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ABSTRACT

After signing ten free trade agreements between 1993 and 2001, Mexico is becoming aworld leader in
foreign trade policy. Aninquiry among academics and policy makersis whether multiple Regional Trade
Areas (RTAS) are building blocs towards freer trade with transparent rules of the game. Mexico’s multiple
agreements have generally used the principle of NAFTA consistency, after the acceptance that NAFTA
became a broader and deeper accord than results of the Uruguay multilateral achievements. An analysis of
pros and cons of multiple RTAs by Mexico is presented, including a game model of equilibrium and a
political economy approach of non-economic reasons for Mexico’s foreign trade stance.
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INTRODUCTION
By 2001, the World Trade Organization (WTO) has notified that sinceits creation in

1995, 90 Regiona Trade Agreements have been created among its 136 member countries
(formerly GATT contracting parties) that cover bilateral liberalization of trade and
services. Thefigure seemsimpressive for the dynamism of countriesin the world to opt
for bilaterals during the past five years. The creation of 90 RTAs since 1995 stands in
stark contrast with atotal of 134 RTAsthat are in operation since the launching of GATT
in 1948 (WTO 2001). Besides Europe’s activism, Mexico has become aworld leader in
signing ten RTAs from 1993 to date mainly because it has sought a network of bilateral
accords across the world, both with developing countries and aso with countriesin the
developed world.

What are the reasons for this emerging economy to generate a network of RTAS?
A first hypothesisis trade diversification away from increased specialization and
dependency from the US market during the past seven years of NAFTA operation.
However, trade with its natural partner and the importance of Mexico’s market accessin
North America seemsto continue and even deepen in the foreseeable future. Moreover,

trade of intra-industrial nature, as has been experienced by NAFTA, deepens integration



among trading and investment partnersin key sectors of the North American panorama,
to increase the competitive position of the entire North American region that faces
apparent open regionalism.

A second line of reasoning is that Mexico’s experience with NAFTA has
generated alearning curve effect in signing multiple RTAs, mainly Free Trade
Agreements with other countries, where most of them contain all the issues and clauses of
NAFTA, or what could be called NAFTA-consistency. Aspects such as market access,
tariffication, customs procedures, scheduling of liberalization, as well as national
treatment/ MFN, norms, special treatment of sectors, and dispute resolution mechanisms,
areintegral part of Mexico’s negotiation and signing of RTAs. Moreover, in some
agreements, side accords on labor and mainly the environment have aso been signed. In
such argument, NAFTA becomes a sellable vehicle for trade and investment
liberalization, taken strategically or appropriated by Mexico.

A third hypothesisis that Mexico’ s objectives are the political economy ones,
where additional to trade and investment liberalization, arationale of political
representation of partners, mainly in Latin America and the Caribbean, is sought in other
multilateral negotiations. According to the World Bank (WB 1999), other political
objectives are an increased bargaining position of members of aRTA; a strategy of
‘being noticed’ in multilateral rules of the game; cooperation in areas of government
policy making and among incipient multinational companies of devel oping countries; and
commitment to lock-in free market policies inside economies.

A fourth hypothesisis that additiona to the learning curve effect, the political
economy of generating a network of RTAs s that by seeking bilaterals instead of
expanding original RTAs mainly NAFTA, Mexican authorities and economic agents,
face economies of scalein negotiating increasing number of RTAS, orto putitina
different context, the cost of NAFTA expansion in political arenas among Mexico, the
United States, and Canada, and possibly Chile, istoo high both in each country’s political
market, and also in coordinating aregional effort. For such areason, it seems easier for
one of the regional partnersto seek individual RTAs. The case that Mexico, the less
developed of the NAFTA partners, has been the most active in signing multiple trade

agreements could only be circumstantial, but could also imply that arace for strategic



trade policy would stay as part of the foreign trade and investment environment in the
foreseeable future, with all its implications and worries for trade-dependent and
liberalizing economies.

The present essay addresses these issues of the recent strategy by Mexico. It also
triesto explain whether the growing number of RTAS has negative or positive effectsin
members welfare functions and overall welfare, using a simple Cournot model of market
access. The paper is organized as follows: After presenting some evidence of Mexico’'s
network of RTAS, showing how NAFTA parity entersthis country’s RTAs to date, a
simple model of market access is presented that clarifies the rationale for multiple RTAs
as building blocks toward multilateral liberalization. In the fourth part, some other
economic considerations are presented, that give rise to concerns on multiple trade areas.
The fifth part addresses non-economic reasons that could be behind government
negotiators in making Mexico aleader in RTA networking. The paper then presents

some conclusions.

MEXICO’'SREGIONAL TRADE AREAS

The Mexican devel opment model changed dramatically after the debt crisisin the
early eighties. By 1986 the country had become a GATT member, and afirst wave of
trade liberalization was underway after the so-called import substitution and debt-led
growth had become non-viable. Trade-led growth was first experienced with an
undervalued currency and a recessionary domestic market, such that implicitly subsidized
exports permitted firms to maintain capacity utilization and experiment the first successes
in international market penetration. After anew devaluation of the peso and debt
renegotiation in 1987 and 1989, respectively, the Mexican economy underwent a period
of domestic expansion with macroeconomic discipline and an aligned peso. Trade
(exports and imports) became a quest not only to expand but aso to modernize firms and
sectors to access both domestic and international markets.

