holders at
Canadian banks and securities firms, and Mexico’s prohibition on foreign
currency accounts.

In and Out: Flows of Capital

Sometimes it is forgotten that foreign direct investment is not a one-way
street. If inflows of capital are counterbalanced by an equal outflow of capi-
tal at the same time, there may not be much of a quantitative gain. However,
the larger volume of cross-border capital flows that comes with increasing
amounts of foreign investment makes it harder to sift through transactions to
detect illicit funds.

How exactly does foreign investment flow in the three countries in ques-
tion? We have noted earlier that most foreign investment tends to move be-
tween developed countries. The following series of tables shows how inward
flows of foreign investment compare with outward flows in the region.

Several importance characteristics should be noted in the data. (1) For the
United States, since 1980, the outflow of foreign direct investment has al-
ways exceeded the inflow. However, the difference between inflow and out-
flow has narrowed as a percentage of GDP. (2) The largest inflow has come
from the United Kingdom and Japan. In recent years, these countries outside
NAFTA have set up wholly owned subsidiaries in the United States. This has
partly been a reaction to NAFTA. These countries correctly concluded that it
would be less advantageous to export directly than to make investment com-
mitments when the full force of NAFTA came into play. (3) For Canada,
inward investment always exceeded outward investment until 1999. (4) The
main source of inward investment to Canada had traditionally been the United
Kingdom. In recent years, the United States has replaced the United King-
dom as the main source of investment. (5) A new trend emerged in the 1990s,
with the United States becoming a big destination for Canadian investment.
As a consequence, for the first times in its history, the outward flow of Cana-
dian investment has now exceeded the inward investment into Canada. (6)
The foreign direct investment pattern in Mexico stands in sharp contrast to
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that in both the United States and Canada. Inward foreign direct investment
to Mexico has far outweighed outward foreign direct investment from Mexico
since 1980. Mexico has become a big destination for foreign investment for
both the United States and Canada (although U.S. investment to Mexico is
ten times higher than that of Canada in absolute terms).

Given that the OECD countries account for most of the capital flows (more
than 90 percent) of the world, it is appropriate to take a closer look at the
inflows and outflows of the OECD countries (see Table 4.9). The United States
occupies the first place in both inflows and outflows of capital over the decade
from 1992 to 2001. However, it also occupies the last place in terms of the net
flow (a negative number implies an inflow). Mexico occupies the second to
last place, making it the second most favorite destination of foreign invest-
ment in absolute terms among the OECD countries. Canada does not play a
prominent role in any of the categories. The United Kingdom occupies the
second place in both inflows and outflows. But it occupies the first place in
terms of net outflow of capital. Not surprisingly, two big destinations for for-
eign investment for the United Kingdom are the United States and Canada.

Table 4.8a

Foreign Direct Investment Stock as a Percentage of GDP in Canada

1980 1985 1990 1995 2000

Inward 20.4 18.4 19.6 21.1 28.8
Outward 8.9 12.3 14.7 20.3 32.4

Source: World Investment Report, UNCTAD, version released September 17, 2002.

Table 4.8b

Foreign Direct Investment Stock as a Percentage of GDP in Mexico

1980 1985 1990 1995 2000

Inward 3.6 10.2 8.5 14.4 16.9
Outward 0.1 0.3 0.2 1.4 1.4

Source: World Investment Report, UNCTAD, version released September 17, 2002.

Table 4.8c

Foreign Direct Investment Stock as a Percentage of GDP in
the United States

1980 1985 1990 1995 2000

Inward 3.0 4.4 6.9 7.3 12.4
Outward 7.8 5.7 7.5 9.5 13.2

Source: World Investment Report, UNCTAD, version released September 17, 2002.
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Instilling Confidence: Measuring Foreign Direct
Investment Attractiveness

In an annual survey that has run for five years, consulting firm A.T. Kearney
surveyed top corporate decision makers of the world’s 1,000 largest firms in
2002 regarding their views of the relative attractiveness of different coun-
tries and what is influencing their foreign direct investment strategy. The
corporations surveyed accounted for 70 percent of global foreign direct in-
vestment flows and represented forty-one countries and twenty-four differ-
ent industries. The survey examined sixty countries that receive 90 percent

Table 4.9

Cumulative Foreign Direct Investment Flows in OECD Countries,
1992–2001 (billion U.S. dollars)

Inflow Outflow Net flow

United States 1,274.2 United States 1,145.5 United Kingdom 389.8
United Kingdom 444.4 United Kingdom 834.1 Japan 349.7
Belgium 422.3 France 583.9 France 291.6
Germany 342.6 Germany 477.7 Germany 135.1
France 292.3 Japan 455.9 Switzerland 120.2
Netherlands 238.3 Belgium 414.1 Netherlands 80.8
Canada 186.7 Netherlands 319.1 Italy 37.1
Sweden 157.4 Canada 200.2 Spain 36.7
Spain 138.6 Switzerland 182.8 Finland 35.6
Mexico 127.3 Spain 175.3 Canada 13.5
Japan 106.1 Sweden 130.3 Portugal 0.8
Australia 69.6 Italy 97.7 Iceland 0.3
Ireland 64.3 Finland 71.9 Norway –1.0
Switzerland 62.6 Australia 49.6 Slovak Republic –4.9
Italy 60.6 Denmark 41.5 Greece –6.2
Denmark 48.5 Norway 33.0 Denmark –7.0
Poland 47.2 Korea 25.7 Belgium –8.3
Korea 38.5 Portugal 24.2 Turkey –8.4
Finland 36.3 Austria 23.9 Austria –12.0
Austria 35.9 Ireland 22.1 Korea –12.8
Norway 34.0 Mexico 3.7 New Zealand –19.2
Czech Republic 26.8 Turkey 3.4 Hungary –19.9
Portugal 23.4 Greece 3.3 Australia –19.9
Hungary 22.1 New Zealand 2.8 Czech Republic –26.0
New Zealand 22.0 Hungary 2.2 Sweden –27.1
Turkey 11.8 Iceland 1.1 Ireland –42.2
Greece 9.4 Czech Republic 0.8 Poland –46.5
Slovak Republic 4.9 Poland 0.6 Mexico –123.6
Iceland 0.8 Slovak Republic 0.0 United States –242.6

Source: OECD International Direct Investment Database; OECD International Invest-
ment Perspectives, September 2002.
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of global foreign direct investment flows. As Figure 4.4 shows, all three
NAFTA countries ranked in the top ten. What is interesting is that Canada
and Mexico ranked about the same (A.T. Kearney 2002).

At the beginning of the twenty-first century, Mexico’s attractiveness de-
clined globally. This appeared to be largely due to the decline of Europe’s
interest in foreign direct investment in Mexico in 2002. This was in part
due to the impending expansion of the European Union to include Eastern
European countries, scheduled to begin in 2004. Outside Europe, however,
Mexico remained a highly attractive destination for foreign direct invest-
ment. Canada ranked Mexico number two, the United States ranked Mexico
number six, and Japan ranked Mexico in the top five. Mexico’s attractive-
ness was linked to NAFTA and the performance of the U.S. economy. The
2002 survey showed a marginal decline in Mexico’s attractiveness (A.T.
Kearney 2002). However, over the long term it will remain a highly attrac-
tive destination due to its geographic location, the size and potential of its
internal market, its relative attractiveness compared to other Latin Ameri-
can countries in the wake of economic turbulence in Brazil and Argentina,
and its network of free trade agreements.

Figure 4.4 A.T. Kearney Foreign Direct Investment Confidence Survey,
2002, Top Ten Countries

Source: A.T. Kearney, 2002.
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One-Horse Race: Mexico’s Free Trade Network

If there is a race on to set up free trade agreements, Mexico certainly wins it
hands down. Mexico’s network of free trade agreements covers thirty-two
countries, accounting for more than 60 percent of the world’s GDP, and pro-
vides preferential access to a potential market of over 870 million consum-
ers. Mexico’s free trade strategy helps to explain its attractiveness as a
destination for foreign direct investment. Figure 4.5 identifies the free trade
agreements that Mexico has signed in recent years in the Western Hemi-
sphere and with the European Union.

In the 1990s, Mexico did not stop with joining the OECD and NAFTA. It
continued to pursue free trade negotiations with other countries in the region

Figure 4.5 Free Trade Agreements Signed by Countries in the Western
Hemisphere

Source: www.sice.oas.org/tradee.asp.
Note: Caricom stands for a group of countries in the Caribbean region. The coun-

tries are Antigua and Barbuda, The Bahamas, Barbados, Belize, Dominica, Grenada,
Guyana, Haiti, Jamaica, Montserrat, St. Kitts and Nevis, St. Lucia, Suriname, St.
Vincent and the Grenadines, and Trinidad and Tobago.
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(the smaller Central American countries), with the economies of South
America (such as Chile), and with the second largest economic bloc in the
world—the European Union. As a result, Mexico has a huge network of free
trade agreements in place. This gives Mexico a unique position in the world,
which it hopes to cash in on over the next several decades. Mexico also
decided to pursue free trade negotiation in Asia, notably with Japan. It wants
to serve as the hub of business activities that stretch across East Asia, West-
ern Europe, and North America.

The Color of Money: Remittances as a Source
of Mexican Capital

As we noted in Chapter 3, remittances from Mexicans working in the United
States are one of Mexico’s biggest sources of foreign exchange income. This
money is building dreams for millions of Mexican families who would oth-
erwise live in grinding poverty. At the same time, however, the flow of re-
mittances has expanded the financial services sector that moves this money
across the border. This money tends to be transferred in small amounts. Thus,
while they represent an important source of income for Mexico, remittances
provide a cross-border flow of money that makes it easier to hide illicit trans-
fers, which are also sent in small amounts to avoid detection. Moreover, the
increase in the number and type of money transfer services further compli-
cates the supervision of financial institutions with respect to money launder-
ing and terrorist financing laws.

Mexicans working in the United States are most likely to send their money
home using wire transfers or money orders. Many migrants also take the
money home themselves or send it by check or cash. Banco de Mexico esti-
mated that in 1995 almost 40 percent of these remittances came in the form
of money orders, 27 percent were electronic transfers, almost 25 percent
were via telegraph, 8 percent were pocket and in-kind remittances, and less
than 1 percent were personal checks (Lozano-Ascencio 1998). Wire transfer
services receive a lot of business transferring money to Mexico despite the
high fees they charge for two principal reasons. In addition to the security of
the transfer, Mexican banks charge high fees for cashing checks and money
orders for those without bank accounts, and many of the recipients of remit-
tances fall into this category.

Responding to the increased volume of remittances, money transfer ser-
vices expanded noticeably in the 1990s, especially in the nonbank finan-
cial institution (NBFI) sector. In a summary of these activities, Orozco
(2002) noted:
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These institutions (NBFI) manage the majority of remittances. International
money orders, the next most frequent means of transferring remittances,
grew at about 7 percent a year in the same period. Today, at least 90 per-
cent of all remittances are transferred electronically or via money orders
(Orozco 2002).

Western Union, for instance, typically charges $29 for the average elec-
tronic transfer of $300 that is completed within fifteen minutes. Moreover,
its agent in Mexico, Elektra, generally exchanges the money at 10 percent
less than the interbank rate, meaning that up to 20 percent of the remittance
is lost in transfer costs. Elektra also encourages those receiving the money to
spend it in Electra stores by providing a discount on goods bought with the
remitted money. Elektra alone transferred U.S.$100 million in 1994, $400
million in 1995, and about $700 million in 1996 (Lozano-Ascencio 1998).
Other partnerships in Mexico include the U.S. Postal Service and Bancomer,
which teamed up in May 1997 to provide their Dinero Seguro service, which
charges $15 for up to $250 remitted from a U.S. post office to any of
Bancomer’s branches, though it takes a few days. Wells Fargo and Banamex
offer similar services, as do U.S. Bank and Banca Serfin, who charge $25 for
any money transfer to Mexico and promise the interbank exchange rate and
no extra pickup charges (Orozco, 2002). Numerous other small money transfer
businesses tend to focus on specific immigrant groups and generally charge
more per transaction.

The channel Mexican emigrants choose depends on various factors:
whether a modern banking and financial infrastructure is present, the effi-
ciency of the delivery system, and the educational and income status of the
recipient and sender. Many migrants were forced to pay these fees because
they could not perform an interbank transfer. The reason they could not send
the money through the banks is that they lacked bank accounts in the United
States. The reason the lacked bank accounts was that most of them lacked
official documents to open a bank account (due to the illegal nature of their
stay in the United States). Thus, paying high transmission fees seemed to be
a vicious circle.

Remittances are now Mexico’s third largest source of income, exceeding
local and state budgets in much of rural Mexico. They amount to U.S.$10
billion, approximately the same order of magnitude of foreign direct invest-
ment to Mexico in recent years. Mexican immigrants across the United States
have organized themselves in the last decade into powerful hometown clubs
that finance public works projects and small businesses in Mexican commu-
nities that would otherwise languish. When the Mexican political scene was
dominated by the old guard of the Institutional Revolutionary Party of Mexico
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(PRI), Mexicans who migrated to the United States (or other developed coun-
tries) were treated with contempt (so much so that many politicians in Mexico
called them “traitors”). Abandoning the attitudes of past governments who
viewed emigrants as an embarrassment, Mexico’s current president, Vicente
Fox, has hailed them as “national heroes” (Thompson 2002). The govern-
ment of Mexico now recognizes that the money sent by migrants is a major
source of investment. However, the vast majority of remittance amounted to
$250 or less.

In the wake of the attacks of September 11, the Mexican government be-
gan to distribute new, digitally coded consular identification cards. These
cards check an applicant’s information against computerized census and voter
rolls in Mexico. Mexican consulates in the United States issue the identifica-
tion cards to Mexican migrants in order to facilitate this flow of money and
to capitalize on its potential to bring economic development to communities
all over the Mexican countryside. These cards enable undocumented work-
ers to open bank accounts, acquire ATM cards, and reduce the cost of send-
ing money home. And that means higher foreign exchange receipts for Mexico.

The Mexican government also negotiated with banks and wire transfer
agencies in the United States to make it cheaper for immigrants to send money
home. Beginning in December 2001, some fifteen NBFIs and regular banks
all over the United States agreed to allow immigrants from Mexico to use
identification cards they receive from Mexican consulates to open bank ac-
counts, irrespective of their legal status in the United States. This process of
“regularization” has produced positive results for charges paid: there has
been a decline of some 30 percent (Thompson 2002). However, these cards
could also facilitate illicit transfers of money unless they are designed and
monitored to prevent such abuse.

Conclusion

For security purposes, each of the three NAFTA governments may exercise a
lot of discretionary power in the financial sector. Moreover, the active mem-
bership of all three in international organizations and agreements that deal
with money laundering and terrorist financing facilitates cooperation in this
area. However, corruption (the topic of the next chapter) may impede the
effective application of Mexico’s international obligations in this regard and
complicate cooperation.

Flows of foreign direct investment have increased dramatically both world-
wide and among the NAFTA members, playing a crucial role in economic
integration. However, foreign direct investment cuts both ways with respect
to security. On the one hand, the integration of the banking sector should
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facilitate compliance with money laundering rules while the integration of
the manufacturing sector facilitates the secure movement of goods (as we
discussed in Chapter 2). On the other hand, foreign direct investment flows
increase the number of transactions that need to be monitored. Similarly, the
flow of migrant remittances has its good and bad side. This source of foreign
capital helps economic development in Mexico but also provides a cover for
illicit money transfers.

NAFTA has made Mexico a top destination for foreign direct investment
worldwide. The proliferation of Mexican free trade agreements, together with
its geographic proximity to the U.S. market, its wage rates, and the potential
of its internal market, means that Mexico will continue to attract large amounts
of investment. Today, Mexico is running neck and neck with Canada in at-
tracting investment. In the future, Mexico may very well pull ahead. More-
over, capital flows to Mexico, together with better economic policies in recent
years, have stabilized the peso. In the wake of the Argentine crisis, a stable
peso lessens the prospects for dollarization in the region.

