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                                                       Abstract 
 
In this thesis I have examined the role of Foreign Direct Investments (FDI) in fuelling host-
countries economic developments.  By looking closer into Mexico and the case of 
automobile industry which has been historically the subject of control of foreign affiliates I 
observed coinciding patterns.  Through North American Free Trade Agreement (NAFTA) 
the channels between trade and investments have become more obvious and even 
transparent. Speaking about Mexico’s economic developments, albeit the total volumes of 
trade have increased, the country’s terms-of- trade were deteriorating following the post-
NAFTA years. While conducting the research I have made use of neo-liberal economic 
discourses, theories of international trade and investment in order to explain  the underlying 
motives for free-trade. These motives offer solid arguments to adopt the strategy of export 
orientation. 
While investigating the investments form multinationals and comparable Mexican trade 
performance, I have fund that exports and FDI flows have seemingly unrelated. The 
country has been a significant receiver of foreign imports at the time of post-NAFTA 
developments and huge FDI inflows. The result was that capacity of domestic production 
was limited and the  trade imbalance ensured.   
Analysis explores closer relation  between FDI and the country’s import levels which cause 
deterioration in the terms of trade and economic growth. The explanation lies in the nature 
of FDI per se. The type of investment in Mexico is essentially market-seeking, since it 
adjusts to the international competitive pressures, and search access to comparatively 
advantageous foreign markets, explained by the theory of capital movements. This paper 
also questions and raises concern with regard to the consequences of these pressures that 
leads to race-to-the-bottom policies. 
 
Keywords: foreign direct investment, NAFTA, trade policies, import-substitution, export-
orientation, comparative advantage, economic development. 
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1. Introduction. 

This section will introduce aim of the essay, problem formulation, methods and the 

choice of material used in order to approach the research questions in this thesis. 

        1.1 Aim of the essay and problem formulation 

The aim of my research is to determine the impact of the cross-border activities 
of Multinational corporations (MNCs) in Mexico and weather the provisions of 
Foreign direct Investment, known as FDI improves country’s trade and 
development.  The idea is to investigate the most essential components of 
globalization and to approach these issues analytically I have chosen and considered  
to discuss what influences FDI locations in Mexico and to observe the measurement 
of the trends of investments over time. Several neo-liberal economic arguments with 
regard to investments and trade have been elaborated that examine the role 
multinational corporations’ play in development. These arguments will also yield an 
understanding of the driving forces behind the all dynamic sectors concerning trade 
and investment. I believe that these arguments would serve the purpose of 
complementing to the already existent research and add more scope and diversity to 
this particular thesis. Also, foreign direct investments are often at the center of 
activities of MNCs. To follow the numerical flows and extent in fueling countries 
resource gaps is believed to be prerequisite for economic developments.  

     The preliminary research with regard to FDI outward position shows that Mexico 
is among the largest recipient of FDI in the world, this is the reason to look closer 
into the Mexican case. The aim is to try to explain the inflows of investments as a 
consequence of post-NAFTA developments. The trade agreement was facilitative 
towards wider liberalizations, deregulation and capital flows, opening channels to 
increase trade and investment. In Mexico these efforts were manifest on the export 
platform of automotive sector and the invitation of TNCs. Therefore I have chosen 
to explore Mexican automobile industry as it involves the presence and control of 
foreign affiliates that is very developed.  Thus the aim is to observe trade and 
investment linkage in an automotive sector would be the most relevant.  

The notions of economic globalization is perhaps one of the most controversial 
topics of International Political Economic and its validity is too intensive for this 
thesis to embrace. There is a tendency linger on  debating whether TNCs have if any 
positive contributions in the context of larger society as well as in the increasing 
inequality of income. Therefore the ambition is not merely to provide definite  
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answers but rather  to analyze the mechanism in which general tendencies are hidden  
and understand to what extent  the  processes work in the same direction as well as 
their relations to the topic studied.                                                                  

         1.2 Research questions 

As the aim of this essay suggests the focus is to draw parallels between to neo-

liberal economic discourse and the actual manifestation of theoretical notion 

through the activities of TNCs. I will thus be primarily interested in answering the 

following questions: 

How does FDI inflows promote trade, considering the case of Mexican 
automobile industry within NAFTA 1994-2003? What is the implication of 
Mexico’s export performance in the wake of cross-border activities such as FDI?  Is 
development and economic growth compatible in the context of Mexico’s terms of 
trade, if so in which way they do coincide? 