This second period of unilateral trade liberalization deepened tariffication of
import quotas and permits, dismantled other barriersto trade (such as financing,
reduction of subsidies, and modernization of norms), and opened up the country to

increased foreign investment participation (Ibarraand Stolp 1990). Overal, the economy



experienced massive reforms towards a free trade model of development. The
aforementioned period --the Salinas administration-- evolved towards the decision to
negotiate bilateral trade agreements. It is only necessary to point out that the first
approach to negotiate a free trade agreement was between the Salinas and the Bush
administrationsin 1990. The concept of the RTA was of an open Free Trade Agreement
(FTA), where al processes were GATT XXIV consistent. Bilaterally between Mexico
and the US, the negotiated FTA implied the open interest by the US to expand trade, but
also to support the free market policies of the Mexican government. For Mexico, the
main objective at that point was mainly to expand trade and investment, and also to
improve the country’ s risk assessment and visibility (Feinberg 1997; Andere and Kessel
1992).

The negotiation of NAFTA began by mid 1991 and lasted until November of
1992. If oneincludes the negotiation of the side agreements on labor and the
environment, requested by the new Clinton administration, the negotiation period took 26
months, and involved government officia's, advisors, industrial and commerce chambers
under a newly formed private sector council (COECE), labor interests, and academics. It
was the first experience with such a unigue negotiation, not only for Mexico, but also for
the US, and for Canada, who joined the US at the negotiating table in the beginning of
working meetings. NAFTA was created after the US-Canadian FTA (a second
experience aso for the US), but in many aspects it was negotiated from scratch (Hufbauer
and Schott 1993).

On its part, Mexico was approached by Chile that had approached the USin
tandem. During 1992, negotiations for an Economic Cooperation Agreement (an
agreement that did not pretend to liberalize all sectors, such as some agricultural and
mining products) moved Mexico and Chile towards an integral deal. It encompassed
some unique aspects negotiated in NAFTA, namely a dispute resolution mechanism,
tariff scheduling, investment liberalization, norms, and rules of origin. The Mexico-Chile
agreement was implemented during 1993, when the NAFTA side agreements were
negotiated. After these two RTAS, Mexico has produced atotal network of 10 FTAS,
plus other trade liberalization participationsin diverse regions, such as APEC in Asia,

and the Latin American Integration Association (LAIA). A time line summary follows:



TABLE #1
MEXICO'STRADE AGREEMENTS

PARTNERS YEAR OF SCHEDULED TARIFF
IMPLEMENTATION LIBERALIZATION
Chile 1993 (1999) 6 years; completion in 2004
NAFTA 1994 15 years
G3 (Colombia and Venezuela) 1995 10 years
Bolivia 1995 10 years
CostaRica 1998 10 years
Nicaragua 1998 10 years
EU15 (European Union) 2000 10 years (3 towards NAFTA
parity)
Israel 2000
EFTA 2000 10 years
Northern Triangle (Guatemala, 2001 12 years
Honduras, El Salvador)

Source: México (2001), Secretaria de Economia; Negociaciones Comer ciales
Internacionales, found at www.economia.gob.mx, retrieved February 28, 2001; and FTA texts.

Mexico's RTAs are dl of the form of free trade areas, with no commitment of
common external tariffs among partners. Mexican tariffs at implementation of RTAs
vary, from a Mexican 4.9% weighted average inside NAFTA, to 13.4% in EU. All
bilaterals, except for G3 encompassing Colombia and Venezuela, are of wide scope,
where minimal exceptions and bracketed sectors exist. In the case of the Northern
Triangle agreement, obligations of the Central American partners do not exist to cancel
import permits and tariffication. Lists of exceptions prevail in various FTAS, such as G3,
all FTAswith Central American partners, and the EU. Most FTAs encompass side
agreements on labor and the environment, with exceptions in the Bolivia and Nicaragua
deals. Inthe case of the Northern Triangle, some aspects of the side-type agreements are
not spelled out. All FTAs also encompass foreign investment liberalization, norms, and
dispute resol ution mechanisms similar to NAFTA’ s chapters 19 and 20, with somewhat
lose administrative and procedural obligations of the Mexican partners. Finaly, in the
case of the European Union, Mexico acquiesced on some European rules of business
settlement, exceptions under the European agricultural policies, and a dispute settlement

mechanism that isamix of NAFTA and WTO. Rules of origin and the schedul e of




liberalization follow NAFTA procedures and method of calculation, but do not
necessarily converge. In the case of the European Union, the trade deal was more
intricate because it was the first to be negotiated with a group of countries under the EU
umbrella, and it encompassed aspects that mixed NAFTA experiences with a heavy load
of Community rulings. However, the successin such a case seemed to be to encapsul ate
trade and investment agreements, to stay separate from other political and social aspects.

Now, overall schedules of liberalization were spelled out following the NAFTA
benchmark in most RTAs, with full liberalization generally in 10 years. Mexico accepted
the asymmetriesin levels of development, similar to NAFTA, where de-protection has
been substantial on Mexico’s part vis a vis other Latin American partners, that would
move at aslower pacein their own bilatera liberalization with Mexico. In the case of the
EU15, full liberalization will be achieved in 8 years, with atime frame of 3 yearsfor
European exports to be granted NAFTA tariff parity.

Other agreements complete the Mexican network of RTAs. Some like the APEC
affiliation is of wide regional non-locked in tariff scheduling, while the rest are
Complementation Agreements, which could become building blocks towards deep and
wide RTAs, but the trend is not conclusive. However, an interest has been made public
by the new Fox administration, to further its objective in the Western Hemisphere and

other parts of the world:



TABLE #2
OTHER ECONOMIC COMPLEMENTATION AGREEMENTS

PARTNERS YEAR OF STATUS
IMPLEMENTATION
APEC 1993 Participation
Argentina 1998 Agreement on compensations

regarding sectoral protection
under LAFTA principles

Peru 2000 Sectoral step by step
liberalization, with some
NAFTA aspects
Uruguay 1999 Sectoral, plus rules of origin,
norms, dispute resolution.
Brazil 2000 Compensations, plus sectoral

liberalization of some
automotive products,
photographic materials, rules
of origin, norms, and dispute
resolution

Source: Mexico (2001), Secretaria de Economia; Negociaciones Comer ciales
I nternacionales, found at www.economia.gob.mx, retrieved February 28, 2001; and own
summary.