Appendix 4.1
Freezing Their Assets Off: Terrorist Financing

“Canada as a separate but dominated country has done about as well
under the U.S. as women, worldwide, have done under men; about the
only position they’ve ever adopted toward us, country to country, has

been the missionary position, and we were not on top. I guess that’s
why the national wisdom vis-à-vis Them has so often taken the form of

lying still, keeping your mouth shut, and pretending you like it.”
—Margaret Atwood

Cracking Down

In November 2001, the Bush administration froze the assets of two suspected bin
Laden financial networks, Al-Taqua and Al-Barakaat, and affiliated organizations in
Minnesota, Massachusetts, Ohio, and Washington. Both are money exchanges, known
as “hawalas,” suspected of channeling funds to Al Qaeda through businesses and
charities. The affiliates include Aaran Money Wire Service, Inc., of Minneapolis; Al-
Barakaat Wiring Service of Minneapolis; Barakaat Boston of Dorchester, Massachu-
setts; Barakaat Enterprise of Columbus, Ohio; Barakaat North America, Inc., located
in Ottawa and Dorchester, Massachusetts; Barakat Wire Transfer Co. of Seattle; Glo-
bal Service International of Seattle, and the Somali International Relief Organization
of Minneapolis (“U.S. Moves Widely…” 2001).
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Cracking Up

On August 22, 2002, the United States requested that a United Nations panel remove
four individuals and two businesses from a sanctions list after European countries and
Canada criticized the lack of evidence that they were linked to the Al Qaeda network.
The U.S. Treasury Department maintains a list of individuals and groups that alleg-
edly support Al Qaeda, which it submits to the United Nations Security Council sanc-
tions committee. At the end of August 2002, more than 215 names were on the U.S.
list. The United Nations collects such lists from its members and then asks all United
Nations members to block the transfer of those funds. However, there is no formal
United Nations system to determine whether those on the list should be.

Three of the individuals (Somali-born Swedes) worked for the al-Barakaat Bank
and exchange company, which is used by expatriate Somalis to send remittances home
to their relatives. However, the United States alleges that the bank was also used to
channel Al Qaeda funds. A fourth individual, a Somali-born American citizen, ran
Aaran Money Wire Service in Minneapolis. The two businesses removed from the
list were Global Services International U.S.A, of Minneapolis, and Barakaat Enter-
prise, of Columbus, Ohio. The individuals signed sworn statements with the U.S.
Treasury Department declaring that they would not participate in banned organiza-
tions. Their assets had been frozen for several months (Leopold 2002).

All Aboard

The Canadian Superintendent of Financial Institutions maintains a list of terrorist
suspects, based on a list established under the United Nations Suppression of Terror-
ism Regulations. The Canadian cabinet must approve additions to the Canadian list.
Under Canadian Proceeds of Crime legislation, financial institutions must scrutinize
their records and freeze the assets of suspected terrorists on the list.

In December 2001, Canada added three groups allegedly linked with Hamas (a
Palestinian organization) to its list, hours after the United States froze the assets of
some of the same groups. The previous week, Hamas had claimed responsibility for
suicide attacks in Israel. The three groups were Al-Aqsa Islamic Bank; Beit El-Mal
Holdings Co., a Palestinian-based investment group; and the Holy Land Foundation
for Relief and Development, of Richardson, Texas. The latter says it is the largest
Muslim charity in the United States and is not a front for Hamas. As of December,
Canada had frozen C$344,000 in suspected terrorist assets in twenty-eight accounts
(“Ottawa Freezes Assets” 2001).

Probing the Aliens

While Canadian and American authorities cooperate closely with each other, there
are limits to Canadian cooperation, notably when U.S. authorities forget that U.S.
jurisdiction ends at the border. In July 2002, a Canadian judge denied the United
States access to evidence in a probe of a Vancouver, British Columbia, resident due to
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possible misconduct by U.S. tax agents. The judge ruled that the U.S. government’s
refusal to allow Internal Revenue Service (IRS) agents to testify in court about their
actions raised questions about whether the rights of author Jerome Schneider had
been violated in a search last year. Schneider writes books and articles on how U.S.
citizens can establish private offshore banks to avoid paying taxes. Schneider had not
been charged with any criminal offense. However, the United States alleged that he
had committed fraud and wire fraud and conspired to defraud the U.S. government.

A Canadian search warrant authorized the Royal Canadian Mounted Police (RCMP)
to conduct a search of Schneider’s premises and authorized IRS agents to be present
“for the purpose of observation only at the time of execution of the search warrant.”
The RCMP seized boxes of documents, including files of Schneider’s clients in the
United States. At a hearing to determine whether to release the evidence to the United
States, Schneider’s lawyer argued that the U.S. agents had actively participated in the
search, rather than just observing. One of the IRS agents later acknowledged in an
affidavit that they had also searched through and copied documents in the weeks after
the raid, without the consent of Canadian police. The agent said that they had not used
the material after learning that their conduct may have been improper.

The judge ruled that Schneider’s lawyer had the right to cross-examine the two
IRS agents. Since the U.S. government refused to allow them to testify, the judge
ordered the evidence returned to Schneider, stating, “While the court obviously lacks
jurisdiction to enforce attendance of the IRS agents, the court can, and I think should,
deny the requesting state its sending request” (“Canadian Judge…” 2002).

Systems Friction

A perception exists in the United States that weaknesses in the Canadian system com-
plicate the fight against terrorism, especially when terrorism suspects are deported
instead of being charged with crimes. In one case in November 2001, authorities
accused Hassan Almrei of being involved in financing Osama bin Laden’s terrorist
network, first in Saudi Arabia and later in Toronto, where he arrived with a false
passport from the United Arab Emirates on January 2, 1999. Almrei was also alleged
to be connected with Nabil al Marabh, whom the FBI arrested in the United States on
September 19, 2001, on suspicion that he might have provided false documents used
by the September 11 hijackers.

Judges in the United States and Canada have also reached different decisions re-
garding bail. Liban Hussein, a Somali-born resident of Ottawa, was accused by Ameri-
can authorities of managing an international money-transferring operation that
channeled $3.8 million to Al Qaeda. His brother, Mohammed M. Hussein, was ar-
rested in Boston. In November 2001, a Canadian judge released Liban Hussein on
$8,000 bail. Mohammed Hussein was denied bail in the United States.

Another source of systems friction is the difference in the way the two countries
treat refugee claimants. The United States detains them. Canada detains them only if
there is a risk of flight. That left the refugee system subject to abuse by those who
claimed refugee status in order to gain legal residency while awaiting their refugee
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hearing. Until Canada streamlined its system in 2001, such individuals could remain
in Canada for years while their cases worked their way through hearings and appeals.
However, some U.S. officials still think that Canada’s refugee law is inadequate be-
cause detention is not mandatory (DePalma 2001).

Appendix 4.2
Baby, You Can Drive My Car: Mexico’s Assembly Plants

The presence or absence of trade barriers and trade-related investment barriers has
become an important consideration in the foreign direct investment decisions of firms
that base location of manufacturing on worldwide or regionwide sourcing of inputs
and export of finished products. For example, Mexico has attracted considerable for-
eign direct investment in automobile production, for several reasons. Initially, Mexico
attracted automobile producers by making access to its market conditional upon for-
eign direct investment and the use of local inputs. As the investment and trade re-
gimes were liberalized, car manufacturers chose to locate or expand operations in
Mexico for other reasons.

First, Mexico’s geographic location is attractive for a product that is expensive to
transport. With its proximity to the wealthy markets of North America and the growing
markets of Latin America (including Mexico), Mexico’s location is strategic. More-
over, with ports on both the Atlantic and Pacific oceans, Mexico is relatively close to
both Asia and Europe, in terms of transporting both inputs and finished products.

Second, Mexico has pursued a “hub-and-spoke” strategy (a term coined by Rich-
ard Lipsey) by aggressively seeking free trade agreements with North America, Latin
America, Europe, and Asia. This strategy makes Mexico the most attractive location
for foreign direct investment in car manufacturing because it is the only country that
provides preferential access to all markets.

However, the most important reason Canada had to push for a trilateral agreement
was to avoid a hub-and-spoke situation that could have a negative impact on Canada’s
ability to attract foreign direct investment. With two bilateral agreements, the United
States would become the hub and Mexico and Canada the spokes. The United States,
as the only one enjoying free trade with everyone involved, would be a more attrac-
tive location for foreign direct investment because firms located in the United States
would have equal access to the entire market. This would have put Canada and Mexico
at a disadvantage in attracting foreign direct investment.

Third, Mexico enjoys a labor cost advantage over other members of NAFTA and
the Mexico–European Union Free Trade Agreement.

Fourth, the rules of origin that apply to automobiles in NAFTA require an increas-
ingly higher percentage of NAFTA content to qualify for duty-free treatment. This
was designed to give North American–based manufacturers an advantage over those
based in Europe and Asia. To level the playing field in the North American market,
European and Asian car manufacturers had to produce cars in North America. While
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many already did, those who did not, or who chose to expand North American pro-
duction, had a strong incentive to choose Mexico over the United States or Canada.
For example, Volkswagen expanded its foreign direct investment in Mexico, not only
to serve the North American market in certain makes, but also to serve the global
market in the popular new Beetle.

Finally, Mexico has improved treatment of foreign investors through amendments
to its Foreign Investment Law, the signing of NAFTA, and the negotiation of foreign
investor protection agreements, all of which provide better property rights for inves-
tors. Other changes in Mexico have reduced political risk (through democratic re-
forms prior to the 2000 election) and economic risk (through the introduction of a
floating exchange rate in 1994).

Appendix 4.3
Ironclad Guarantees: Metalclad in Mexico

Metalclad, a U.S. company, purchased COTERIN, a Mexican company, on Sep-
tember 10, 1993, together with its hazardous waste landfill site in Guadalcazar, in the
state of San Luis Potosí, and associated permits. Metalclad relied on assurances from
Mexican federal officials that COTERIN had all the authorizations required to under-
take the landfill project. The director general of the federal environmental agency
also told Metalclad that the federal government was responsible for obtaining support
for the project in the state and the local community.

Shortly after Metalclad purchased COTERIN, the governor of San Luis Potosí
began a public campaign to denounce and prevent the operation of the landfill. After
negotiations, Metalclad believed it had secured the governor’s support and began
construction in May 1994. During construction, federal and state officials inspected
the site and Metalclad provided them with written progress reports. However, in Oc-
tober 1994, construction was halted abruptly when the municipality of Guadalcazar
ordered building to cease due to the absence of a municipal construction permit. In
November 1994, after federal officials said Metalclad had all the authority necessary
to build and operate the landfill, Metalclad resumed construction and applied for the
municipal permit in order to facilitate relations with the municipality. In the spring of
1995, an independent university study and a federal audit of the site both confirmed
that the site was geographically suitable for a hazardous waste landfill.

You Can’t Fill My Hole

In March 1995, Metalclad completed construction of the landfill and held an inaugu-
ration that was attended by dignitaries from the United States and Mexico’s federal,
state, and local governments. However, the inauguration was disrupted by demon-
strators who blocked the entry and exit of buses carrying guests and workers. Metalclad
said that the state and local governments helped to organize the demonstration and
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that state troopers helped to block traffic. Thereafter, Metalclad was prevented from
operating the landfill, despite efforts to negotiate a solution.

In November 1995, Metalclad signed an agreement with federal environmental agen-
cies under which the company agreed to follow an action plan, including the setting
aside of fourteen acres (thirty-four hectares) of its property to conserve local species.
The agreement allowed Metalclad to operate the landfill for a renewable five-year term.
However, the state governor immediately denounced the agreement. In December 1995,
the municipality denied Metalclad’s application for a construction permit.

The municipality did not notify Metalclad of the town council meeting at which the
permit application was discussed and rejected, nor allow Metalclad to participate in the
process. Moreover, there was no evidence that the municipality had ever required or
issued a municipal construction permit or even had an administrative process in place to
do so. In January 1996, the municipality launched legal challenges to Metalclad’s agree-
ment with the federal agencies, which ended unsuccessfully in May 1999.

From May to December 1996, Metalclad negotiated with the state government,
without success. On January 2, 1997, Metalclad began legal proceeding against the
Government of Mexico under Chapter 11 of NAFTA. In September 1997, three days
before the end of his term, the governor issued an ecological decree declaring a “natu-
ral area” for the protection of rare cactus, which included Metalclad’s landfill, perma-
nently preventing the operation of the landfill. Metalclad added this ecological decree
to its NAFTA claim.

Transparent Denial: The Decision of the Chapter 11 Tribunal

The three-person NAFTA tribunal held that the federal government was responsible
for the actions of the state and local governments and that those actions violated
NAFTA Article 1105(1) requirement to treat investors in accordance with interna-
tional law. Mexico failed to ensure the transparency required by NAFTA because
there was no clear rule as to whether or not a municipal construction permit was
required. The municipality improperly required and denied a construction permit af-
ter construction was virtually complete and the federal permit had been granted. Its
reasons for denying the construction permit had nothing to do with any defects in
construction, and the municipality gave Metalclad no opportunity to participate in the
decision. Finally, NAFTA Article 1114, which allows members to ensure that invest-
ment activity is undertaken in an environmentally sensitive matter, could not affect
the outcome because the federal permits and agreements demonstrated that Mexico
was satisfied that the project was consistent with its environmental concerns.

The tribunal held further that, under NAFTA Article 1110, Mexico took a measure
tantamount to expropriation by acquiescing in the denial of the municipal permit when
the federal government had exclusive authority for siting and permitting a hazardous
waste landfill. The tribunal identified the governor’s ecological decree as a further
ground for a finding of expropriation because it had the effect of barring forever the
operation of the landfill.

The tribunal held that Metalclad has lost 100 percent of its investment. In its
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calculation of the compensation payable under NAFTA Article 1110(2), the tribunal
decided that fair market value should be determined by reference to Metalclad’s ac-
tual investment, less the cost of site remediation that the Mexican government would
incur. In addition, the tribunal awarded Metalclad interest at 6 percent per year, com-
pounded annually, from the date on which the municipality wrongly denied Metalclad’s
application for a construction permit. Mexico was ordered to pay U.S.$16,685,000,
plus 6 percent interest compounded monthly until the compensation was paid.

Denying Transparency: The Decision of the Supreme Court of British Columbia

Because the arbitration took place in Vancouver, British Columbia, Mexico appealed
the tribunal’s decision in the Supreme Court of British Columbia (BCSC). The court
overturned the tribunal’s decision regarding the actions of the municipality, ruling
that there are no transparency obligations contained in Chapter 11. However, the court
ruled in favor of Metalclad’s claim based on the ecological decree. Because the eco-
logical decree occurred later than the refusal to issue the municipal permit, the court
reduced the award of interest by calculating the interest from the date of the ecologi-
cal decree (September 20, 1997), rather than the date the municipality refused to issue
a permit (December 5, 1995). Because Mexico succeeded in its legal arguments re-
garding transparency and in reducing the interest payable, the court required Mexico
to pay only 75 percent of the legal costs Metalclad incurred in the appeal.

Following the court’s decision, Metalclad’s president, Grant Keseler, said that the
ruling on the transparency issue violated the spirit of NAFTA and would discourage
foreign investors fearful of secretive and arbitrary government actions. He said that
the company had liquidated all of its Mexican holdings and would not invest in Mexico
until the legal protections for foreign investors improve. The company once had the
largest waste collection operation in Mexico, with sites in eleven states (Iritani 2001).

The Mexican government was pleased that the judge had set limitations on the
rights of private investors under NAFTA and hoped that the case would set a prece-
dent for future Chapter 11 cases (Iritani 2001). Both sides later agreed not to appeal
the court’s decision after Metalclad accepted Mexico’s offer to pay U.S.$15, 626,260
plus daily interest of $2,559 after June 1, until the settlement was paid in full (“Metaclad
Reaches…” 2001).

Metalclad began legal action against the Mexican government at the beginning of
October 2001 because the payment had not been made. The Mexican government
paid the company by check on October 26, 2001, and received the deed to the prop-
erty from Metalclad. Mexico issued a statement that the government “honors its inter-
national obligations, even when it does not agree with the findings of the international
tribunal nor with the way the tribunal works” (“Eye on Investors,” 2001).
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5
Invisible Elephants

Corruption and Cooperation

“The King shall protect trade routes from harassment by
courtiers, state officials, thieves and frontier guards…

[and] frontier officers shall make good what is lost.... Just
as it is impossible not to taste honey or poison that one
may find at the tip of one’s tongue, so it is impossible

for one dealing with government funds not to taste,
at least a little bit, of the King’s wealth.”