          1.3 Methods 

 The field of International Political Economy relatively new field in International 
Relations which has appeared in the 1960s and 1970s. Therefore it is useful to recall 
to the legacy economic relations and adhere to the several articulated promotions 
that have relied extensively on the quantitative research design.  Kenneth Waltz 
(1979) argues the system is composed of units that interact with one another within a 
structure which directs its interaction.1 The main argument is in lines with that 
‘structural variable in the international system that is the global distribution of 
power,’2 and implies an existence of one state, a hegemony that is willing to assume 
responsibility in management of the global economic system.  The world structure 
of today fits into the described picture.  There are many global powers that are able 
to exercise their assets, position, wealth and contribution internationally but there is 
only one super- power, the U.S.A. that is able to regulate its ‘capability’, beyond any 
other state in terms of both military instruments and economic market.  The 
management of economic relations therefore without the hegemon (the USA) the 
system would be placed under risk and break down.3  

Trade openness is reversed by states different positioning in the international 
system, some of which preferring to ‘cling’ to the status quo, some of which search 
new possibilities for progression. The end result is balanced by hegemonic  

 

                                                
1
 Wolinsky-Nahmias 2004: 154 

2
 Ibid. 

3
 Cited in Wolinsky-Nahmias 2004 
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intervention to reconcile different preferences and practices towards trade policies.4 
International political economy scholars have displayed an interest in focusing on 
quantitative research design,5 because statistical models of trade flows among 
countries yield the most precise indicators of economic growth rates, the rates of 
unemployment, incomes and profit margins. These indicators tell researchers to 
significant degree important information with regard to levels of progression. 
However as Edward D. Mansfield point out statistical factors often lack or leads 
economist be blinded by figures and indicators and ignore political motives of 
investment projects.6 Considering general investment activity it is taken for granted 
that there are advantages from employment and production which are theoretically 
justified. Economic decision is rarely just pure economic decision for these 
decisions causes political consequences. This suggests that IPE is about the 
interaction of politics and economics. 

 Global distribution of power views states and private actors as self-interested 
units, which are interested in gains and profit motive is the cause for any interaction. 
On the other hand actors are not exercising their decision-making in vacuum. Any 
investment decision undertaken by firms is relation-specific, in which the particular 
transaction is exercised in relation to some other actor government, international 
organization or its constituent trading partner.7 How then to draw explicit links 
between something that manifests in economic transactions, as the phenomena that 
big firms setting up production facilities outside of their home economies with the 
political determinants or implications of this decision? The answer lies primarily in 
the outcome of the mutual interaction between states and economic interests. 

As the second part of question deals with economic growth relation to 
development, it requires an interpretation of what sort of impact it has on Mexican 
export and import performance, it is more meriting to use qualitative interpretation. 
Qualitative methods can be described as  “[t] he qualities of entities and on 
processes and meanings that are not experimentally examined or measured in terms 
of quantity, amount, intensity, or frequency.”8 To illustrate this point, let us to 
consider rising GDP per capita as a result of economic activity that increases 
national income. In a case where rise in GDP per capita does not foster 
development, the theory would prove to be inadequate and require additional 
interpretations. However from more general and theoretical position it can be 
deduced that countries with higher levels of GDP per capita enjoy higher levels of 
development.  Assessing development when the outcome is uncertain is problematic. 
When the development is not positively correlated with growth there is an urge to 
examine variables more closely.  After all theory does not take place out of practice, 
more careful assessment from the secondary material will likely to fill any potential 
gaps. To conclude, the theories of economic growth and national income requires  

                                                
4
  Cited in Wolinsky-Nahmias 2004: 155 

5
  Ibid., 152 

6
  Wolinsky-Nahmias 2004: 153 

7
Cited in Wolinsky-Nahmias 2004: 158 

8
 Kohlbacher 2006: 9 
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measuring of quantities in order to estimate its scale, the methods assigned to 
developmental paths are of qualitative nature and require interpretive depth into 
picture of how the entire pattern fit together. With this approach the questions posed 
in the research are imbedded in the two types of methods. Wolinsky-Nahmias argues 
that an interpretive approach studies a case “by applying a known theory to the new 
terrain.”9 Therefore it can be said that neo-liberal theory will also have an 
interpretive property for the Mexican case in guiding and infringing  more analytical 
means,  ensured by disciplinary boundaries.  