As can be seen, the above complementation agreements are varied. It will depend
on each government to determine aspects of tariffication, exclusions, and other special
regiona treatments, to move towards RTAs consistent with open regionalism and
NAFTA parity, policiesthat are not evident at present. Finally, there are other
agreements that the Mexican government is seeking during the new Fox administration,
mostly encompassing FTAs: Ecuador, Peru, Panama, and Trinidad and Tobago in the
Western Hemisphere; and Japan in Asia. All of these countries have aready signed
memoranda of understanding with the Mexican government.

Asfor the volume of trade, there are arguments that RTASs with integration of
sectors and economic activities (some of intra-industrial nature and subcontracting) are
sometimes wrongly analyzed with respect to employment generation and displacement.
Moreover, it is the generation of scale and scope economies, location factors, and
deepening of production chains that international integration through trade should be
assessed (Weintraub and Sands 1998). In any case, trade growth is a means of welfare




generation and economic efficiency. With Mexico’s network of RTAS, its economy has
become the eighth most important exporter in the world, with US$ 137 billion in 1999,
and roughly US$ 160 billion in 2000. The average annual rate of growth of Mexican
exports is 14.8% between 1990 and 1999, three times faster than the rest of Latin
America

Mexico’s specialization in the North American market has increased, from around
52% of total exportsin the mid-eighties, to 71% in 1994, and 89.9% in 1999, mainly due
to NAFTA. Also after NAFTA, Mexico has become the third most important trade
partner of the US, surpassing Japan in 1998. Trade with other RTAs has changed
unevenly, but overal FTAs have implied upward inflection points in Mexico'strade. For
example, trade with the US has grown 156.3% in seven years of NAFTA, whereasiit has
grown 91.6% with Canada (a similar pattern has been evident in Mexican imports except
between 1995 and 1996 after the peso devaluation). With Chile, exports grew six fold
after its FTA in 1993, mainly in manufactures. With CostaRica, bilateral trade has
grown 262% (between 1995 and 2000), and the figure is 136% growth in trade with
Bolivia Weaker overal trade growth has been experienced with G3. Growth stood at
37% with Colombia and 56% between Venezuela and Mexico, respectively, from 1995 to
2000 (Mexico 2001).

Trade has had a gravitational characteristic, such that the highest percentage of
Mexican trade has occurred, additional to the US, with Central Americaand Canada,
leaving trade volume behind in other FTAS. In the case of the EU15, a calculation by the
negotiation team during 1999, projected Mexican exports to increase from the present
US$5.2 hillion in 2000, to around US$8.8 billion only in 2003, when remaining protected
sectors will be liberalized. With EFTA or Israel, no projected figures have been
calculated. In the Mexican strategy to sign a network of FTAS, little or no official contact
was established with former trade partners, especialy the US, Canada, or Chile. Informal
contact to share opinions however existed. NAFTA parity as a scheme to negotiate might
have become sufficiently sound to obviate close contact. A similar environment has
existed between the US and Mexico, mainly when the UK government was approached
by American officials to explore joining NAFTA (USITC 2000).



THEORETICAL EFFECTSOF TRADE FROM RTAs

A first aspect in the superimposition of RTAsisin the treatment of tariff rates and
rules of origin. These could firstly generate diseconomiesin the administration of
multiple RTAs; secondly, superimposed RTASs could create trade diversion or trade
suppression if diverse rules of origin persist; finaly, tariff rates and asymmetric dynamics
in reducing them could blockade third country access or generate hold-up, but can also
imply an attraction effect to extend an FTA, or the case of access of third countries.

For amodeling exercise, we need three countries, where access is made explicit
under diverse tariff schemes. A static representation of a Cournot gameis useful to map
equilibrium options of various tariff schemes. Later we discuss rules of origin and scale
economies as potential trade imperfections.

Let X, Y, and Z be three countries, with inverse demand functionsin linear form,

asfollows:
P (Q =1-aQ whereQ = gx+ dy+ (1)

where a is a constant, and qi,- is quantity produced by country j for country i. The model
isone of accessin volume, or Cournot. The profit function expresses costs of production

and atariff that is positive, as follows:

7= qixpi(Qi) - qux - tixqix (2

where c is aconstant marginal cost of production, and t is atariff faced in marketi. As

an equilibrium, afirm maximizes profit over the quantity in market i, as:
gx= (L—c+t,—3ty)/4a 3)
Such that a condition for country j to access market i is that tij < (1-0)/3.

Welfare is represented as the sum of consumer and producer surpluses, plus the

tariff revenue from two tariff levelsinto the rest of countries:



W= U(Q)-PQ+ 2( qixpi - qux - tixin) + txyqu + A" 4

Inserting (4) into equation (3) for the profit maximizing quantities, one derives the
entire welfare function and an optima exogenous tariff in each country, such that welfare
improvements arise if a RTA iscreated. The optimal tariff with no RTAs becomest* =
3(1-c)/10

Now under aFTA, aset of possibilities can exist: X,Y, can form aFTA leaving Z
out, following Yi (1996) of a coalition formation where Z's access to one country (X) or
both countries (XY) isimpeded. A second possibility isthat after XY formaFTA, Z
joins X in a bilateral, but stays out from Y’s access. A modeling exercise would then be
described by a simple game (Freund 2000). Tariffs are the behavioral variable to
determine quantities. At first countries apply non-zero tariffs, limited by the prohibitive
tariff level, and let I;; be an index with avalue of oneif an FTA isformed and zero
otherwise.