—Kautilya

“A dog with a bone in his mouth cannot do two things. He
cannot bark and he cannot bite.”

—Porfírio Diaz

“My mother said that you should never expect recognition for
doing your duty. That was what I did, my duty.”

—Ernesto Zedillo

There is a joke told in Mexico that goes as follows. In Canada, when there is
a crime being committed, you call 911 and the police are there in ten min-
utes. In the United States, when there is a crime being committed, you call
911 and the police are there in five minutes. In Mexico, when there is a crime
being committed, you don’t have to call the police. They are already there!
Unfortunately, police corruption in Mexico is no laughing matter (see Ap-
pendix 5.1, p. 169).

Corruption is neither new nor novel. It has existed for millennia. In fact,
the first complete treatise on corruption was written by Kautilya (chief min-
ister to the king in ancient India), in The Arthashastra (around 300 B.C.).
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Plato talked about corruption in Greece around the same time. Over seven
centuries ago, Dante put bribers in the deepest parts of Hell. The U.S. consti-
tution explicitly makes two crimes an impeachable offence for the U.S. presi-
dent: treason and bribery.

In the NAFTA countries, corruption is not a problem that is limited just to
Mexico (see Appendix 5.2, p. 171), although it is more widespread in Mexico
today than in the United States or Canada. In the Canadian province of Que-
bec, electoral corruption under Premier Maurice Duplessis from the 1930s to
the 1950s was comparable to the electoral corruption Mexico experienced
under the Partido Revolucionario Institicional (PRI). In the Duplessis era,
voter turnout exceeded 100 percent. Premier Duplessis was so popular that
even the dead voted for him. Before rising to political prominence as prime
minister of Canada, Pierre Trudeau gained prominence in Quebec writing
articles that criticized the corrupt electoral practices of the Duplessis regime,
such as the theft of ballot boxes by armed thugs. More recently, in the prov-
ince of British Columbia, two premiers have resigned due to corruption scan-
dals. In the 1980s, Premier Bill Vander Zam resigned amid allegations that
he had misused the office of premier to gain financial benefits in a real estate
transaction. After leaving office, former Premier Glen Clark was acquitted in
2002 of corruption charges involving a neighbor who helped build decks at
his house and cottage before being awarded a gambling license by the gov-
ernment. Effective opposition parties and vigilance on the part of police have
thus greatly reduced corruption in Canada over time.

In international surveys and studies, the United States always ranks worse
than Canada in corruption. In prohibition-era Chicago, police corruption was
such that it became the subject of popular television shows and movies. Po-
lice corruption in New York, Los Angeles, and New Orleans similarly be-
came fodder for screenwriters. More recently, the mayor of Providence, Rhode
Island, was involved in a corruption scandal. Thus, contrary to the general
perception that the Deep South is the home of political corruption, it affects
the northern states as well.

Why does corruption matter? A study by the U.S. Department of State
summarizes the impact of corruption in no uncertain terms:

Corruption has a corrosive impact on both market opportunities overseas
and the broader business climate. It also deters foreign investment, stifles
economic growth and sustainable development, distorts prices, and un-
dermines legal and judicial systems. More specifically, corruption is a
problem in international business transactions, economic development
projects, and government procurement activities. (U.S. Department of
State 2001, 2)
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Corruption in government costs business money in five principal ways.
First, there is the cost of providing bribes when companies choose to engage
in bribery to secure government contracts or to secure permits or licenses to
do business. Second, there is the loss of the investment made in attempting
to secure government contracts when companies choose not to engage in brib-
ery or are out bribed by competitors, thereby losing out on government pro-
curement bids. Third, when corruption in the police force creates a security
problem, the company incurs the cost of hiring private security and higher
insurance costs to protect employees against security risks such as kidnapping.
Fourth, judicial corruption can increase the costs and risks associated with
litigation. Fifth, when companies engage in corrupt payments, they run the
risk of fines, imprisonment of employees, civil penalties, and other sanctions.

Corruption also robs citizens of the benefits they would otherwise receive
for the taxes they pay. When the costs of government procurement contracts
are inflated to include illicit payments to politicians, it is the taxpayer who gets
less for the taxes paid. When police corruption and involvement in criminal
activities increase the personal security risks to the individual, citizens not
only lose the value of the money paid in taxes that support the police force but
incur extra security costs too. In the end, corruption may cause citizens to feel
less protected from other security threats, including terrorist attacks.

In the NAFTA context—and indeed globally—corruption is an interna-
tional problem that requires cooperation across borders. When companies
from the United States or Canada bribe officials in Mexico, they contribute
to the problem. Thus, Canadian and U.S. governments can contribute to the
solution of the problem in Mexico by enforcing antibribery laws against their
own citizens. Other forms of international cooperation have already borne fruit
in Mexico, notably the reform of Mexican electoral practices that produced
cleaner elections in 2000 and led to the defeat of the PRI by Vicente Fox.
Reforms to Mexico’s electoral laws made by former Mexican president, Ernesto
Zedillo, made this dramatic event possible. Zedillo was also instrumental in
making sure the transition went smoothly. When Vicente Fox won the election,
Zedillo said on television, “I’ve told Fox that I will personally take charge of
insuring that the handover of power will be transparent, tidy and efficient.”
Nevertheless, corruption in Mexico remains a matter of personal, national, and
international security that has serious implications for the process of economic
and security integration that is taking place in the region.

The Nature of Things: Defining Corruption

Exactly what constitutes corruption? One researcher noted that corruption is
like an elephant. It may difficult to describe but it is not difficult to recognize
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once it is observed (Tanzi 1998). The World Bank uses the following defini-
tion of corruption: the abuse of public power for private benefit. The OECD
uses a similar definition: the use of public office for private gains. Both defi-
nitions presuppose that corruption is a public sector phenomenon.

We can view the problem of corruption as a problem of principal-agent. If
there is a difference in the information set that the principal has and the
information set that the agent has, we are likely to see that the agent will try
to exploit the situation for gaining resources. The principal is defined as the
top level of government and the agent is a government official designated to
carry out a specific task. In the case of high-level corruption—perpetrated at
the center by the elite of the political or administrative structures—one might
consider the citizens who elect a politician as the principals and the politi-
cian as the agent.

For the manifestation of corruption, three elements are crucial: (1) there
has to be some monopoly power of government officials; (2) there has to be
a degree of discretion that officials are permitted to exercise; and (3) there
have to be some problems with the systems of accountability and transpar-
ency in the government institution.

Take the example of a license. If there is more than one government agency
that can issue a license, the bribe “price” will be driven to zero. However, the
argument does not apply in the case of corruption involving theft, as when
an official accepts a bribe in exchange for nonpayment of an import duty. In
this case, corruption reduces overall costs for businesses in addition to lining
the pockets of government officials, so businesses have an incentive to seek
out corrupt state agents. It is also important to note that competition among
businesses in this case will lead to the spread of corruption, since businesses
that do not reduce costs through bribery will be at a disadvantage.

If there is no discretion involved in a decision by a government official,
there is no case for corruption. The more discretion a government official
has, the more favorable a decision (for the businessperson) can be taken by
the official in exchange for a bribe. This may prompt us to believe that more
detailed regulations are better. But if there are too many detailed rules set by
government, they will lead to noncompliance and thereby defeat the whole
purpose of rules and regulation. Simple, transparent rules function better.

If government institutions are transparent and accountable, there will be
little scope for corruption. In many developing countries, the functioning of
the government at various levels is extremely opaque.

In developing countries, the size of the government has been linked with
corruption. Bigger government means more tax revenue and therefore more
leeway to evade taxes. Also, larger government spending lends itself to more
abuse with respect to how the money is spent. This observation has led Nobel
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laureate Gary Becker to proclaim that if we abolish government, we abolish
corruption! However, such a lofty claim does not sit well with the real-life
observation that some developed countries with very large government sec-
tors, such as Finland, Denmark, and New Zealand, are also the countries
with the least amount of corruption in the world (see Table 5.1).

Transparency International surveys the perceptions of business people and
risk analysts regarding the degree of corruption that exists in various coun-
tries. In its corruption perception index, Mexico ranks far below Canada and
the United States (see Table 5.1). In terms of corruption (a low number im-
plies low levels of corruption), Canada ranked seventh in the world, the United
States ranked sixteenth, and Mexico had a lowly rank of fifty-seven. Mexico’s
score was less than half of the U.S. number. We also note that the only Latin
American country to be in the top twenty is Chile.

The Jet Set: International Suppliers and Demanders

Rapid growth of international business has created opportunities for “grand
corruption” across countries. Bribes are paid by international companies to
secure contracts for construction or arms. Of course, such bribes are illegal
in most countries. Therefore, it is hard to come by concrete figures to mea-
sure the extent of the problem. Some intermittent reports by investigative
journalists give us a glimpse of the problem. For example, on March 17,
1995, Le Monde reported that French companies have paid some 10 billion
French francs (U.S.$2 billion) to secure foreign contracts. On March 4, 1996,
World Business reported that German firms paid over U.S.$3 billion to get
overseas contracts in 1995.

The developed countries are home to big companies capable of mounting
large infrastructure projects. The developing countries have a heavy demand
for such projects. This creates an opportunity for developing country offi-
cials to demand bribes and for multinational companies from developed coun-
tries to pay bribes. With NAFTA, Mexico trades mostly with the United States
and Canada. Many big projects in Mexico are being undertaken by Ameri-
can and Canadian firms. Thus, the U.S. and Canadian governments have a
significant role to play in containing corruption in Mexico.

The Girl Next Door: Domestic Suppliers and Demanders

Of course, much corruption (especially small-scale corruption) does not origi-
nate from transactions between foreign companies and host governments. It
arises domestically. Instead of paying a fine for going through a red light or
speeding, the citizens simply pay a bribe to the police. The bribe they pay
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usually is much smaller than what they would have paid as a fine. Thus, the
citizens lose less. Of course, the bribe money lines the pockets of the police
officer. The authorities lose. This kind of petty corruption is extremely com-
mon in Mexico but not in the United States or Canada.

In 2001, the Mexico City government decided to replace all the police-
men who fine the public for traffic violations with policewomen. The logic
was that women are less corrupt than men. Therefore, this action was ex-
pected to reduce corruption. There have not been any substantive reports

Table 5.1

Transparency International Score of Corruption Perception Index, 2002

Rank Country CPI

1 Finland 9.7
2 Denmark 9.5
2 New Zealand 9.5
4 Iceland 9.4
5 Singapore 9.3
5 Sweden 9.3
7 Canada 9.0
7 Luxembourg 9.0
7 Netherlands 9.0

10 United Kingdom 8.7
11 Australia 8.6
12 Norway 8.5
12 Switzerland 8.5
14 Hong Kong 8.2
15 Austria 7.8
16 USA 7.7
17 Chile 7.5
18 Germany 7.3
19 Israel 7.2
20 Belgium 7.1
20 Japan 7.1
20 Spain 7.1
... ... ...
57 Colombia 3.6
57 Mexico 3.6

Source: www.transparency.org, Transparency International website.
Note: CPI stands for Corruption Perception Index. CPI 2002 score relates to percep-

tions of the degree of corruption as seen by businesspeople and risk analysts, and ranges
between 10 (highly clean) and 0 (highly corrupt). A more detailed description of the CPI
methodology is available at www.transparency.org/cpi/index.html#cpi or at www.gwdg.de/
~uwvw/2002.html. The CPI 2002 is based on 2000-2002 data. Since fundamental changes
in the levels of corruption in a country evolve only slowly, while public perceptions may
change more swiftly and be influenced to some extent by short-term events, Transparency
International determined to base the CPI on a three-year rolling average. Hence, 2002 CPI
is based on survey data collected exclusively between 2000 and 2002.
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whether the program has been a success. However, cross-country evidence
indicates that higher women’s participation in government tends to reduce
corruption in government (Dollar et al. 1999).

Tales from the Corrupt: Mexican Cases

If we were to catalog all of the corruption that takes place in Mexico, it
would fill several volumes. Instead, we will set out just two cases to illustrate
the problem. The first, the so-called PEMEX-gate scandal, shows how cor-
ruption leads to illegal movement of capital between the United States and
Mexico. The second case, involving an elephant, shows how corruption leads
to illegal movement of goods between the United States and Mexico.

Oily Characters: The PEMEX-Gate Scandal

In 2001, after the new federal government of Vicente Fox came into power,
sensational allegations surfaced from the Mexico’s attorney general’s office
(PGR) regarding the losing candidate for the Institutional Revolutionary Party
(PRI). Francisco Labastida had reportedly received U.S.$162 million for his
election campaign, diverted through the government-owned Mexican petro-
leum monopoly, PEMEX. In the year 2000, PEMEX and the Mexican Union
of Workers of the Petroleum Industry allegedly colluded in illegally embez-
zling from the company and then contributing to his political campaign. Im-
mediately afterwards, the erstwhile managing director of PEMEX, Rogelio
Montemayor, fled the country.

The PRI has vigorously denied any wrongdoing. Its leader, Dulce Maria
Sauri, declared on August 31, 2002, that the government should either pro-
duce evidence for the case or apologize to the PRI.

However, Montemayor later resurfaced in Houston, Texas, arguing that
he had been the victim of a political witch-hunt. Surprisingly, the attorney
general’s office had not issued any extradition request for him with the U.S.
government (as of September 7, 2002). Since the funds were allegedly used
for election purposes, the Federal Electoral Commission decided on June 2,
2002, to investigate the case.

There are many loose ends in this particular case. For example, on Febru-
ary 11, 2002, Geri Smith, a reporter from Business Week, reported an amount
of U.S.$120 million. On July 2, 2002, Ross Milloy of the New York Times put
the figure at U.S.$200 million. On September 5, 2002, the respected daily La
Reforma indicated that the amount of money involved was about U.S.$161
million. Whatever the amount, it still is large when we consider that the amount
of funds officially received by the PRI from the Federal Electoral Commis-
sion was U.S.$91 million for its campaign.
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In this case, large quantities of money moved effortlessly between the
United States and Mexico without raising red flags anywhere. Nobody ques-
tioned whether the money was serving an illicit purpose.

Three Tons of Fun: The Case of the Invisible Elephant

In March 2000, a three-ton, ten-foot, nine-year-old Indian elephant named
Benny was smuggled into Mexico from Texas. Benny changed both his
identity (he is now called Dumbo in Mexico) and his nationality. For nine
months, Benny performed circus tricks like playing the harmonica and riding
the bicycle.

Indian elephants are an endangered species. Trade in endangered species
is regulated by an international agreement—the Convention on International
Trade in Endangered Species (CITES). Canada, Mexico, and the United States,
who are among the more than 150 countries that are members of the CITES
agreement, have stipulated that its provisions take precedence over NAFTA.
Thus, it is illegal to export Indian elephants from the United States without a
permit. Nevertheless, nobody “saw” the elephant crossing the border—ap-
parently the customs agents were paid $4,500 to make him “invisible”
(Sullivan 2001). La Reforma, the Mexico City newspaper that broke Benny’s
story, called him “the biggest wetback in the history of the Mexico–U.S.
border” (quoted in Sullivan, 2001).

The story went that Guillermo Vazquez, a Mexican circus owner, bought
Benny for $40,000. He then applied for a license to export an endangered
species from the United States to Mexico. After two months, when no reply
from the U.S. authorities was forthcoming, Vazquez took matters into his
own hands. He paid the Mexican customs officials at the border $4,500. So
Benny came across the border into Matamoros, Mexico, in a wooden box on
a flatbed truck. Vazquez said Mexican customs agents, with his $4,500 bribe
in their pockets, “did not see a thing.” What is even more alarming, the truck
did not attract any scrutiny on the U.S. side of the border.

Crime and Punishment: The Big Picture in Mexico

There were 214 million acts of “small scale” or “petty” corruption in Mexico
in 2001, adding up to a figure which represents about 1 percent of Mexican
GDP (Lizarraga 2001). On average, each family (and that means all families
in Mexico and not just the ones that paid the bribe) paid some 110 pesos in
bribes in 2001. Of those who reported paying a bribe, some 6.9 percent of
their income went to paying bribes. Among low-income families, the num-
ber jumped to 13.9 percent of family income (Anti-corrupcion informes).
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Corruption under the PRI regime, which governed Mexico for seventy-
one years until losing the presidency in the year 2000, caused the United
States to have little trust in Mexico. In the past, corruption has complicated
efforts to cooperate on drug trafficking when corrupt officials in Mexico
passed on information to the drug traffickers. Mexican customs officials also
have a bad reputation for corruption. It hit a nadir when Benny the elephant
was smuggled into Mexico from Texas in 2000.

Since 2000, however, there has been an unprecedented level of coopera-
tion between the U.S. Drug Enforcement Agency (DEA) and its Mexican
counterpart. The Federal Bureau of Investigation (FBI) has begun to send
agents to investigate drug-related crimes in Mexico. Some opposition mem-
bers of the Mexican congress have attacked the Mexican federal government
for letting the FBI make arrests in Mexican soil (Notimex 2001).

In Mexico, corruption and incompetence in the police force are legend-
ary. For example, more than 90 percent of reported crimes never get solved
(Craddock 2001). This record makes willingness to report crime a low prior-
ity. A survey by the Fundación Rosenblueth in 2000 found that less than 20
percent of people from Mexico City are willing to report criminal activities.
Other questions reveal why. In Mexico City, when people were asked why
they do not report crime to the police, 79 percent said that it “does not make
a difference.” Some 29 percent added that they did not trust the police
(www.rosenblueth.mx).

The procedures involved in filing criminal charges are lengthy and time-
consuming, involving several half-day visits to the police station over a pe-
riod of several months. Once the procedure for filing the charges is completed,
the police will not investigate unless they are paid a bribe. If the suspect pays
the investigating police a larger bribe, they will not investigate further. Even
when the case makes it to court, the judge may be bribed or threatened and
rule in favor of the accused. If the accused is jailed, the jail keepers may be
bribed or threatened and allow an “escape” to occur. Under these circum-
stances, it is no wonder that people see the process of reporting crime as a
waste of time.

Crime statistics in Mexico are staggering. For example, reported annual
kidnappings in Mexico soared from 150 in 1993 to 600 in 1998. It is esti-
mated that only 20 percent of actual kidnapping cases get reported to the
police (Sistema Nacional de Seguridad Pública, Annual Report 2000). Other
types of criminal activities are equally startling. In Mexico, 400 cars get
stolen every single day, with 40 percent in and around the Mexico City area
(Policía Federal Preventiva, Annual Report 2000). The rates are (as a per-
centage of total number of cars) at least twice as high as in the United States.
Very few of the cars are ever found (unlike in the United States and Canada).
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All these statistics are indications of national (and international) bands that
operate in the business of kidnapping people and stealing cars.

There is one cautionary note about using Mexican crime statistics. In Table
5.2, we compare reported crime statistics between Mexico City and the New
York City. Homicide rates are marginally higher in Mexico, as is the rate of
auto theft. However, the crime rate in Mexico City actually appears lower
than in the City of New York. This does not coincide with perceptions re-
garding crime rates in Mexico City.

Many homicides in Mexico City are reported as suicides. A classic ex-
ample was that of the human rights lawyer, Digna Ochoa, who was shot to
death at close range in her office in Mexico City in 2001. City police con-
cluded that she killed herself. The fact that she had gunshot wounds on her
knees as well as on her head apparently escaped the investigators. When the
news caused outrage and it emerged that Ochoa had received death threats
for her work on human rights violations, the police changed their story.

Auto theft rates are calculated per 100,000 people and not per number of
cars. Car ownership is five times higher in New York City than in Mexico
City. Thus, the theft rate (per 100,000 cars) is six times higher in Mexico
City. Moreover, the crime rate is calculated on a reported basis. It is well
known in Mexico City that citizens usually do not report crime to the police.
The reason is simple. Many people believe (and, in most cases, quite rightly)
that the police are working hand in hand with the criminals. Quite frequently,
when groups of robbers or kidnappers are caught, some members turn out to
be police officers. As a consequence, Mexico’s human rights agency esti-
mates that at best about 20 percent of crimes are ever reported to the police.

Crime statistics in Mexico clearly point to one uncomfortable reality:
Mexico could be a fertile ground for the operation of international terrorist
groups that can strike at the heart of any North American target.

Corruption will not be eliminated overnight and will likely continue to
complicate the information sharing and trust required for Mexico and the
United States to cooperate closely on security issues. The U.S.–Mexico

Table 5.2

Reported Crime in Mexico City and in New York City

New York City Mexico City

Homicide rate 7.9 9.4
Auto theft rate 365.7 445.8
Crime rate 1998.8 1993.8

Source: New York City and Mexico City Police Departments, 2002.
Notes: Rates are per 100,000 people.



158     DRAWING  LINES  IN  SAND  AND  SNOW

relationship improved with the election of Vicente Fox in 2000. The U.S.
foreign relations committee, headed by Senator Jesse Helms, held its first
ever meeting outside of the United States in May 2001. In a letter published
in the influential Mexico City daily La Reforma, Helms wrote, “The United
States recognizes Fox as a genuinely democratic leader and a true reformer—
and U.S. leaders of all stripes as more than disposed to work with him.” But
the reaction of the “man in the street” in Mexico to the September 11 attacks
demonstrates that the relationship needs to improve much more than it has. A
mutual lack of trust endures between the countries.

Does corruption in Mexico rest with the party (PRI) that ruled Mexico for
seventy-one years? The answer is a definite no. There have been a number of
cases in which leaders of the current ruling party have been implicated on
corruption and bribery charges. One recent case illustrates the point. In Sep-
tember 2001, Maria de los Angeles Tames, a twenty-seven-year-old lawyer
and recently elected member of the city council, was gunned down in front
of her home in Atizapan, a wealthy suburb of Mexico City. Later, the police
arrested the mayor of Atizapan for masterminding her murder. Apparently,
Tames got “too close” with her investigation into corruption in the mayor’s
office. In 2002, the Corruption Perception Index of Transparency Interna-
tional showed that there had been no abatement of corruption since the elec-
tion of the new federal government in Mexico.

Your Money is My Money: Privatization in Mexico

Privatization in Mexico produced huge resources for the government through
rapid-fire sale of banks, the telephone monopoly, and other enterprises in the
early 1990s (see Table 5.3). In 1991 alone, more than U.S.$10.7 billion was
raised through privatization (mainly of banks). In the following year, another
U.S.$6.8 billion was raised (mainly from the sale of the state monopoly of the
telephone giant, TELMEX). The pace of privatization slowed considerably
over the following years only to rise again after the new government came in.

Table 5.3

Country Breakdown of Amounts Raised by Privatization

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Canada 1,504 808 1,249 755 490 3,998 1,768 — 11 — —
Mexico 3,124 10,757 6,864 2,531 766 170 73 2,670 988 279 406
U.S. — — — — — — — 3,650 3,100 — —

Source: OECD unpublished database.
Note: Amounts in millions of U.S. dollars.
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The rapid sale of government assets always creates a danger that money
could be siphoned off, directly or indirectly. For example, during the
privatization process in Russia, most of the profitable resources were quickly
bought by the “oligarchy” (friends and family of the Communist Party of the
Soviet Union).

Privatization brought its own scourge to Mexico. In November 1995,
Mexican officials announced that they had uncovered forty-five bank ac-
counts belonging to Raul Salinas, the brother of former President Carlos
Salinas, or his wife. These accounts were located in several countries in the
Caribbean islands (which have what are described as “the best governments
that money can buy”). Suspicions surround the ability of Raul Salinas to
amass a fortune of over U.S.$120 million while serving as a public official.
Raul Salinas transferred U.S.$80 to $100 million in alleged drug money out
of Mexico between 1992 and 1994 through Citibank accounts. He claimed
that it was payment for his services. But exactly what “services” he provided
(other than a direct ear to the president of the republic) remained unclear.

There were many theatrical elements to the escapades of the brothers Sali-
nas. Raul has been jailed for fifty years for masterminding the murder of
their sister’s ex-husband. Carlos Salinas, once feted around the world by the
leaders of developed countries and once a serious contender for the position
of director general of the World Trade Organization, fell from grace very
quickly after his departure from the president’s office. His departure also
ended on a comic note when he staged a brief hunger strike in the cinder-
block home of a political supporter to protest the sullying of his reputation
and later drove off in a beat-up Dodge Dart. Less funny was the fact that
Carlos Salinas bequeathed to Mexico the country’s worst economic crisis
since World War II. He went into a self-imposed exile, first to Miami and
then to Dublin (though he was also rumored to have taken refuge early on in
Montreal). In 2000, the wife of Raul was prevented from withdrawing U.S.$80
million from a Swiss bank account which she and her husband held under a
false name.

I’ll Show You Mine: Comparing Corruption

Recent studies have shown that corruption can impose large costs on doing
business. How large is the cost? Sjaifudian (1997) reported that bribery costs
for small business can be 20 percent of the turnover in Indonesia. Similar
ballpark figures have been suggested by other researchers.

In 1995–1996, for the World Development Report of 1997, the World
Bank undertook a massive study to investigate obstacles to doing business.
The exact data description and the methodology are discussed by Brunetti et
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al (1997). The questionnaires were distributed by the World Bank through its
own channel of contacts. A total of nearly 4,000 questionnaires were admin-
istered in sixty-nine countries. Managers were asked to judge on a four-point
scale how problematic various obstacles are for doing business. The four
points range from “no obstacle” and “moderate obstacle” to “strong obstacle”
and “major obstacle.” Some other parts of the questionnaire will be analyzed
in Chapter 6. Here, we have used the survey results for selected questions, as
shown in Table 5.4, to draw out the differences among the NAFTA countries
in the realm of corruption. Many questions concerned obstacles to doing
business that are not necessarily related to corruption. We discuss each ques-
tion in detail to contrast the three countries. There were approximately one
hundred respondents for each country.

Question 56 (variable code “corr”) asked if corruption of bank officials
posed an obstacle (with 1=no obstacle, 4=major obstacle). We expected that
Mexico would produce a higher obstacle than in the United States and Canada.
This is indeed the case. It is somewhat surprising to see the difference be-
tween the United States and Canada. Corrupt bank officials posed a far greater
obstacle to doing business in the United States than in Canada. The differ-
ences between all three countries are statistically significant at 1 percent.

Question 93 (code “scri”) asked if street crime posed a major obstacle for
doing business. The results show that street crime is the biggest problem in
Mexico. It also is a substantial problem in the United States.

Question 94 (variable code “ocri”) asked if organized crime posed a major
obstacle to doing business. The results show that organized crime is the big-
gest problem in Mexico. It also is a substantial problem in the United States.

Question 96 (variable code “gcorr”) asked if the general level of corruption
posed an obstacle. Once again, we find statistically significant differences be-
tween all three countries, with Canada faring the best and Mexico the worst.
Note that businesspeople perceive the general level of corruption as a much
bigger problem than corruption among bank officials for doing business.

Question 142 (variable code “licpy”) asked to what extent payments to li-
censing authorities (in the form of bribes) are a problem. For this question, the
difference between the United States and Canada is not statistically signifi-
cant. The difference with Mexico (both for the United States and Canada) is
statistically significant. The surprising element here is that payment for licens-
ing in Mexico is much lower than many in Mexico normally believe it to be.
This implies that there is little difference across these three countries in terms
of bribes for licensing. Whatever the dimension of the problem in Canada and
the United States, the size of the problem is virtually the same in Mexico.

Question 143 (variable code “taxpy”) asked if payments to tax authorities
(in the form of bribes) are an obstacle to doing business. Here, too, we find
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the expected result that they are a problem in Mexico. The difference with
Mexico (both for the United States and Canada) is statistically significant.

Question 145 (variable code “cuspy”) asked if bribes to customs officials
are viewed as an obstacle to doing business. Surprisingly, there does not
seem to be any difference in this respect among the three countries.

In general, as expected, we find Mexico to be at the top of the corruption
list among the NAFTA countries in most areas. However, in some catego-
ries, Mexico did not appear way out of line with its biggest trading partners.
We also find Canada to be much cleaner in various aspects of corruption
than the United States. These results are consistent with the overall ranking
provided by Transparency International.

But Curiously, Folks: Mexican Perceptions

Latinbarómetro is an organization that surveys public opinion on a variety of
issues in seventeen Latin American countries. In 2000, it conducted a poll to
find the attitude of people toward corruption in the seventeen countries. The
specific question asked was the following: “Thinking about the problem of
corruption in [country] today, would you say that the problem is ‘very seri-
ous,’ ‘serious,’ ‘not very serious,’ or ‘not at all serious’?” The percent that
responded with “very serious” is reported in Table 5.5. Among the seventeen
countries, Mexico has the lowest percentage of respondents who see corrup-
tion as a very serious problem. Given the level of corruption that exists in
Mexico, this is very surprising. For example, Chile is by far the least corrupt

Table 5.4

Corruption Survey Results

Country corr scri ocri gcorr licpy taxpy cuspy

Mexico 2.04 3.38 3.31 3.33 0.68 0.80 0.35
Canada 1.07 1.30 1.28 1.31 0.01 0.02 0.01
United States 1.51 2.15 1.51 1.84 0.19 0.23 0.23

Source: Tabulated from the results of World Bank Survey of businesses; see also,
Brunetti et al. (1997).

Key to variables:
corr = corruption of bank officials
scri = street crime
ocri = organized crime
gcorr = general level of corruption
licpy = payments to licensing authorities (in the form of bribes)
taxpy = payments to tax authorities (in the form of bribes)
cuspy = bribes to customs officials



162     DRAWING  LINES  IN  SAND  AND  SNOW

country in Latin America. Yet 65 percent of Chileans find corruption is a
very serious problem, whereas only 47 percent of Mexicans do (Lagos 2000).
This percentage shows that the level of awareness of the corruption problem
is very low in Mexico. Thus, for the policy makers, there is a lot of work to
be done to change this attitude.

Changing Channels: Fixing Domestic Corruption

Fixing domestic corruption requires action in three principal areas: civil ser-
vice reform, tax collection capacity, and “grand corruption.” We discuss each
in turn.

Many countries that are now developed once had a great deal of corrup-
tion in the civil service. They have dealt with the problem through two meth-
ods: raising pay for the civil servants and establishing merit-based promotion
systems. In Sweden, in the nineteenth century, corruption was rampant among
civil servants. A decisive moment came in the early 1800s when the govern-
ment decided to raise the salary level four fold for all the civil servants. This

Table 5.5

Perception of Corruption in Latin America

Country Percent

Argentina 88
Bolivia 67
Brazil 73
Chile 65
Colombia 87
Costa Rica 82
Ecuador 74
El Salvador 55
Guatemala 54
Honduras 77
Mexico 47
Nicaragua 80
Panama 68
Paraguay 77
Peru 66
Uruguay 57
Venezuela 79

Source: Marta Lagos, 2000, “Assessing Perceptions of Corruption in Latin America,”
Latinobarómetro Research Group.

Question asked: “Thinking about the problem of corruption in [country] today, would
you say that the problem is ‘very serious,’ ‘serious,’ ‘not very serious,’ or ‘not at all
serious’?” The table shows the percentage of the population who consider the corruption
problem to be “very serious.”
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raised the salary of high-level administrators (generaldirektörer) to fifteen
to twenty times the average wage of an industrial worker. Of course it would
be naive to believe that raising the salary alone would root out corruption.
High-level administrators should have the power to reward honest under-
lings and punish dishonest ones. If, for example, dishonest workers in the
government sector can hide behind the cloak of worker unions, this method
is defeated.

In Mexico, high-level officials are always under pressure. It is a common
practice for these officials to sign two documents when they join the civil
service. First, they sign a contract with a date of joining. Second, they sign
an undated document of resignation. The government wields this document
like a sword to keep these officials in line.

Improving tax collection capacity is another good route to follow. If in-
come tax becomes the main source of revenue for the government, it does
not have to rely on sales tax, import duties, and other forms of taxation that
are much more prone to tax evasion and corruption to avoid payment. How-
ever, if the informal labor market is large (as in the case of Mexico), income
tax collection is a daunting prospect.

Reforms to increase the capacity, independence, and honesty of the jus-
tice system are critical in any honest government. If judges can be bought,
there is very little hope of legal punishment for corrupt civil servants.

Governments of developing countries engage in big projects (such as build-
ing power plants and dams or buying armaments for the military) that in-
volve large multinational companies and foreign governments of developed
countries. This is a very good recipe for breeding corruption. This kind of
corruption is sometimes known as “grand corruption” (OECD 2000). It of-
ten involves the ruling elite in the developing countries.