Using the expansion of (4) into (3), awelfare function is generated by Freund

with combinations, as follows:

W= [(B(1-0)—(2- ly- )t /32a+ [(1—c+ (2—ly—l)t)?] / 16a
+[(1-c+ (-l )t=3((1-Ixt)? / 16a

+[(1-c+ (-1t —31—-Ipt)?] / 16a

+ (2=ly—lJt L1—Cc—(2+ Ly + It] / 4a (5)

Thefirst term is the consumer surplus. Note that indexes of RTAs exist such that
if X signsan FTA with'Y, but not with Z, the tariff rate directly reduces CS. If two FTAS
are signed which are symmetrical then CSislarger than with no FTAs due to formerly
setting tariffs for countries Y and Z in autarky. The second term stands for profits of
firmsin the home market, where if two FTAs are signed, a competitive effect, as spelled
out by Baldwin and Venables (1995), reduces them as new firms enter the extended
market. The above competitive effect in quantities, does not account for the status quo of
market structures ex ante integration, or the change in market structure as the result of

entry ex post a FTA implementation. Thiswill be explained in the following section.
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The third and fourth terms represent country X’ s profitsinthe Y, and Z markets,
respectively. Thefinal fifth term istariff revenue.

In the above equation, one can observe the game of reciprocal interaction typical
of industrial organization models, and of best response functions followed by a unique
Nash equilibrium (Tirole 1995). Indeed, any decision: no FTAs; XY|Z or XZ|Y
(symmetry with one FTA); XY +XZ (two FTAS); or an FTA among the three countries
XYZ, al imply effects in the five terms spelled out above. Mexico has produced one-on-
one multiple FTAs. Note that the model only represents the access effect, since it
concentrates only on quantities.

Again relying heavily on Freund (2000), let uslook at the Mexican theoretical
results.

First, if countries do not join aRTA, Iy, Iy, are zero, for which the optimal tariff
is the same as shown above, depending on the cost level c. Welfare improvement is then
zero. However, welfare clearly improvesif X signsone FTA, and increases even further
if X signstwo FTAS, whereY and Z do not have acoalition or I, = 0. Thisis shown as

follows:

W = [t6 (1-c)—T7t] / 32awith one partner, versus
W =[t12 (1 —c) + 8t] /32awith two partners that do not have coalitions among them

Extending the above to many countriesi, j, there will be multiple bilaterals or (n-
1) combinations, as the unique Nash equilibrium in market access as tariffs are
dismantled, or amove towards multilateralism.

Now, if Y and Z aready have aRTA, X will be better off signing both one
bilateral or two bilaterals (wherely, = 1). Country X welfare will be

W= -] 2(1-c) —t] /32awith one FTA given YZ’s bilateral, versus
W =1t[ 4(1—c) + 4t] /32awith two FTAs

Again, country X will be drawn to two bilaterals, as a unigue Cournot Nash

equilibrium. Note that under the present simple model, welfare clearly improves, by
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having profits abroad, and the domestic consumer surplus (market access and
consumption) outweighs the loss in tariff revenue and domestic profit reduction through
more competition.

Mexico, in its network of FTAs, might be analyzed under thislogic, of extending
the market for goods and services and promoting growth in partners’ firms' profits, even
by losing domestic profits and tariff revenue. The same would occur for other new
Mexican partners that have been drawn by the Mexican experience with NAFTA. Now,
for a country such as Mexico, tariff revenue moved from being a sizabl e percentage of
total government resources in the late seventies, to becoming minimal after unilaterally
pursuing trade liberalization in the eighties and nineties. Hence the negative effect, along
with more competition, credibly could be assumed smaller than increased consumer
surplus and profitsin/ of other markets. Such afinding was presented by Bachrach and
Mizrahi (1992), and by Brown, Deardorf, and Stern (1992).

What about other smaller partners, mainly in Latin America? The samelogic
would apply in the present symmetric model of market access. It is possible, however,
that some countries such as the Central American ones, still depend heavily on foreign
trade revenues. In such a case, diversification of consumer markets, and those of
intermediate products, would form alogic to pursue a FTA with Mexico, where the
market access effect and consumer surplus would outweigh decreasing domestic profits
through competition, and tariff revenue loss. Given the above the policy of RTA
networking would be justified in the Mexican case. One aspect that emanates from the
model above, but seems to be absent from the Mexican government logic of multiple
FTAsisthat new bilateras or expansion, affect all parts of the welfare equation. For
example, anew FTA will have new effects in reducing domestic profits and tariff revenue
that is assumed to be counterbalanced by new market access and consumer surplus. Such
an effect could make alimit to networking.

Now, what about moving from multiple FTAs towards unifying them in one bloc
of, say Latin American partners? If one compares the second welfare functions presented
above in the two possible combinations (X joins Y, and Z, versus X,Y,Z form a

coalition), then the expansion XY Z clearly dominates the network XY and XZ. Why isit
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that Mexico has sought the less than paretian equilibrium? Some other economic

explanations follow.

OTHER CONSIDERATIONS OF ECONOMIC IMPACTSOF MULTIPLE RTAs

A generalized worry isthat aRTA of the FTA form may lead to lobbying for
protection by members of an agreement, against granting MFN treatment to non-
members. In the case of anetwork of FTAS, deviations from homogeneous tariff and
non-tariff reductions across agreements, could be welfare reducing both within blocs and
outside them, as many studies of ‘endogenous protection’ try to show (Grossman and
Helpman 1995; Krishna 1998; Panagariya and Findlay 1996). However, the evidence of
studiesis non-conclusive. Wei and Frankel (1996), for example, show that aRTA can
move towards multilateralism by dividing previous opposition forces, whereas Cadot, de
Melo, and Olarreaga (1998) stress the usefulness of FTAswhen rules of origin are clear
and open, and losers are compensated from trade liberalization. Moreover,
Adriamananjara (2000) concludes that excluded countries a'so move strategically. They
could become more protectionist, but if aRTA undertakes MFN liberalizationsto
counteract the reaction, then excluded countries move towards de-protection. Thelogic
of *divide-conquer-and draw closer,” would be areason for Mexico’s preference for
multiple FTAsinstead of annexation even if the latter would be costless.