In its most extreme form, grand corruption can amount to state capture,
where corrupt interests control the state itself and manipulate the machinery
of government to serve their private interests. This form of corruption has
taken on a grotesque dimension in some countries. In Zaire, former Presi-
dent Mobutu Sese Seko’s “salary” was reported at one point as equaling 17
percent of the national budget and his “personal allowance” exceeded the
combined expenditure on education, health, and social services. Sese Seko
followed a long and illustrious tradition of corrupt leaders, including Presi-
dent Suharto of Indonesia, President Ferdinand Marcos of the Philippines,
and President François “Papa Doc” Duvalier of Haiti.

International organizations such as the World Bank and the International
Monetary Fund (IMF) can play a big role in stemming the tide of grand
corruption. In the past, their roles have been rather dubious. These interna-
tional bodies have facilitated projects in countries that were well known for
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their corrupt practices that directly affected these projects. For example, dur-
ing the regime of Benazir Bhutto of Pakistan, the government signed so many
contracts with power companies (some of which were for installations in
totally inappropriate locations) that Pakistan was set to produce far more
energy than it could possibly consume until 2010. Yet the government was
contractually bound to buy all the electricity produced. This was encouraged
by the World Bank and the IMF (Kielmans 1998). Privatization advocacy by
these international organizations has at least contributed to the problem of
grand corruption.

Multinational banks have contributed their part (sometimes unwittingly)
in the business of tainted money. For instance, Citibank established private
banking services for Raul Salinas, brother of former Mexican president Carlos
Salinas, without following its own internal rules on due diligence for starting
such accounts. Raul Salinas then laundered tens of millions of dollars (esti-
mates range from U.S.$80 million to $120 million through Citibank accounts
alone) in drug money (Zagaris and Ehlers 2001).

Carcinogenic Culture: Corruption and the Rule of Law

NAFTA adds a new layer of law to the existing legal systems and legal cul-
tures of Canada, Mexico, and the United States. To what extent will NAFTA
affect the evolution of law in the NAFTA countries? How will differences in
legal culture affect the enforcement of security measures in a North Ameri-
can common perimeter?

The purpose of trade agreements is to impose the rule of law on the man-
agement of international trade relations, the logic being that the rule of law is
preferable to the arbitrary exercise of economic power or influence in gov-
erning international economic relations. However, the rule of law is not firmly
entrenched in all nations. The legal cultures of Canada and the United States
are based on the rule of law. While the legal systems of these countries are
not perfect, as a general rule the law is applied in a predictable manner and
enforced by the police and the courts. While gaps in the law (“loopholes”)
are exploited by lawyers for the benefit of their clients, such exploitation is
conducted within the system and interpretive arguments are presented to an
independent judiciary to rule on each case.

In Mexico, the rule of law is not firmly entrenched. While Mexico has a
sophisticated body of law, made up of civil codes, legislation, and interna-
tional agreements, the rules may be applied, or not applied, in an arbitrary
manner. Economic power and political influence determine outcomes often
enough that one cannot predict outcomes based solely on an interpretation of
formal law (see, for example, Appendix 5.3, p. 174). Widespread corruption
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in the police and government, and the lack of an independent judiciary, re-
main serious obstacles to the development of a legal culture based on the
rule of law.

Corruption has become a part of Mexican culture that is accepted by both
the corrupters and the corrupted. It has spread like a cancer, with legislators
placing private interests above the public good, judges turning the law on its
head and police allying themselves with organized crime. A senior official in
the PGR identified increasing levels of impunity arising from corruption as
the central problem facing his department. Since amending the Penal Code
to criminalize bribery of foreign officials by the private sector in 1999, as of
September 2002 not a single complaint has been filed with the PGR. Mexico
needs to develop a culture of reporting corruption in order to make anticor-
ruption laws effective. Combating corruption in Mexico requires a transfor-
mation in the attitudes of Mexican citizens regarding the filing of complaints,
investigations, and punishment. Thus, the current buzzword in Mexican gov-
ernment circles is “coresponsibility”—corruption cannot be successfully tack-
led without all citizens taking responsibility for their own contribution to the
problem.

The Mexican government has undertaken several anticorruption initia-
tives in the form of new legislation and electronic processing. Legislative
initiatives include the Federal Law on Responsibilities of Public Servants of
the Zedillo administration, the Federal Law on Transparency and Access to
Government Information passed by the Fox administration in June of 2002,
and a new government procurement law being developed by the Fox admin-
istration with the aim of reducing opportunities for corruption. Electronic
processing initiatives include tracking activities of public servants
(www.claranet.gob.mx), information and electronic processing for govern-
ment licenses (www.tramitanet.gob.mx), and electronic government procure-
ment (www.compranet.gob.mx). In addition, Mexico has implemented the
OECD bribery agreement, which is discussed below.

Greasing the Big Wheels: Bribery Laws in
the NAFTA Countries

In many countries, government policies can be influenced by financial con-
tributions from firms. These contributions may take the form of campaign
contributions or bribes. Campaign contributions have come under close scru-
tiny in recent years, precisely due to the perception that they have a corrupt-
ing effect on government decision making. Nevertheless, large campaign
contributions can buy access to key politicians and permit a firm to raise
government policy issues that are relevant to its industry.
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Bribery can be distinguished from campaign contributions in that it is
generally illegal and the transaction is not recorded. It remains common,
particularly in the developing world. In some countries, it is difficult to do
business without resorting to bribery. However, an increasing number of coun-
tries are trying to discourage bribery through laws that make it illegal for
their citizens to engage in this practice in order to secure commercial advan-
tages from domestic and foreign government officials. The best known ex-
ample is the U.S. Foreign Corrupt Practices Act.

Canada, Mexico and the United States have all implemented the OECD
Convention on Combating Bribery of Foreign Public Officials in Interna-
tional Business Transactions. All three also make bribery of domestic public
officials a criminal offence. As a result, their laws in this regard have been
largely harmonized, with some modifications that take into account differ-
ences in their respective legal systems. Table 5.6 provides a comparative
overview of the laws of the three countries. Each country has its own proce-
dures for enforcing these laws. As noted earlier, enforcement of laws in gen-
eral remains problematic in Mexico.

The rationale for the negotiation of the OECD convention is that corrup-
tion distorts international competition and trade and undermines economic
development. The goals of the convention are to reduce the international
flow of corrupt payments, enhance the competitiveness of industries, and set
high standards for global governance. As of September 2002, thirty-four coun-
tries had ratified the convention.

The convention criminalizes bribery of foreign public officials and pro-
vides legal definitions of acts that constitute bribery and public officials. It
thus focuses on the supply side of the equation—active, as opposed to pas-
sive, bribery committed by natural or legal persons (that is, corporations).

The convention sets out guidelines for sanctions, requirements for corpo-
rate accounting procedures, and rules on jurisdiction, mutual legal assistance,
and extradition. It sets standards for criminal sanctions without specifying
what they must be, seeking sanctions for bribery of foreign officials that are
comparable to each country’s sanctions for bribery of domestic officials.
The convention has led to a degree of harmonization of national laws regard-
ing the criminal responsibility of corporations. Moreover, it has led to the
further development of international law regarding national jurisdiction over
international crimes.

The convention provides for monitoring the compliance of signatories in
order to measure progress and expose gaps to public criticism. In phase one,
the OECD published reports on the implementation of the convention by the
signatories, which moved several countries to introduce improvements to
meet criticism in the reports. Phase two got under way in 2002 and will
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Table 5.6

NAFTA Countries’ Implementation of the OECD Convention on Combating
Bribery of Foreign Public Officials in International Business Transactions

Provisions United States Mexico Canada

OECD in force November 10, May 18, 1999 February 14, 1999
1998

Domestic law FCPA (1) FCC (2) CFPO (3)
Domestic officials Yes Yes Yes
Foreign officials Yes Yes Yes
Maximum fine, foreign $100,000 (4) $1,800 (5) No limit
Maximum fine, domestic 3 times the bribe $1,800 No limit
Maximum prison, foreign 5 years 14 years 5 years
Maximum prison, domestic 15 years 14 years 5 years
Other sanctions SEC, Government Corporate

benefits (6) dissolution
Government job (7) None
Private civil actions RICO (8) FCC/Civil Code Unclear
Corrupt intent required Yes Yes Yes
Via intermediary Yes Yes Yes
Benefit to third party Yes Yes Yes
Defenses FCPA specific (9) General FCC CFPO specific (10)
Gratuities exception Yes (11) No Yes
Corporate liability Yes Non-government Yes

corps
Prohibit tax deduction Yes Yes Yes
Extraditable offence Yes Yes Yes
Prohibit false accounting Yes Yes Yes

Source: OECD Review of Implementation of the Convention and 1997 Recom-
mendations.

Notes: (1) FCPA: Foreign Corrupt Practices Act, 15 U.S.C., enacted 1977, amended
1998. (2) FCC: Federal Penal Code, Article 222 bis, enacted 1999. (3) CFPO: Cor-
ruption of Foreign Public Officials Act, S.C. 1998, c. 34, enacted 1998. (4) If the
bribe causes a monetary gain or loss, the fine can be twice that amount. (5) Fine for
natural person, calculated at 500 times the prevailing daily minimum wage. Figure
calculated based on November 1999 wage and exchange rate. For legal person, maxi-
mum fine is 500 times the daily net income of whoever commits the crime. (6) Indict-
ment may cause ineligibility for U.S. government contracts, financing, and export
licenses. (7) Dismissal and disablement from holding public post or commission for
one to twenty years. (8) Private civil actions possible under the Racketeer Influenced
and Corrupt Organizations Act, 18 U.S.C. chapter 96. (9) FCPA has two specific
defenses permitting: (a) payments that are lawful under the laws of the foreign official’s
country and (b) payment of a foreign official’s expenses that are directly related to
the sale of products or services or the execution/performance of a contract. (10) Ca-
nadian law provides virtually the same defenses as U.S. law. (11) The FCPA permits
gratuities to expedite processing of nondiscretionary permits or licenses or other rou-
tine documentation, provided the company is entitled to the action in question and the
amount is not inappropriately large.
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examine whether countries are effectively applying the law in practice. Phase
two will consider factors such as whether prosecutions or investigations are
under way and whether governments have achieved an adequate level of
awareness regarding the convention. The priority of the OECD is to secure
adequate enforcement of the convention and other related initiatives before
tackling the issue of extending the rules to cover corrupt transactions be-
tween private firms.

The $64,000 Toilet Seat: Government Procurement in NAFTA

A central objective of the OECD convention is to promote a culture of hon-
esty and integrity on the part of companies pursuing government procure-
ment contracts internationally. Government purchases of goods and services
represent a significant portion of total government expenditures. It is esti-
mated that government procurement represents 10 to 15 percent of GDP.
Opening government purchasing to foreign suppliers can thus have a signifi-
cant impact on international trade and competition.

NAFTA Chapter 10 partially opens government purchasing to foreign sup-
pliers. It applies to federal contracts for goods, services, and construction,
but not to government procurement by provinces or states. Some sectors
have exemptions—for example, Canadian shipbuilding and U.S. military
supplies. Chapter 10 applies only to contracts over certain threshold
amounts—U.S.$25,000 in Canada and the United States and U.S.$50,000 in
Mexico. These amounts are adjusted for inflation, using a specific formula
that is set out in NAFTA Annex 1001.1c.

The thresholds are higher for some government corporations, such as
Mexico’s oil company PEMEX and Mexico’s electricity utility, but they are
phased out over time.

Detailed rules cover bidding procedures, advertising, breaking up con-
tracts to lower the amount below thresholds, and factors used to evaluate
bids. A key provision requires governments to award contracts based on price
and compliance with the specific evaluation criteria set out in the notices or
tender documentation (Article 1015[4]). Governments must provide suppli-
ers with procedures for challenging bid procedures when there are irregu-
larities (Article 1017). Their governments can seek additional information
on the award of the contract to determine whether the procurement was made
fairly and impartially, in particular with respect to unsuccessful tenders (Ar-
ticle 1019[3]). These rules were engaged at the highest levels when the prime
minister of Canada called the president of Mexico to complain about the
awarding of a natural gas contract to a firm whose bid was significantly
higher-priced than that of a Canadian competitor.
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The purpose of the detailed rules of Chapter 10 is to make government
procurement practices transparent in the NAFTA countries. Transparency is
a procedural principle that requires countries to ensure that their laws and
administrative practices are accessible. Countries must publish laws and regu-
lations so that they may be located easily. Countries must make administra-
tive decision making “transparent” by ensuring that decisions are based on
recorded evidence and arguments, not corruption or nepotism. For this rea-
son, transparency is also known as the “sunshine” principle. When govern-
ment affairs must be conducted in the light of day for all to see, some practices
that might have occurred in the shadows happen less frequently.

Conclusion

Generally speaking, corruption remains a far more serious problem for Mexico
than it is for Canada and the United States. Nevertheless, corruption in Mexico
is also a problem for its NAFTA partners. For Canada and the United States,
corruption in Mexico means more opportunities for their own firms to en-
gage in corrupt practices, which in turn requires more vigilance on their part
in the enforcement of their anticorruption laws. Corruption in Mexico also
complicates cooperation on security measures and transnational crime.

Nevertheless, Mexico is making some progress in this area. The election
of an opposition party to the presidency in 2000 will mean greater vigilance
from opposition parties. Moreover, the administration of President Vicente
Fox appears to be making a serious effort to enhance transparency and ac-
countability in government operations. But Mexico cannot wipe out corrup-
tion on its own. It will need assistance and cooperation from both Canada
and the United States in this area.

Appendix 5.1
Kidnapping, Mexican Style:

Thalía and Her Sisters

Laura Zapata, the star of a play in Mexico City, drove away from the theater after a
standing ovation for her performance on September 22, 2002. But the drama of her
life was just beginning. She drove the car in which her sister, Ernestina Sodi, was the
only other passenger. Some half-dozen men stopped their car at a stoplight, smashed
the windows, and drove away with the two sisters. The kidnappers knew precisely
who the two women were—sisters of a famous soap opera star turned singer called
Thalía. Thalía is not just rich and famous in her own right. She is also married to the
wealthy president of Sony Music, Tommy Mottola (Ferriss 2002).

The next day the abandoned car was found on the outskirts of Mexico City. No
charges were filed with the police about the kidnapping. Mexico City attorney general
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Bernardo Batiz told news reporters that he “respects” the decision of relatives “to
negotiate directly with the kidnappers.” There were rumors that somewhere between
U.S.$2 $10 million were demanded as ransom (Ferriss 2002). There were also rumors
that Mottola hired private negotiators to secure the release of his sisters-in-law. Laura
Zapata reappeared on October 10 and Ernestina Sodi on October 26. In a telephone
interview the following day with the television news presenter Joaquin Lopez Doriga,
Zapata declared, “It totally changed our lives. There is the us of before the twenty-
second of September and the us of after the twenty-second of September.” They both
reportedly flew out of Mexico the weekend after the interview.

This is just one incident in what is widely perceived to be a Mexican kidnapping
epidemic. Hard reports on kidnapping are hard to come by. Families of victims rarely
file charges for fear that the victim might be killed in a botched rescue attempt, or
worse, that the police might be the kidnappers. Two years earlier, in the state of Morelos
(just a short drive south of Mexico City), numerous police officers were found to be
ringleaders of kidnapping gangs. Some of the police involved held a unique qualifica-
tion for this job—they formed part of special police squads that were supposed to be
dedicated to arresting kidnappers. The commander of one such antikidnapping squad
lost his job after he was caught dumping barrels containing chopped-up body parts of
kidnap victims off a hillside highway.

Mexico has the second largest market in the world in one line of insurance busi-
ness: kidnap and ransom (the first place is occupied by Colombia). Many of Mexico’s
rich and famous hire bodyguards and drive around in bulletproof vehicles. They do
not announce their daily schedule in the hope of not becoming the target of an at-
tempted kidnapping.

Not only high-profile people get kidnapped. There are low-level kidnappings too,
which involve paying ransoms at budget rates. The most common ones are referred to
as “kidnap express.” So-called pirate taxis serve as the vehicle for the perpetrators.
They drive the victims to the nearest deserted automated teller machine and force
them to draw out the maximum amount of money permitted by the bank’s daily with-
drawal limit. Sometimes, victims are held for several days so that the kidnappers can
maximize their take by making daily withdrawals up to the limit. Incredibly, until
September 2002, the law did not recognize such short-term kidnapping as kidnap-
ping. Such incidents were treated as robbery. Of course, robbery is a much lesser
offense than kidnapping.

Executives visiting from other countries are routinely warned not to catch the ubiq-
uitous green-and-white Volkswagen taxis in the streets of Mexico City. Pirate taxis
typically pick up accomplices with weapons who are stationed at a prearranged loca-
tion. The driver feigns engine trouble and stops the taxi and the accomplices pile in.
Alternatively, the accomplices, following behind in another vehicle, pull up and pounce
when the taxi “stalls.” Since these taxis have only two doors, it is hard for a passenger
to escape. This problem has prompted the Mexico City government not to give any
more permits to taxis with two doors. The hope is that there will be fewer express
kidnappings with four-door taxis.

Kidnapping is an extreme consequence of Mexico’s lack of law enforcement and
police corruption.
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Appendix 5.2
Subnational Shenanigans and Other Trilateral Affairs

The following three vignettes are all cases of corruption: one involves a Mexican
governor, one a member of the U.S. House of Representatives, and one is a case of
private sector corruption. The scales of corruption are different. The U.S. prosecutors
went after corruption that involved tens of thousands of dollars. This strongly sug-
gests that for the U.S. government (and more so for the Canadian government), rela-
tively small corruption is not tolerable. In contrast, Mexico is still struggling with
corruption that nets millions of dollars.

The Governor, the Broker, and the Cocaine Trader

In April 1999, the governor of Quintana Roo (the state of Mexico where Cancun is
located) handed over power to his successor and moved away from the limelight.
There were two odd things about his exit. First, he handed over power by sending a
fax instead of doing so publicly. Second, he not only disappeared from the limelight,
but disappeared from Mexico altogether.

Mario Villanueva knew that he would be arrested once he had lost his immunity
upon handing over office to his successor. He had been shipping cocaine through his
state for the Colombian drug cartels for years, at times even using his official plane.
He charged the cartel a mere $495 per pound ($1,000 per kilogram) of cocaine shipped.
Over a year after he had left office, he was tracked down and arrested in Managua,
Nicaragua, and extradited to Mexico. He is now in La Palma jail in Mexico waiting to
be extradited to the United States, where he faces a number of drug-related charges.

This would have been a simple story of a crooked politician had it ended there. (In-
deed, Villanueva has a nickname befitting his action—“el chueco”—the crooked one,
but the name comes from his facial features, not his activities.) But it didn’t end there.

One of the consequences of the U.S. Patriot Act of October 2001 is a new require-
ment for financial disclosure by brokerage firms. Prior to the passage of the Patriot
Act, brokerage houses, unlike banks, didn’t have to report to the government their
clients’ activities and therefore could potentially serve as the backdoor gateway to
America’s financial system.

In 1995, Consuelo Marquez was a broker for Lehman Brothers. So if you hap-
pened to be a Mexican state governor with a pile of drug money, an obliging Ms.
Marquez could be much more helpful than a regular bank employee. Now U.S. fed-
eral prosecutors have charged the former Lehman Brothers broker with helping to
launder $15 million for Mario Villanueva from 1995 to 2000. For those millions and
more, Villanueva, who was governor of Quintana Roo from 1993 to 1999, helped
usher through 200 tons of cocaine into the United States, via his governor’s airplane
and bribes to police officers (DeBaise 2002).

The prosecutions of Villanueva and Marquez are an unexpectedly positive fallout
from two things: closer scrutiny of dealings of U.S. financial institutions as a conse-
quence of the events of September 11 and the change of government at the federal
level in Mexico.
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The Porn Star Mistress, Pillowtalk, and Insider Trading

Kathryn Gannon, the Canadian-born porn actress, was the mistress of James McDermott
Jr., former head of Keefe, Bruyette & Woods. McDermott admitted that he gave Gannon
tips about a potential takeover of Barnett Banks by SunTrust Banks in August 1997.
Gannon then purchased 1,800 shares of Barnett stock. In addition, she shared the
information with another lover, Anthony Pomponio. Later, in 1999, McDermott and
Pomponio were arrested. McDermott was not charged with making any money from
the illegal trades. However, he and Pomponio stood trial together in Manhattan fed-
eral court. They were both convicted. Gannon (who went by the name of Marilyn
Starr in the porn industry) fled to her hometown, Vancouver, Canada.

It would be two years before the U.S. prosecutor could have Gannon extradited to
the United States to face charges. Finally, she was extradited, tried, and sentenced on
October 24, 2002, to three months in prison for trading on inside stock tips. Immedi-
ately afterward, Gannon told reporters, “I did a lot of wrong things, but I’m an adven-
turous Aries and a Canadian. There is going to be a movie made about my life story.
Jail time actually promotes it even better—ching, ching! There’s no fear here. I’m
from Canada and I can handle it” (Appleson 2002).

Jim Traficant: The Man with the Funny Hair

On July 24, 2002, James A. Traficant Jr., the former representative in the U.S. House
of Representatives for Youngstown, Ohio, was sentenced to eight years behind bars
and said he intends to run for election from his prison cell—and expects to win. Mr.
Traficant was an oddball in the House. He wore a crooked toupee, and cheap polyes-
ter suits. A week before, he had been expelled from the House. For only the second
time since the Civil War, the House of Representatives expelled a member from its
ranks (voting 420 : 1) for official misconduct.

(The first instance was the case of Michael “Ozzie” Myers, expelled in 1980 for
accepting money from FBI agents posing as Arab sheiks seeking favors from Con-
gress in the Abscam scandal. Myers was convicted on bribery and conspiracy charges.)

The violation of ethics by Traficant came in the form of nine different charges: (1)
Receiving from Anthony Bucci, Robert Bucci, and companies in their control free
labor and materials for his horse farm in exchange for his using his official influence
on their behalf; (2) Accepting free labor and materials from Honey Creek Contracting
Co. and its owner, Arthur Sugar, in return for several favors; (3) Accepting numerous
meals, use of automobiles, and money for repairs to his boat from John Cafaro, whose
U.S. Aerospace Group was seeking Traficant’s help in seeking Federal Aviation Ad-
ministration certification of the company’s laser-guided aircraft landing technology;
(4 and 5) Hiring as a member of his congressional staff Allen Sinclair in exchange for
favors, including preferential rental rates for office space and kickbacks of $2,500
from Sinclair’s monthly congressional paychecks; (6) Trying to persuade Sinclair to
destroy evidence and provide false testimony to a federal grand jury; (7) Requiring his
congressional staff in Washington to maintain and repair his personal boat and direct-
ing members of his congressional staff in Ohio to perform work at his farm; (8 and 9)
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Reporting with his wife to the IRS income of $138,985 in 1998 and $140,163 in 1999
when the amounts were substantially greater.

As the case against Traficant was being built, he was reelected in 2000. He told
a reporter, “Why would you want to do a piece on a jackass like me? Though I am at
the zenith of my jackasshood, I want you to know” (Jacoby 2002).

Appendix 5.3
The CNI Drama A Very Hostile Takeover

On December 27, 2002, CNI, a small independent television station in Mexico City,
started telecasting the signal of a rival television station, TV Azteca (the second larg-
est Spanish language television group in the world). The viewers were informed that
two years of litigation had led to a court ruling in early December 2002 giving TV
Azteca 51 percent of TVM (the parent holding company of CNI), as well as control
over CNI’s output. To prove the legitimacy of the handover of the television signal,
TV Azteca showed video footage of people (presumably TV Azteca employees) en-
tering the signal-generating complex of CNI, showing CNI workers documents, and
peacefully taking over the signal station.

The true story began to emerge the following day. The BBC News described TV
Azteca’s seizure of the CNI installation as “the most hostile takeover ever.” CNI said
it had testimony from seven employees that TV Azteca’s takeover had been enforced
not by lawyers, but by armed guards in ski masks who held CNI staff hostage for
several hours. The video footage aired by TV Azteca turned out to be a staged event.
The staff of CNI were told what to do in front of the camera after TV Azteca’s hired
commandos took over the transmission station at gunpoint. The CNI staff were also
given large sums of money to “compensate” them for the “scare.”

It became clear within forty-eight hours that the takeover was completely illegal.
However, the Mexican federal government did nothing. This was curious because the
federal government is the technical owner of the signal stations and concession holders
like CNI merely lease the facility. The first reaction of the federal government was even
more bizarre. Mexico’s secretary of communications and transport simply washed his
hands of the matter, declaring that the dispute was between private parties and therefore
the government had no responsibility to intervene. Even Mexican president Vicente
Fox, when asked about it, said (half jokingly), “What does this have to do with me?”

After ten days of inaction (and much public criticism), the federal government
decided to arrange a meeting between the parties to resolve the matter. Two days of
talks yielded no solution. On January 9, 2003, by order of the interior secretary, fed-
eral agents took control of the signal station, forcing the station off the air and ending
the transmission of TV Azteca’s programs on CNI’s channel.

On January 24, a Mexican district judge ordered the government to restore the
broadcasting facilities to CNI and rebuked the federal government for its inaction.
On January 29, 2003, CNI was back on the air. It was only then that the other side of
the story came out in the mass media. The news media reported the story as a win
for the underdog in a battle of David and Goliath. For example, Inter Press Services
dispatched a report with the heading, “Independent Station Defeats Giant.”
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Regardless of the merits of TV Azteca’s claim against CNI, its forcible capture of
the transmission tower was a gross violation of the law. TV Azteca took law into its
own hands to achieve what it had been unable to achieve through litigation. Even
more alarming was that the federal government allowed TV Azteca to do so. This
event raises serious questions about the enforcement of property rights in Mexico and
the general state of the rule of law in the country.
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6
Three’s Company

NAFTA as a Bloc

“It is said that the present is pregnant with the future.”
—Voltaire

“My brain is filled with questions marks.”
—Hal Saijo

“Snap out of it!”
—Cher

Exactly six months after the attack of the World Trade Center, Rudi Dekkers,
president of Huffman Aviation in Venice, Florida, received a letter from the
Immigration and Naturalization Service (INS) saying that Mohammad Atta’s
application to change his status from a “visitor” to a “student” had been
approved (Johnson 2002). Atta was one of the masterminds who coordinated
the attack on the World Trade Center and was on one of the planes. Huffman
Aviation was the place where he trained to fly airplanes. This incident pro-
duced a ripple effect through various parts of the U.S. government, prompt-
ing President Bush to order an inquiry into the matter immediately (Mitchell
2002). It also led to some reshuffling at the INS (Schmitt 2002).

This episode underscores the problem of coordination, not just among the
federal (and state) agencies in the United States, but among the government
agencies of all three NAFTA countries. Coordination of activities has to be
extended further between the three governments along with the private com-
panies that make movement of people and goods possible—trucking compa-
nies, airlines, shipping companies, among others.

The central purpose of NAFTA is to remove barriers to cross-border busi-
ness. However, NAFTA is just a beginning. The elimination of tariffs does
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not eliminate other costs associated with the cross-border movement of goods.
The creation of new visas to facilitate the movement of businesspeople in
the region does not resolve the issue of illegal migration. The creation of
institutions to resolve trade and investment disputes does not solve the prob-
lem of coordination among government agencies within and between the
three countries. The removal of barriers to foreign investment does not by
itself make a country an attractive location for foreign investment. Much
work remains to be done to further enhance the business environment in the
NAFTA countries. Some of that work requires close international coopera-
tion. However, each country can do a lot on its own—particularly when it
comes to removing obstacles to doing business in the region.

Three-Country Circus: Hoops for Businesses

How do Canada, Mexico, and the United States differ in terms of obstacles
to doing business? Some specific issues involving corruption were discussed
in Chapter 5. Here, in order to compare and contrast the NAFTA countries,
we critically examine a broader group of issues that impede business activi-
ties in the region, such as government regulation, intervention, and avail-
ability of credit.

Starting a business requires going through a number of steps in any coun-
try. However, the process varies enormously across countries. In Table 6.1,
we compare this process in the NAFTA countries. We have also included
Denmark as an extreme case where it costs literally nothing to register a
business with the government.

In a comparison of the three NAFTA countries, several striking facts
emerge. First, it takes a few days to start a business in Canada and the United
States, but it takes two months to start one in Mexico just going through
bureaucratic hoops. Second, the difference in the cost of starting a business
is also striking. In absolute terms, it costs more to start a business in Mexico
(almost five times as much in as the United States and eight times as much as
in Canada). The discrepancy becomes even starker when we calculate the
cost as a percent of per capita GDP. The absolute cost may not be all that
important if per capita income is correspondingly high. But the reality is
exactly the opposite. Mexico has lower per capita income as well as higher
absolute cost of registering a business. The net result is that, while it costs
less than 1 percent in the United States and Canada (in terms of per capita
GDP), it costs almost 21 percent in Mexico. Not surprisingly, most busi-
nesses that operate in Mexico are not registered with the government.

Another important aspect of running a business is enforcement of con-
tracts (Table 6.2). The number of procedures required in Mexico is much
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higher than in the United States and Canada. However, legal processes move
faster in Mexico than in Canada, but slower than in the United States. The
last index (formalism) refers to procedures to resolve disputes. The higher
the formalism, the more the cost. On this count as well, Mexico fares far
worse than either the United States or Canada.

It is not surprising that Mexico ranks below Canada or the United States
in almost all areas. After all, we are comparing a middle-income country,
where more than half the labor force works in the informal sector, against

Table 6.1

Starting a Business: Procedure, Delay, and Cost in NAFTA

Number of Duration Cost Cost*
Country Procedures (days) (U.S.$) (%)

Canada 2 2 125.62 0.59
Denmark 3 3 0.00 0.00
Mexico 7 51 1,058.51 20.88
United States 5 5 210.00 0.69

Source: Entry regulation data from the World Bank, rru.worldbank.org/DoingBusiness/
SnapshotReports/EntryRegulations.aspx

Note: Duration stands for the number of days it takes for the new business to register.
Cost* measures the cost as a percent of per capita GDP. Measuring the cost: The text of
the company law, the commercial code, or specific regulations are used as a source for the
costs associated with starting up a business. If there are conflicting sources and the laws
are not completely clear, the most authoritative source is used. The constitution supercedes
the law and the law prevails over regulations and decrees. If the sources have the same
rank, the source indicating the most costly procedure is used, since an entrepreneur never
second-guesses a government official. In the absence of express legal fee schedules, we
take a governmental officer’s estimate as an official source. If several sources have differ-
ent estimates, the median reported value is used. In the absence of a government officer’s
estimates, estimates of incorporation lawyers are used instead. If several incorporation
lawyers have different estimates, the median reported value is computed. In all cases, the
cost estimate excludes bribes. Measuring time: Time is recorded in calendar days. One
week has seven calendar days, one month has 30.5 calendar days. For the sake of unifor-
mity, for all countries it is assumed that the minimum time required to fulfill a procedural
requirement is one day. Therefore, the shortest procedure lasts one calendar day. The time
variable captures the average duration that incorporation lawyers estimate is necessary to
complete a procedure. If a procedure can be speeded up at additional cost, the fastest
procedure, independent of cost, is chosen. It is assumed that the entrepreneur does not
waste time, committing to the completion of each remaining procedure from the previous
day, unless the law stipulates the contrary. When estimating the time needed for comply-
ing with entry regulations, the time that the entrepreneur spends gathering information is
ignored. The entrepreneur is aware of all entry regulations and their sequence from the
very beginning. The study collects information on the sequence in which the procedures
are to be completed, as well as any procedures that lend themselves to being carried out
simultaneously.
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two highly developed countries with the highest standards of living in the
world. Nevertheless, the comparison shows how far Mexico has to travel to
join the club to which its neighbors in the north belong.

In 1995–1996, the World Bank investigated obstacles to doing business
around the world. The study used nearly 4,000 questionnaires in sixty-nine
countries. As we noted in Chapter 5 in our analysis of the questions relating to
corruption, managers rated obstacles on a four-point scale, ranging from “no
obstacle” and “moderate obstacle” to “strong obstacle” and “major obstacle.”