Some other key aspects of liberalization --economic reasons—could be extended
from the stylized model presented above. First, let us briefly analyze the existence of
economies of scale. If the cost functions are adjusted to the existence of economies of
scale, then the profits domestically would not decline and market access abroad would
increase even further from the results of the equations. Welfare could improve in the
Cournot model, since the Nash equilibrium would render higher than monopoly
quantities at less than monopoly prices. However, the existence of economies of scale
would have two negative effects. sunk costs as barriersto entry, and increasing lobbying
by ‘national champions’ of atrade agreement, to be selectively protected. For Smith and
Venables (1988), these effects should be welghed against efficiency gains through cost

reductions and rationalization of location.
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The evidence from developed countries is non-conclusive. What seemsto be
apparent is that economies of scale will generate a sort of duality in the production base,
where ‘national champions will increasingly integrate both in homogeneous products or
what can be taken as intra-industrial trade growth, and also in differentiated products.
Now, for differentiated products, the model ed demand equations should include a
differentiation parameter, which would make the model more complex, but that would
not affect the theoretical logic. Turning now to experiences in the trade front, main
Mexican trade products with the US, with Canada, with Chile, and with Venezuela are of
theintrarindustrial nature. A policy worry by both Mexican and US authoritiesis how to
extend the benefits of NAFTA and other FTAs by Mexico, to disintegrated sectors and
firms, and whether compensation policies should be undertaken. That seems to also be
the case, when negotiation was underway between Mexico and Nicaragua, Mexico-
Bolivia, and Mexico- Northern Triangle countries. Inthose FTAS, restrictions to specific
sectors meant a deviation from NAFTA parity.

Another aspect not considered in the stylized model is the case of rules of origin.
Rules of origin determine the nationality or regionality of a product to be subject to
preferentia tariff rateswithinaFTA. Rulesof origin are aso key for determining quotas
or anti-dumping measures. However, they can serve as a protectionist device, mainly by
excluding products originated in non-members, even if they are transformed in a member
country. In short, sufficient transformation becomes a cumbersome and subjective
measure that becomes discriminatory. GATT, Art. VIII has multilaterally pushed for
harmonization and transparency in tariff definitions, valuation methods, and standard
transformation guides. Rules of origin, via certificates of origin and valuation, define
tariff treatment to be lower than aMFN tariff without aRTA. If all RTAs signed by
Mexico establish tariff rates that are limited to generally accepted brackets, and the
median preferentia tariff rate islower than the MFN tariff rate, then a necessary, but not
sufficient condition exists for awelfare improving FTA, either between XY and XZ, and
also between X and YZ. The preferential tariff rate would be plugged into the above
equations. However, if different rules of origin exist across the various FTAs because a
country such as Mexico has dealt with diverse countriesin their levels of devel opment,

then trade diversion away from the higher preferential trade partner and into the lower
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tariffied partner would result. Then asymmetries would exist across the network of
FTAS, to affect the above model.

Asymmetric equilibrium would not be a problem if all partners face negotiation of
RTAswith ex ante low tariffs. For example, using a data set from the World Bank and
WTO (2001), countries with which Mexico has signed FTAs show varied levels of MFN
tariffsimmediately previousto FTA implementation, that range from 12.8 for Venezuela
(weighted) in 1995, to 4.1% in the USin 1993. Other weighted tariff rates at the time of
FTA implementation were moderate in Colombia (12%), Bolivia (9.8%), Chile (10.9%),
and El Salvador (8.5%), to low in Canada (6.8% in 1993), Guatemala and Honduras
(5.7%), Costa Rica (4.3%), and the United States and Nicaragua (4.1%). In FTAssuch as
NAFTA, rates have diminished, as opposed to MFN tariff rates to the rest of the world.
The same has occurred for Chile, and the EU15. Less dynamic tariff dismantling was
signed with Bolivia, the G3, and the Northern Triangle of countries. For Costa Rica,
tariff reduction has occurred in this economy bilaterally and with the rest of the world. In
the case of Mexico, its weighted average tariff stayed at 11.8% in 1995, but has
diminished to 4.1% in 1999 and is lower with NAFTA partners. This means that Mexico
would show the largest difference between its MFN tariff rates and those of its multiple
Free Trade Agreements. One has to pinpoint that given its trade dependency with the US,
the Mexican’ srest of the world average tariff rate shows a 16.2% in 2000 (non-
weighted), according to IADB (2001). For those cases where ex ante tariffs were low,
thereis overal little suspicion of trade diversion. For the case of G3 and Bolivia, some
diversion might have occurred, depending on tariff rates and also the accounting of rules
of origin. For the Chile FTA, complementaritiesin tariff dismantling, and the deep
NAFTA parity status, would make oneinfer little diversion. The case with the EU15is
complex because of exceptions. However, its ex ante tariff rates are low.