In Table 6.3, we compare five different types of government regulation
from the World Bank study. First, we look at business regulation (variable
blreg). All three countries differ in statistically significant ways. The differ-
ence between the United States and Canada is smaller than the difference
between Mexico and the United States or Canada. Nevertheless, they are all
statistically significant. Customs regulations (variable cusreg) is the same.
Labor regulation (variable labreg) and environmental regulation (variable
envreg) also follow the same pattern. Although Canada is generally perceived
to be more sympathetic to labor conditions and more environmentally friendly,
it scores better than the United States on both counts in terms of the impact

Table 6.2

Contract Enforcement in NAFTA

Number of Duration Formalism
Country procedures (1) (days)(2) index (3)

Canada 17 421 2.09
Mexico 47 283 4.71
United States 12 54 2.61

Source: rru.worldbank.org/DoingBusiness/Methodology/ContractEnforcement.aspx.
The data are for January 2002.

Notes: (1) The first indicator is the number of independent procedural actions, where
each action is defined as a step of the procedure, mandated by law or court regulation, that
demands interaction between the parties or between them and the judge or court officer.
(2) The second indicator of efficiency is an estimate—in calendar days—of duration of
the process of dispute resolution by the lawyers who completed the questionnaires. Dura-
tion is measured as the number of calendar days counted from the moment the plaintiff
files the lawsuit in court until the moment of actual payment. This measure includes both
the days when actions take place and waiting periods between actions. The participating
firms make separate estimates of the average duration until the completion of service of
process, the issuance of judgment (duration of trial), and the moment of payment or re-
possession (duration of enforcement). To the extent that database users are interested in
the ability of an ordinary person to use the legal system, these estimates of duration are
highly relevant for efficiency. (3) The third indicator is an index of the degree of formal-
ism in the procedures to resolve disputes. This index measures substantive and procedural
statutory intervention in judicial cases at lower level civil trail courts.
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on business. This is somewhat surprising. High taxes are disliked by busi-
nesses the world over. Companies in the NAFTA region are no exception.
The difference in the degree to which tax regimes are an obstacle to doing
business (variable hitreg) is not significant between the United States and
Canada. However, the difference between Mexico and Canada and between
Mexico and the United States is substantial.

The next set of questions explores different types of government inter-
vention (Table 6.4). Once again, government intervention in investment de-
cisions (variable ginv) differs significantly across countries, with Canada
ranking as the most friendly to business and Mexico the worst. Once again,
the United States is much closer to Canada than to Mexico. With respect to
government intervention in employment decisions (variable gemp), the United
States and Canada switch positions. The United States is viewed as more
business-friendly than Canada in this regard. Government intervention in
sales (variable gsle) occurs the least in Canada and the most in Mexico. Gov-
ernment intervention in pricing (variable gpce) does not differ at all between
the United States and Canada, whereas in Mexico pricing intervention dif-
fers substantially compared to both of its NAFTA partners.

Government intervention in mergers and acquisitions (variable gmaq) is a
study in contrasts. Here, the United States and Mexico are in the same ballpark
whereas Canada is in a league of its own. This outcome was a surprise. In
terms of government intervention in dividend decisions (variable gdvd),
Mexico and the United States are in the same league but Canada fares better.
Finally, the problem of violation of patents (variable cmpe) produces an-
other surprise. Businesses put the United States and Mexico in the same
position whereas Canada fares much better. The similarity of the United States

Table 6.3

Regulatory Differences in NAFTA

Country blreg cusreg labreg envreg hitreg

Mexico 3.17 2.82 2.82 2.61 3.52
Canada 1.84 2.01 1.82 1.80 3.04
United States 2.07 1.87 2.32 2.55 2.95

Source: Tabulated from the results of World Bank Survey of businesses; see also,
Brunetti et al. (1997).

Key to variables:
blreg = business regulation
cusreg = customs regulation
labreg = labor regulation
envreg = environmental regulation
hitreg = high taxes
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and Mexico for the last three variables was completely unexpected given the
difference in the level of development in the three countries. We would have
expected that the United States would be closer to Canada on all counts than
to Mexico. However, the results reveal that this was not so.

In Table 6.5, we compare the NAFTA countries in terms of various finan-
cial constraints for doing business. Problems with collateral for business (vari-
able coll) are bigger both in the United States and Mexico than in Canada.

Table 6.4

Differences in Government Intervention in NAFTA

Country  ginv  gemp  gsle  gpce  gmaq  gdvd  cmpe

Mexico 3.07 2.73 2.79 2.10 2.65 2.44 2.58
Canada 1.81 2.01 1.84 1.74 1.79 1.57 1.84
United States 2.13 1.92 2.33 1.74 2.57 2.32 2.56

Source: Tabulated from the results of World Bank Survey of businesses; see also,
Brunetti et al. (1997).

Key to variables:
ginv = government intervention
gemp = government intervention in employment decisions
gsle = government intervention in sales
gpce = government intervention in pricing
gmaq = government intervention in mergers and acquisitions
gdvd = government intervention in dividend decisions
cmpe = problem of violation of patents

Table 6.5

Financial Constraints for Doing Business in NAFTA

Country coll papr spcn lckm acfk expf acnb lesf

Mexico 2.72 2.08 2.34 3.47 2.82 2.66 2.56 2.05
Canada 1.88 1.73 1.61 2.95 1.83 1.91 2.07 1.69
United States 2.32 1.78 2.34 3.06 2.19 2.35 1.93 1.81

Source: Tabulated from the results of World Bank Survey of businesses; see also,
Brunetti et al. (1997).

Key to variables:
coll = “collateral” for business
papr = problem with paperwork
spcn = special connections needed for business
lckm = lack of business loans
acfk = access to foreign banks as a source of capital
expf = access to export financing
acnb = access to nonbank equity
lesf = access to lease financing
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Problems with paperwork (variable papr) are very similar between the United
States and Canada but not so for Mexico. Curiously, having special connec-
tions (variable spcn) matters equally in the United States and in Mexico.
Mexico is well known for this particular constraint. Finding the same for the
United States is surprising.

Lack of business loans (variable lckm) is a problem of similar magnitude
in the United States and Canada. Not surprisingly, the problem is much worse
in Mexico, as is access to foreign banks as a source of capital (variable acfk).
Access to export financing (variable expf), access to nonbank equity (vari-
able acnb), and access to lease financing (variable lesf) are all bigger prob-
lems in Mexico.

With respect to the predictability of legal regime (variable lawpred), Mexico
and the United States rank far lower than Canada. As for the helpfulness of
national government (variable nghelp), there is no difference between the
United States and Canada. However, with respect to the helpfulness of local
government (variable lghelp), there is no statistically significant difference
between the United States and Mexico. Regarding the ease of obtaining laws
and regulation (variable avlreg), Canada again ranks higher than the United
States. In the final variable of consistency of regulation (variable intlrg),
there is no statistically significant difference between the United States and
Canada, but Mexico is a distant third. Thus, in all the variables in Table 6.6,
Canada fares better than the other two countries and Mexico trails behind on
all measures.

Substantial differences exist in how businesses regard court systems in
the three NAFTA countries. In judging whether courts are fair and impartial
(variable ficrt), Canada comes out on top. In judging the honesty of the court

Table 6.6

Legal, Central, and Local Governmental Differences in NAFTA

Country lawpred nghelp lghelp avlreg intlrg

Mexico 2.58 2.51 1.96 2.46 2.47
Canada 1.88 1.96 1.61 1.97 2.01
United States 2.25 1.97 1.87 2.19 1.95

Source: Tabulated from the results of World Bank Survey of businesses; see also,
Brunetti et al. (1997).

Key to variables:
lawpred = predictability of legal regime
nghelp = helpfulness of national government
lghelp = helpfulness of local government
avlreg = ease of obtaining laws and regulation
intlrg = consistency of regulation
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system (variable hucrt), Mexico does not trail too far behind. Given wide-
spread reports about judges being bribed in Mexico, this is somewhat sur-
prising. As for the consistency of courts (variable cstcrt), the United States
and Canada are statistically indistinguishable. With respect to the enforce-
ability of court rulings (variable enfcrt), the United States does just as badly
as Mexico. For the item entitled “confident that legal system will uphold my
rights today” (variable cfcrt), Mexico is not too far off from the United States.
However, Canada once again ranks higher.

The World Bank survey results show that each of the NAFTA countries
retains a great deal of control over several factors that influence the business
climate in the region. As a result, there is much that each country can do on
its own to enhance the competitiveness of its business environment both
with respect to its NAFTA partners and with respect to countries outside the
region. However, enhancing the competitiveness of the regional business
climate vis-à-vis other regions of the world requires cooperation on border
management. And that requires cooperation on border security measures.

It’s the Money, Honey: Cost of Doing Business in NAFTA

In the previous section, we have discussed obstacles to doing business. That
discussion does not make it clear how NAFTA is shaping up as a place for
doing business in terms of actual dollars and cents. In this section we com-
pare wages in manufacturing, labor productivity, and unit labor costs in the
three countries.

Our first point of comparison is the evolution of the hourly wage rate in
manufacturing. Comparable tables for the three NAFTA countries with similar

Table 6.7

Different in Court Systems in NAFTA

Country ficrt hucrt cstcrt enfcrt cfcrt

Mexico 2.40 1.96 2.39 2.35 1.93
Canada 2.07 1.66 2.01 2.07 1.66
United States 2.27 1.79 1.99 2.31 1.82

Source: Tabulated from the results of World Bank Survey of businesses; see also,
Brunetti et al. (1997).

Key to variables:
ficrt = courts fair and impartial
hucrt = honesty of the court system
cstcrt = consistency of courts
enfcrt = enforceability of court rulings
cfcrt = confident that legal system will uphold my rights today
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base are not readily available. So we use France (for which we have avail-
able data) as a proxy for Canada. The wage structure in manufacturing in
France and Canada has been similar in recent years. Table 6.8 shows that the
Mexican manufacturing wage rate is about one-sixth of its counterpart in the
United States (2002). Thus, Mexico offers a tremendous advantage in terms
of labor cost. Canada’s labor cost (using France as a proxy) is almost half of
that of the United States. It also provides an advantage in terms of labor cost
for manufacturing. Not surprisingly, manufacturers in the United States with
high labor cost content tend to relocate in Mexico and Canada. Chile pro-
vides a point of comparison for Mexico. It also provides cost advantage in
the same order of magnitude as Mexico. Mexico has the edge over Chile in
geographical proximity. Thus, for manufacturers in the United States with
just-in-time requirements, Chile does not offer an alternative to Mexico.

Labor productivity offers another point of comparison (see Table 6.9).
During the time since the implementation of NAFTA, Mexico has had stellar
performance in terms of productivity gains. The gain over ten years has been
over 50 percent (with an annual rate of 4.15 percent). This gain in productiv-
ity has slightly edged out the productivity gain in the United States. Surpris-
ingly, none of this has rubbed off in Canada. Canada has had a slow growth
in productivity (in the same mold as Europe).

Unit labor cost provides another point of comparison among NAFTA coun-
tries in terms of doing business (Table 6.10). The first important feature of
the table is that in all three countries the unit costs are down in the neighbor-
hood of 15 percent to 20 percent. In the United States and Canada, there has
been a more or less steady decline in unit cost of labor. However, in Mexico,

Table 6.8

Hourly Wage in Manufacturing

Year Mexico United States France Chile

1993 2.1 11.7 7.5 1.7
1994 2.1 12.0 7.9 2.0
1995 1.3 12.3 8.8 2.3
1996 1.3 12.7 8.7 2.4
1997 1.6 13.1 7.9 2.6
1998 1.6 13.4 8.0 2.5
1999 1.9 13.8 7.9 2.3
2000 2.2 14.3 7.2 2.3
2001 2.5 14.8 7.2 2.1
2002 2.5 15.1 2.0

Source: Instituto Nacional de Estadística, Geografía e Informática (INEGI) website,
www.inegi.gob.mx, 2002.

Note: Hourly wage measured in U.S. Dollars Per Hour.
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the reduction is anything but steady. There was a tremendous drop between
1994 and 1995 (lingering even in 1996). But, from 1996, unit labor cost
shows a rising trend. Since all of this is measured in U.S. dollars, the reason
for this abrupt fall is obvious: the devaluation of the Mexican peso in 1995.

Different location advantages in the three countries partly explain the phe-
nomenon of cross-border integration of business in the region. In this regard,
the three countries compete with each other to attract business investment.
However, as a region, North America competes in the international stage
with other economic regions in the world. The attractiveness of the region is
influenced not only by the business climate in all three NAFTA countries,
but also by their ability to effectively manage the borders within the region.

The Insecurity Complex: Security and Border Management

All three NAFTA members have good reasons to create a security perimeter
to lower border transaction costs. With almost 90 percent of Canada and
Mexico’s exports destined for the U.S. market, they are hardest hit by border
costs as a percentage of economic activity. Moreover, border costs influence
the destination of foreign direct investment from outside the NAFTA region
and thus may put Canada and Mexico at a relative disadvantage vis-à-vis the
United States. However, in terms of security, the United States stands to gain
the most from a common perimeter.

Including Mexico in a North American security perimeter lowers costs
and enhances security. It will be a challenge to overcome institutional, legal,

Table 6.9

Productivity in NAFTA Countries

Year Mexico United States Canada

1993 100.0 100.0 100.0
1994 109.9 103.4 104.7
1995 115.3 108.6 109.1
1996 125.7 114.5 108.2
1997 130.9 120.9 108.6
1998 136.4 127.8 112.7
1999 139.0 135.2 118.4
2000 145.7 142.7 118.8
2001 146.3 145.5 114.4
2002 151.9 150.7 117.7

Source: Instituto Nacional de Estadística, Geografía e Informática (INEGI) website,
www.inegi.gob.mx, 2002.

Note: Productivity is an index, normalized here to one hundred for 1993 for compara-
bility across NAFTA countries.
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and political barriers in Mexico. But Mexico is a necessary element in any
security strategy (Leiken 2002). For the first time, the U.S. government has
signaled that it will do its utmost to make sure the southern border is not
excluded from security considerations (Chen 2002).

The movement of illegal goods and illegal migrants points to the impor-
tance of Mexico. Ignoring Mexico leaves a large hole in the U.S. security
perimeter. If it is so easy for goods (including elephants), people (including
illegal aliens not just from Mexico), and capital (such as drug-related money)
to move across the border, how does the United States plan to improve secu-
rity without Mexican cooperation? Since the United States cannot set up an
impenetrable fence along its southern border, it needs Mexico to be a part of
its security strategy. If Mexico is not brought on board, the United States
might regret leaving Mexico outside its security perimeter in the future. Of
course, given the level of corruption, apathy, and downright hostility toward
the “gringos” on the Mexican side, making Mexico an integral part of U.S.
security strategy will not be an easy task. But it is absolutely essential. After
all, the biggest foreign “invasion” before the attack on September 11, 2001
was launched by the famous Mexican General Pancho Villa on March 6,
1916, in the tiny village of Columbus, New Mexico (Woolley 2001).

The Right Stuff: Striking a Balance

Balancing trade and security issues in the cross-border transportation of goods
is not that difficult to manage because most trade involves a relatively small

Table 6.10

Unit Labor Cost in NAFTA Countries

Year Mexico United States Canada

1993 100.0 100.0 100.0
1994 93.4 99.3 94.0
1995 56.0 96.8 91.5
1996 52.1 95.0 95.3
1997 57.1 92.7 93.9
1998 56.8 89.9 86.2
1999 62.7 87.5 83.5
2000 70.2 85.7 85.1
2001 80.1 86.7 86.0
2002 79.7 85.8 83.6

Source: Instituto Nacional de Estadística, Geografía e Informática (INEGI) website,
www.inegi.gob.mx, 2002.

Note: Unit Labor Cost is an index, normalized here to one hundred for 1993 for com-
parability across NAFTA countries.
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number of companies and flows through a relatively small number of ports.
The real risk is that the issue of security might be hijacked by special inter-
ests to serve their particular agendas rather than the public good. The case of
the Mexican trucking industry’s access to the U.S. market serves as a cau-
tionary tale in this regard.

Striking the right balance between economic integration and security needs
means resolving problems where they do exist—for example, with respect to
illegal migration from Mexico and corruption of Mexican government offi-
cials by foreign business interests.

Striking the right balance also means avoiding overreactions, as has oc-
curred in the United States with respect to the freezing of assets allegedly
associated with Al Qaeda and to the racial profiling of Canadian citizens
born in Middle Eastern and Muslim countries. The importance of the rule of
law over the long term outweighs the need to undermine it in the short term.
As our chapter on corruption illustrates, undermining the rule of law may
have long-term security implications

Balancing economic integration with security not only means examining
issues on their own, but also entails an analysis of how various issues relate
to each nother. Laws and policies must be designed to support each other.
For example, U.S. policy regarding immigration not only fails to resolve the
problem of illegal immigration, but undermines U.S. labor laws as well. The
issuing of visas to dead hijackers six months after September 11 illustrates
the need to coordinate the activities and policies of different government
agencies within the United States. The same degree of policy coordination
must be achieved among the agencies of the NAFTA countries as well.

Mexico has asked the United States to help to defray the cost of additional
security. Given the size of the Mexico’s northern neighbor and its economic
strength, such a petition makes sense. However, Mexico needs to take a hard
look at its own internal resources as a source of revenue. The Mexican economy
has an extremely large informal sector. Depending on the measure used, the
size of Mexico’s informal economy varies, but it is often estimated to encom-
pass about 50 percent of all economic activities. In contrast, the size of the
informal economy in the United States or Canada is 5 percent to 8 percent.

This informality affects the government’s command over the economy.
One measure of government command is government tax revenue as a per-
centage of GDP. In Mexico, the tax revenue of the government as a percent-
age of GDP is around 13 percent. In contrast, in Canada and the United
States (counting all levels of government including state/provincial and lo-
cal), this figure is over 20 percent. Even in Brazil, Latin America’s other
large economy, the figure is over 20 percent. The informal economy breeds
illegal activities and corruption. Thus, in more ways than one, informality
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affects the ability of Mexico to contribute to North American security and its
own security environment.

Along Came a Spider: Weaving a Seamless Web

The themes explored in this book are all interconnected. The management of
cross-border flows of goods, people, and capital affect the competitiveness of
business, the economic prosperity of the region, and regional security. Institu-
tional problems, such as internal and cross-border business barriers, interagency
coordination, and government corruption, affect the ability of governments to
provide a secure and prosperous business environment, both within each country
and across the region as a whole. In addition to these linkages, there are nu-
merous interlocking connections between all of these issues.

Capital flows in the form of foreign direct investment have a major im-
pact on merchandise trade by stimulating intrafirm trade. In the NAFTA re-
gion, foreign direct investment in Mexican assembly plants has stimulated
considerable growth in cross-border flows of goods across the Mexico–United
States border. Similarly, the regional integration of the automotive sector has
sparked considerable foreign direct investment and merchandise trade be-
tween all three NAFTA countries. In turn, flows of goods and capital require
more cross-border flows of people to conduct trade and investment activities
and to provide services (such as transportation and financial transactions)
that accompany international trade and investment.

International trade and investment also affect people movement less di-
rectly. Foreign direct investment creates jobs that attract workers. With greater
foreign direct investment in Mexico’s manufacturing sector, there are more
jobs to keep Mexican workers at home. Export-led growth has the potential
to reduce the wage gap between Mexico and the United States, further re-
ducing incentives for undocumented Mexican workers to seek work in the
United States. Corruption, however, has the opposite effect. Corruption and
other barriers to business make it more difficult to achieve the economic
growth needed to close wage gaps and to enhance Mexico’s attractiveness
for foreign direct investment. Corruption also increases the need to scruti-
nize cross-border capital movements.

Security is an issue that weaves itself into every aspect of North American
integration and the central topics analyzed in this book. The migration of
undocumented workers from Mexico to the United States—and the
wrongheaded policies on both sides of the border that perpetuate the prob-
lem—divert resources that could otherwise be used to deal with the move-
ment of individuals who pose a real security threat. The lack of personal
security in Mexico—an issue closely linked to corruption in the police force—
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makes Mexico a less attractive destination for foreign direct investment by
transferring security costs from the government to the private sector. Per-
sonal security risks also complicate the recruitment of the expatriate manag-
ers that forms an integral part of international investment strategies. The
need to stem the international capital flows associated with terrorist financ-
ing can increase the transaction costs for legitimate capital flows. Finally,
security requires investments in the systems used to move and monitor the
cross-border flow of goods—though such investments may increase the effi-
ciency of cross-border goods transportation at the end of the day.

To manage North American integration and security in an intelligent fash-
ion, government policies need to be coordinated across disciplines and inter-
national borders. This is no small challenge, as illustrated by the apparent
inability of the United States government to effectively coordinate policies
and laws relating to people movement in order to achieve the stated goal of
resolving the problem of illegal immigration from Mexico. Overcoming po-
litical obstacles to sensible policies, for example with respect to agricultural
subsidies in the United States, requires leadership. These challenges need to
be met to get to where we want to go—a secure, prosperous, and economi-
cally integrated North America.

Winds of Change: Drawing Lines in Sand and Snow

Our central message is that Canada, Mexico, and the United States may be
separated by borders, but these lines in the southern sands and the northern
snows are shifting and blurring with every change in the wind. And the winds
of change have been blowing indeed. The terrorist attacks and border clo-
sures of September 11 have vividly demonstrated that NAFTA is not enough.

The terrorist threat has both united and divided the three countries. On the
Canada–United States border, this threat to security and commerce prompted
even more cooperation on border and security issues. It also demonstrated
that the ties that bind Canadians to their American cousins are far stronger
than any differences that divide them. However, the ill-conceived policy of
singling out Canadians born in Middle Eastern and Muslim countries—a
policy developed with inadequate consultation—produced a predictable re-
action of anger on the part of Canadian parliamentarians. Alienating allies
and neighbors makes for poor security strategy.

On the Mexico–United States border, a democratic change of regime
opened the door to a new era for Mexico–United States relations. The friend-
ship between President Fox and President Bush looked full of promise. But
the relationship soon soured. President Fox went out on a political limb in an
effort to get the United States to look seriously at migration reforms. But
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President Bush’s obsession with far-flung regimes left this important issue
sitting on the back burner to stew. Ignoring the neighbor and the opportunity
to resolve an issue of importance to both economic development and secu-
rity enhancement is likewise a poor strategy.

Booming cross-border business has also been both a blessing and a curse
for the two regional relationships. That we continue to speak of the region in
terms of two bilateral relationships ten years after the signing of a trilateral
trade agreement is a reflection of geographic, political, and economic reali-
ties. At the end of the day, however, the citizens, businesses, and govern-
ments of the three countries recognize that their destinies are intertwined.

Huge growth in trade and investment flows in the 1990s has set Mexico
apart from the rest of Latin America and most other developing countries in
the world. There are two sets of factors driving this phenomenon. First, Mexico
is setting itself up with a wide range of free trade agreements with many
countries and regions around the globe. Mexico began negotiating a free
trade agreement with Japan in 2002. It already has free trade agreements
with the other powerhouses of the world—NAFTA and the European Union.
In fact, the European Union is by far the largest source of the foreign direct
investment in the world. In 2000, the European Union invested $773 billion
abroad, whereas the United States invested a mere $135 billion. Even in
Latin America, the so-called backyard of the United States, the European
Union investment was more than double that of the United States (Vodusek
2001). A detailed analysis of the data shows that 70 percent of European
Union investments in Latin America were concentrated in two countries
only—Argentina and Brazil. Two seismic changes took place in 2002 in these
countries. First, Argentina faced a financial meltdown. Second, the Brazilian
government took a sharp left turn with the election of Lula da Silva as presi-
dent. Both events could give future European Union investors second thoughts
about investing in these countries. If they decide to invest in Latin America
in the future, recent political and financial upheavals in South America and
the Mexico–European Union Free Trade Agreement will make Mexico look
extremely attractive.

Mexico’s economic integration with the United States has proved to be a
vaccination against contagion from the south, shielding the peso from the
turbulence of Argentina and Brazil. At the same time, increasing economic
dependence on the United States has made Mexico vulnerable to shocks from
the north, such as the U.S. recession and the economic fallout from the ter-
rorist attacks. Moreover, disagreements over trucking and agricultural poli-
cies tend to stand out in the public mind more than the majority of trade that
flows smoothly. Above all else, the failure to make progress on the issue of
migration stands out as a sore point in the relationship.
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Likewise, Canada’s economic ties to the United States bring both good
and bad. In recent years, Canada’s economic performance has put it at the
top of the G-7 countries. At the same time, the ongoing dispute over exports
of lumber to the United States has harmed Canadian communities that rely
on this commodity and left many Canadians wondering why such barriers
continue long after the signing of the Canada–United States Free Trade Agree-
ment. Nevertheless, Canadians have come to embrace the opportunities pre-
sented by their close relationship with the neighbor to the south and to assert
themselves in the face of a sometimes overzealous United States govern-
ment. Indeed, polls have demonstrated not only a desire for closer ties, but
also a newfound confidence among Canadians that they can deal with Ameri-
cans on a more equal footing than in the past.

The United States is a superpower that dwarfs its NAFTA partners by
comparison. This makes it easy to forget that Canada and Mexico are major
players in their own right, both economically and politically (if not militar-
ily). Both countries rank in the top ten in terms of global trade and foreign
direct investment flows. Both are members of the Organization for Economic
Cooperation and Development, an organization whose members drive the
global economy and formulate important policies relating to economic growth,
corporate governance and security. Canada, as a member of the World Trade
Organization (WTO) “quad” (the top four traders in the organization), has a
great deal of influence in setting the agenda for global trade liberalization.
Similarly, Mexico has begun to exert increasing influence on the world stage,
as host of the 2002 Monterrey Summit, the 2002 Asia Pacific Economic
Cooperation meeting, and the 2003 WTO ministerial conference, as well as
in the United Nations Security Council. Both countries are thus in a position
to help or hinder the U.S. agenda in the global arena. Canadian support for
U.S. military interventions, in the Gulf War, Afghanistan and elsewhere, lends
legitimacy to U.S. actions, even if Canada’s contribution is sometimes for-
gotten by Washington. And Mexico’s Security Council vote was not insig-
nificant to U.S. efforts to marshal support for war with Iraq.

Conclusion

Compared with the United States and Mexico, Canada emerges from our
study smelling like a rose. This reflects the reality that Canada has to do
better than its neighbors in order to compete with them, given its relatively
small market compared to the United States and its small population com-
pared to both of its NAFTA partners. Canada also gets favorable reviews
simply because its policies and actions have been well managed in all the
areas we have discussed.
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The Canadian government moved quickly to increase funding for border
infrastructure and to further enhance already high levels of cooperation with
the United States to facilitate cross-border movement of goods. With respect
to people movement, Canada introduced legislation on terrorism, tightened
up its refugee system, signed a new refugee accord with the United States,
introduced new visa requirements for risky countries, and beefed up staff to
process visa applications at its overseas posts. With respect to NAFTA visas,
Canada—like Mexico—does not discriminate between its NAFTA partners.
And, unlike the United States, illegal immigration from Mexico is not a seri-
ous problem for Canada. Thus, Canada does not impose a nonimmigrant
visa requirement on Mexicans. Canada even has a history of accepting
political refugees from the United States. With respect to capital move-
ments, Canada’s participation in, and implementation of, international agree-
ments on money laundering and terrorist financing also earn good reviews,
as does its attractiveness for foreign direct investment. With respect to cor-
ruption and business barriers, Canada ranks better than either the United
States or Mexico.

Mexico still has a lot of work to do, but its star is rising. General lack of
security remains a problem and affects the movement of goods, people, and
capital. With respect to goods, truck hijacking represents both a security risk
and a transportation problem. With respect to capital movements, security
problems could decrease Mexico’s attractiveness for foreign direct invest-
ment, though it does not appear to have had a major impact so far. Other
factors act as a counterweight and bode well for Mexico’s attractiveness over
the long term: Mexico’s growing network of free trade agreements, its large
and growing internal market, its land advantage over other developing coun-
tries in the wake of the U.S. port lockout, and its political and economic
stability compared to other major Latin American countries.

With respect to money laundering and terrorist financing controls, Mexico
has implemented international agreements but needs to do more to enforce
these laws. With respect to people movements, personal security problems
decreased Mexico’s attractiveness for expatriate managers. On the migration
issue, Mexico needs to continue to push for reforms in the United States.
However, Mexico also has its own responsibilities regarding this issue. The
more attractive Mexico is for Mexican workers, the more they will stay home
rather than risk an illegal journey to the United States. This requires address-
ing the barriers that complicate setting up businesses in Mexico, improving
education levels, and continuing to attract foreign direct investment that cre-
ates better job opportunities. In addition, Mexico needs to continue to reduce
the cost of transferring migrant remittances from the United States to Mexi-
can communities, in order to expand the pool of development capital that
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this money represents. Mexico also needs to improve its fiscal situation. Seek-
ing handouts from U.S. and Canadian taxpayers does not sit well as long as
Mexican taxpayers continue to avoid paying their fair share of taxes.

Above all, Mexico needs to continue to work on the issue of corruption,
which affects its ability to advance in all of the areas addressed in our study.
Resolving the corruption problem will entail cooperation on the part of
Mexico’s NAFTA partners in enforcing antibribery laws against their own
companies, but most of the responsibility falls on Mexico’s shoulders. The
government must work hard to solidify the democratic functioning of its
institutions, continue efforts to alter public attitudes, and continue to en-
hance transparency in order to make progress against corruption and firmly
entrench the rule of law to ensure that laws are applied in practice.

The United States earns good grades for moving quickly to ensure that
increased border security would not unduly impede the cross-border move-
ment of goods in the region. The public-private cooperation promoted by the
U.S. Customs Trade Partnerships against Terrorism (CTPAT) program pro-
vides an ideal way to ensure that the majority of merchandise trade moves
smoothly and securely across borders. In addition, the United States moved
quickly to enhance and expand border and security cooperation with Canada
through the “Smart Border” plan and other agreements and endeavored to do
the same with Mexico. However, a one-size-fits-all approach may not work
on the two borders, so the United States should not view its arrangements on
the Canadian border as a generic precedent that can be applied to Mexico
without modifications that take into account the differences that exist on the
two borders.

Regarding money laundering and terrorist financing, the United States
has shown leadership in getting OECD countries to follow the precedent set
by its Foreign Corrupt Practices Act and in prosecuting offences. However,
it must guard against the overzealous application of its laws in freezing as-
sets and prosecuting suspected terrorists, particularly when it comes to citi-
zens of its allies. Moreover, the large number of financial institutions and the
proliferation of regulatory agencies at different levels of government com-
plicate efforts to monitor financial transactions effectively.

The United States gets a failing grade for its policies that affect illegal
migration from Mexico. Agricultural subsidies, a lack of enforcement of
immigration laws in the workplace, the discriminatory application of labor
laws and visa regulations, and protectionist visa requirements for temporary
workers all defeat the stated goal of resolving the problem of illegal immi-
gration and divert resources away from people who represent genuine secu-
rity threats.

The private sector has a big role to play in balancing economic and security
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needs in North America. With respect to goods, the cross-border integration
of the private sector facilitates voluntary compliance with programs such as
CTPAT, reducing the need for trilateral cooperation or new trilateral institu-
tions. Firms can use technology, such as satellite tracking of goods, while
governments invest in border infrastructure and technologies such as elec-
tronic scanners. However, more intergovernmental cooperation is needed to
harmonize highway standards and to remove barriers to the integration of
the transportation industry.

With respect to capital, the three governments have already harmonized
their laws by participating in the Financial Action Task Force on Money Laun-
dering (FATF) and by implementing international agreements on money laun-
dering and terrorist financing. Here, too, the private sector plays an important
role through vigilance and compliance with reporting requirements. The cross-
border integration of the financial services sector—particularly in Mexico—
facilitates monitoring of suspicious transactions. However, people movement
does require greater trilateral cooperation. While firms still play a role, for
example with respect to intracompany transferees (the human equivalent of
cross-border production chains), governments have a larger role to play. Gov-
ernments need to share information on people movement and cooperate on
visa requirements. Even here, however, there is much each government can do
on its own to improve internal policies that affect people flows.

Growing business and economic links will ensure that relationships among
the NAFTA countries endure and grow more intense as time goes by. In this
book, we have analyzed the central issues that will drive the NAFTA rela-
tionship into the future. While there is much that each country can do on its
own to secure a prosperous future for the region as a whole, growing interde-
pendence makes it essential that they move forward together. Only a combi-
nation of domestic reforms and cross-border cooperation on a complex web
of issues can ensure that national security and economic integration advance
hand in hand.
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