Now, rules of origin extend from standard certificates of origin and valuation, to
other measures such as labeling or content, that cannot be analyzed through the Cournot
model. In any case, they could generate trade diversion and reduce the calculus of
welfare improvement shown, even among the network of partners. For example, USITC
(1997) analyzed the case of NAFTA clothing after the Mexican crisis of 1994. Mexico
maintained preferential tariffswith NAFTA partners, but increased outside tariffs from
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20% to 35% in 1995, which caused Mexican imports to fall 66% from the rest of the
world (1994-1996), while those from the US increased 47%. The caseis aso germaneif
trade diversion takes place in intermediate goods. If such isthe case, costsincreasein
countriesinvolved in aRTA instead of the reverse. This effect can be plugged into the
model described above. All of the complex effects of rules of origin have caused concern
expressed by the term ‘ spaghetti regionalism.” Most trade between Mexico and its trade
partners has occurred in intermediate and capital goods. In such aframework, one has to
contrast the competitive effect, to the cost and diversion effects.

In sum, rules of origin affect the welfare functions depicted above, and transmit
themsel ves through demand functions, costs, and even the preferential tariff rates,
reducing the welfare improvement through trade diversion, but aso via consumption and
the very pattern of trade. They also reduce the effectiveness to administer a network of
FTAs by Mexico that makes it a cumbersome management, and sets alimit to the
network of FTAS. In part this reason is argued that the Mexican strategy could be second
best, even if the FTAsare NAFTA compatible. However, the alternative to have a
compact overall set of rules of origin for the entire Hemisphere seemsimplausible at
present, additiona to the fact that the asymmetric levels of development will not decline
to converge on rules of origin.

A final additional economic argument for RTAs s the creation of knowledge
capital and investment flows when bilaterals emerge. The agglomeration, knowledge
creation-specialization, and investment flows, seem to be welfare improving even in the
case of trade diversion and asymmetric distribution of gains from bilateral trade. The
point has provoked a good set of analytical studies, but has concentrated on the gains
from these additional virtuous effectsin the less developed areaof aRTA. If we follow
the approach by Holstrom and Kokko (1997) of contract extension and knowledge
specialization, then anetwork of FTAs beginning with the Mexico-US-Canada NAFTA,
would have provoked capital and knowledge creation effects into Mexico, to then be
transmitted through the other FTAs mainly with Latin American partners, or a case of
capital dissemination. Itisnot clear how that would operate in the Mexico-EU15 FTA,
for example, and other pending agreements. In any case, a study by Ibarra (1998) shows

asurge from emerging Mexican multinational corporations, moving part of operations
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not only to the US border states, but also to other Latin American countries, asignal of
complementarities between trade and investment. The signal isonly indicative, because
data quality and sources are rather imperfect.

How has Mexico approached the process, scope, and framework for its 10 FTAS?
Aswas already emphasized, The Mexican approach has been to seek NAFTA parity in all
negotiations. In all cases of negotiating FTAS, experience developed in the first ones by
authorities and private sector advisors, has continued to be applied in similar formats of
negotiation, in the formation of the same negotiating groups and their objectives, and
with NAFTA rulings at hand. In all negotiation cases, the following expert groups have
been active: Market Access; Origin and Customs Procedures; Technical and Phyto-
sanitary Norms; Agriculture; Government Procurement; Services; Intellectual Property;
Investment; Dispute Settlement; and Illegal Trade Practices. Given different types of
partners, the liberalization processes by products and characteristics of rules of origin
have not been homogeneous. There are no known studies of the bilateral or regional
effects on trade diversion, consumer and market expansion, cost efficiency, scale
economies, profitability, and government revenue mix. Hence the results of the model

above would depend on theimpact on a, ¢, t, and .

THE POLITICAL ECONOMY RATIONALES

Economic studies of RTAs and specifically of Mexico have concentrated in
economic impacts of bilatera trade and investment agreements. Some have used a
sectoral descriptive/analytical approach (Andere and Kessdl 1992; Garber 1993;
Hufbauer and Schott 1995). Others have followed partial equilibrium models or
generalizable computational equilibrium ones (Bachrach and Mizrahi 1992; Brown,
Deardorf, and Stern 1992; or Roland-Horst, Reinert, and Shiells 1992). From the
political economy side, important studies have been created by Weintraub (1995), and
much more recently by institutions such as the USITC (See Adriamananjara 1999, 2000;
World Bank 2000; and others such a DeRosa 1988; or position papers by Huenemann
2001). For the present paper, this author interviewed key Mexican officials from the
Under Secretariat of International Trade Negotiations, to find that little or no focused
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agreement exists that stresses political reasons for seeking a multiplicity of FTAs by
Mexico.

Main non-economic reasons emphasi zed by a specia study on RTAs (World
Bank 2000) have been observed to be the following: Security; Bargaining improvements;
Being noticed; Policy Coordination; and Policy lock-in. An additional oneis conflict
evasion with original partners as areason behind multiple bilaterals. Finaly, thereisthe
guestion of limits of bilateral agreements that could push the agenda towards unifying
them under a potential Free Trade Area of the Americas (FTAA). Let us next analyze
each.

Security, as apolicy choice, was quite aforceful argument when the EU was
formed in 1951. Some argumentation also existed between Brazil and Argentinawhile
planning to form MERCOSUR. By increasing trade, intra-regional conflict would
decline. For Mexico, however, not such areasoning existed in the open, during NAFTA
negotiations, or negotiations with the rest of itsten RTAs. NAFTA has indeed increased
government contact at all levels, between Mexico, Canada, and the US. But it has not
necessarily meant conflict reduction in such areas as the environment, |abor aspects, or
other issues that are important in the partnership but were not part of the trade deal, such
as drugs and migration. It isinteresting to see the New Mexican administration seeking a
different approach to cooperation in labor migration, drug trafficking, and judicial
coordination with its Northern partners, as well as the emerging approach to contactsin
MERCOSUR. Within Mexico, however, the asymmetries in modernization by regions,
has caused more rather than less political conflict. The case between of Honduras and El
Salvador also deserves mention. Even if they are part of the Northern Triangle (along
with Guatemal @), as defined by Mexico's FTA with them in Central America, they are
recently developing a sense of mistrust as partners, because of better credit markets and
liquidity in El Salvador, its move towards dollarization, and trade gains distributed
unevenly between them.

On the topic of increased bargaining power of members of a RTA with respect to
multilateral agencies or third countries, the set of interviews with Mexican government
officias showed that there is not an open rational e to pursue the network of FTAson

grounds of Mexico leading the way as a political representative. Given this argument,
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Mexico would extend its powers more broadly if it represents a set of partners instead of
being part of an overall hemispheric area. Indeed, the learning curve that Mexico has
developed after NAFTA has made analysts become aware of an international political
power. Whether such a power is concentrated in the trade and investment areas, or would
extend towards other issues such as political power of the regions, or active
representation before multilateral or US stancesis yet to be observed. Inside Mexico,
there is however one issue that has created divergent approaches to the world. During the
transition period towards the inauguration of the Fox administration, a discussion was
generated whether the ministry of foreign relations (in charge of foreign diplomacy), or
the secretary of the economy (the new name for the former Trade and Industrial
Promotion Secretary SECOFI), should be in charge of foreign economic policy. It seems
that the discussion was settled in favor of the Secretary of the Economy, where economic
reasons would precede foreign policy ones, in relation with Mexico’ s strategy to expand
and deepen its RTAs. So the bargaining power reason to pursue a political agendais not
yet evident, even when anew Round of multilateral negotiations begins. The above aso
relates to the political argument of ‘being noticed’ internationally, except for the
increasing attractiveness of the Western Hemisphere for trade and investment.

Two other political economy reasons might be more clearly present in Mexico’s
quest for multiple RTAs: Cooperation, and policy lock-in. On cooperation in managing
of shared conflicts, resources, and large projects, very little success has characterized
Latin America, and overall so-called North- South cooperation. Part of the reason isthe
historical tendency to put all economic and political aspects under the umbrella of signed
accords (the LAFTA negative experience during the eighties is a dramatic example).
Another reason is that cooperation requires the sharing of the financial and legal costs
between partners. Given stark economic and legal asymmetries, political cooperation has
only been amarginal idea by Mexican government officials. However, there have been
successful examples of political and social cooperation that have surged out of Mexico's
FTAs but were not planned within the realm of trade and investment deals. For example,
in the case of the Mexico-EU15 FTA, financial cooperation to lagging regions and
sectors, as well as cooperation in sharing administrative competence in fiscal, judicial,

and financia support to small and medium sized firms was at |east discussed deeply
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during negotiations. Administrative coordination and international benchmarking of
government policy decisionsis another element of this argument that would impel
authorities to prefer amultiplicity of RTAsin favor of extension of existing ones, mainly
because political power would stay with the coordinating agency instead of atrans-
national commission or secretariat.

Whether regulatory change in areas related to international liberalization is more
effective and transparent than regul ations applied to domestic economic issuesis a non-
conclusive question that has raised increasing attention by academics, but not by
authoritiesin Mexico. Specifically, alitigious environment existsin international trade in
services, such as telecommunications and energy, where regulations to sectors have
provoked vocal criticism by authorities in the US, of not compliance to generally
accepted regulations in the US viewpoint. But bilateraly dealing with the issue seems
preferable to authorities than facing a multilateral litigation, as has been evidenced by
Mexico’ s telecommunications regul ator.

Another complementary reason to extend integration via various RTAS has been
policy reform commitments, or what is called locking-in. Many aspects of NAFTA and
its strategic extension encompass institutional and regulatory commitments and
impediments to reversing open economic policies. Now, some officials and business
interests have expressed openly that a precondition for FTAS has been pre-commitments
by partner governments to maintain afree trade, open capitalism scheme. Some other
commitments have been inserted in the trade agreements, whereas a third set of
commitment mechanisms are more self enforcing and depending upon the expected gains
for playersin the political game of trade liberalization. Following the game theoretic
logic expressed in the stylized model, pre-commitments can work if a mechanism of out-
of-FTA incentives exists, from partnering governments or multilateral institutions.
However, it seems clear that moral hazard problems can arise from private information,
hidden actions, or deviation from some aspects of liberalization, such as MFN tariffs or
discriminatory rules of origin for third countries, reneging of clauses of expropriation due
to alose system of adjudication of disputes, or asymmetries across FTAs. Even inside
the realm of government policy-making that is expected to adjust to an open economy,

government plans could lag behind expectations. For example, during the Mexican
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macroeconomic crisis of 1994-1995, authorities maintained their NAFTA commitment of
deepening trade and investment liberalization with the US and Canada. However, some
tariffs were raised dramatically against non-NAFTA members during such a period.
Some other elements have a so been deepened. For example, government procurement
and licensing have been modernized; customs procedures and certificates of origin are
now transparent and easy to grant; and expropriation has been non-existent (obviously
other aspects are more heated, such as trucking, environmenta regulations, and
telecommunication services as described above).

Pre-commitments by other partners with which Mexico maintains less trade and
investment flows are somewhat more diffuse. Any pre-commitment needs auditing,
which in being costly, could make the political objective of a RTA lesscementing. Asa
result, freeriding on aRTA or violations could emerge. To date, the older FTAS, those
with Chile, the G3 one, and the one with Bolivia, have seen little or no evidence of free
riding, or that freeriding isineffectual. For this precise reason, the negotiation with the
Northern Triangle countries, in being alarger natural market for Mexican interests,
moved more litigious. The same has occurred with the US, but not with Canada. Pre-
commitments in short, seem to be evident the more trade and investment importance
exists between partners.

Following the other channel of lock-in policy objectives, that of making them part
of the FTA, one can give credence to negotiation under NAFTA parity, which at the same
timeisWTO consistent with all its non-discriminatory commitments in the areas of
scheduling of tariff liberalization; tariffication; minimal negative lists; NT/MFN rules of
origin; norms and standards; and dispute resolution mechanisms. A strategy depending
of the learning curve argument, then reinforces itself with the argument of policy lock-in,
to be similar across Mexican partners as a step towards wider regionalism and
multilateralism, but cannot make sense of either seeking multiple FTAs or FTA
extension. Lessclear are explicit aspectsin FTAS on services, government procurement,
agricultural subsidies, and the rest of issues affecting bilateral relations. For example,
Huenemann (2000) has expressed worry that NAFTA pending issues have become low
priority in the political economic dia ogue between the US and Mexico, and that NAFTA

has moved to ‘automatic pilot.” Lock-in policies to be generalizable from inside the text

21



and implementation of an FTA, then seem to be useful by using the af orementioned
NAFTA parity, but are not necessarily binding and credible. Moreover, in being diffuse
by Mexico’s network of FTAs, commitment policies across partners become more
difficult to observe than if NAFTA extension had been successful.

Let usrefer briefly to NAFTA compatibility in dispute settlement, spelled out in
NAFTA Ch. 19 on antidumping, and 20 on institutions and administrative procedures for
dispute resolution. Inal ten FTAS, plus the deal with Uruguay, Mexico sought alock-in
procedure for analysis, valuation, measurement of effects and causality, and punishments.
For the case of countervailing measures, various institutional settings are spelled out, but
are not entirely committed under the clauses. In the case of administrative procedures,
mainly the formation of procedural agenciesin charge of cases, aswell as compulsory
panels when disputes are stalled, vary in their legal force, their timing, and their
transparency of adjudication. For thisreason, hidden actions or information, can give rise
to opportunistic tactics among partners. All FTAsinclude a clause similar to Chapter 19,
and some but not all, specify procedural aspects (Chapter 20). For example, the Mexico-
BoliviaFTA does not include obligatory procedures; the one between Mexico and the G3
defines an aternative way arising from the Treaty of Cartagena; the Mexico-EU deal and
the one with EFTA, Nicaragua, the Northern Triangle, and Costa Rica, follow lines of
procedure under WTO Marrakech treaty. The next step towards a FTAA would not
necessarily resolve the variety of in-clause commitments, or would be easier to come
about moral hazard problems.

Finally, policy commitment could arise, not because there is a credible signal
before aRTA is signed, neither because aspects of commitment are spelled out as a
contract in specific FTAS, but through self enforcing mechanisms and as the result of
gains by economic interests in partner countries. For example, a pre-commitment with
democracy (such as the one precondition established two years before Mexico begun
negotiations with the EU), could be violated if losers from an FTA have market power or
can lobby authorities for specia protection, or exert political power. If aregional
agreement makes a country heavily dependent on trade and investment liberdization, and
domestic policy adjustment is visible to the popul ace as a complementary moderni zation

with benefits to everyone, then violating the RTA or deviating from its objectives, could
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render heavy punishments from abroad (country risk degradation, boycott), or inside the
country. But if the effects are concentrated, lock-in policies would not be guaranteed. In
short, integration through RTAs would press for lock-in policiesif the importance of
cross integration increases and benefits are widespread or evident for involved agents.

Are there differences between signing a network of individual FTASs or cementing
them into afew RTAs with increasing members? Mexico has followed the first route. It
has become aleader in Latin America and elsewhere in signing ten FTAS, plus the ones
that will develop in the foreseeable future. The model shows that extension to more
countries, rather than extension viamultiple FTAswould be welfare enhancing. There
are only two reasons for which Mexico has followed an apparent spaghetti of FTAS. It
either puts a heavy weight in domestic profit decline due to extended FTA members, or it
has used the political economy visibility and lock-in argument step by step with a
strategic view.

A last argument to seek multiple FTAsinstead of FTA expansion is the case of an
easier and less costly negotiation when coordination among former partnersis
troublesome. Mexico has sought dealsin Latin America after 1995 with little or no
coordination with the US, Canada, Chile and only with a political paradigm of NAFTA
parity as discussed above. Moreover, if criticism of the FTA continuesin various levels
of the political front, then authoritiesin Mexico have sought the easiest way towards

bilateral liberalizations, even with their efficiency costs.

CONCLUSIONSAND IMPLICATIONS

Can one say that NAFTA is asuccess to the point of becoming the model for
integrating the hemisphere? Mexico has sought NAFTA parity in itsten FTAS, both in
Latin America, but also in Europe, and possibly with Japan in the foreseeable future.
What does the analysis of such astrategy show: A spaghetti regionalism or a strategic
move towards becoming leader of hemispheric and multilateral integration?

It has been argued that welfare improves by increasing membership into aRTA, if
the competitive effect and consumer surplus, outweigh government revenue loss and
declinein profits. In the case of economies of scale, cost reduction and rationalization

minimizes profit loss of domestic interests and makes the results of either multiple RTAs
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or extension of a RTA non-conclusive. Finally, political economy reasons mainly are
apparent in lock-in and administration of bilaterals, but not necessarily in cooperation,
bargaining, or visibility in policy making. The reasoning for the network of ten FTAs by
Mexico, isthat NAFTA parity has been useful and does necessarily make the so-called
spaghetti regionalism less a concern than generally advocated, except for disputes that
can giveriseto moral hazard. However, commitment is shown not only to depend from
the clauses and obligations set forth by anew FTA, but from endogenous commitment if
players gain from adeal, aswell as an overall pre-commitment by governments, if a

strong underlying paradigm of integration emerges, and punishments are enforceable.
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