           1.4 Material 

In gathering material I have come across many interesting books, articles, 

reviews and research papers that were complementary for the build-up of the study. 

Secondary material was used for sustaining adequacy with statistical analysis with 

regard to the pattern of investment and trade. 

Primary publications that cover FDI statistics: 

IMF’s International Financial Statistics online (IFS) was available from 1997-
2006. However some of the references were made with regard to year 2000 and 
onwards. The statistics were obtained primarily from WTO and OECD sources that 
attached 1994. Additionally with respect to trade I included World Trade 
Organization (WTO) trade by sector analysis with reference to Mexican auto-trade. 

UNCTAD’s World Investment Report 2006 and UNCTAD handbook of statistics 
2005 were incorporated too and described the developments in Mexico in NAFTA 
more detailed and in line with the statistical material I have gathered from other 
sources. 

 

Secondary material: 

Direct information from other sources  includes economic research papers 
“Journal of International business Studies” researched at Halmstad’s university 
library, online economic articles form www.sciencedirect.com/science, applied on 
theoretical basis. The transmission mechanism of FDI interacts with  trade/economic 
growth;  causality linkages between savings and investment, ‘gains from FDI 
approach’, ‘spill over efficiency’ as well as the empirical evidence observed by other 
researchers in conjunction with the theory. 

 

 

                                                
9
 Wolinsky-Nahmias 2004: 58 
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1.5 Literature review 

Although I have read many interesting books and articles during this research, 
there were some that I found particularly useful for the progress and development of 
the main arguments. I integrated into the theoretical part of this essay Christos 
Pitelis the growth of the firm (2002). It offers some insights into the theory of 
transnational firms, profit  motives and competitive drives. It was useful in arranging 
the theoretical framework rather than relying extensively on  the analysis to get the 
whole picture. 

Thorvaldur Gylfason Understanding Economic Growth (1998) gave valuable 
knowledge on the developmental theories such as Harrod-Domar. Their view is the 
conditions for economic growth can in fact be caused by outside mechanisms, and 
hence be ‘created’. The book is subdivided into two sections: the theory of ‘pure 
economic growth’ and the development economics. The two components integrated 
in theoretical framework gave more direct approach to the role of FDI. 

As a background material and with reference to North American Free Trade 
Agreement (NAFTA), the book by Barbara Stallings and Wilson Peres The impact 
of Economic Reforms in Latin America and the Caribbean presents historical review 
and developments when it comes to growth, employment and trade as a result of 
liberalization policies. This is an informative and yet historically descriptive 
material, used as reference of the reforms in Mexico. 

 

1.6 Validity, reliability 

Scientific research involves an assessment of levels of validity and reliability of 
the study. This study is assigned to examine and compare public statistical sources 
in order to measure the quantity of FDI inflow during (1995-2003). Limiting down 
the time frame aids in supporting the main arguments of the essay. Comparing 
observations with other sources would make the research more consistent  and 
analytical. The empirical data used to trace down numeral values as well its shifts 
and trends over time is valid in terms of its precision and responds to the question. 
Also the interpretation of the results combined with the information with secondary 
sources will be influenced to a certain degree by researches previous studies and 
relation to the subject matter that would be translated into this work as the essay 
progresses. It is important to bear in mind any particular traces in the conduct of the 
personality of the research can be evident, however in order to deal with it the 
researcher will be elaborating on every stage of the work as the study progresses.  
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 The issue of validity is supposed to be addressed before operationalization.10 
Operationalization is an important step in narrowing down the focus of the study for 
only after completing this stage it becomes possible to underscore the essence of the 
study.  Construct validity identifies both external and internal validity respectively 
of the issues explored. Internal validly – examines whether the research and its 
findings address and how the researcher responds to the issues whereas external 
validity – concern itself with actual contribution to the set of findings to other more 
generalized cases.11 What does this study imply for any future research being done 
and its effort to fit in the ‘missing’ piece of the general picture? Definitely the 
ultimate goal of any researcher is to make more general contribution to the field 
since only achieving relative success it will become possible to judge  the general 
contributions too. The external validity presupposes internal validity and both work 
in tandem.   

 

1.7 Limitations 

The prime interest of this study far-reaching, namely the impact of FDI first on 
trade as an intervening variable and in turn its conductive effect on development as 
the ultimate question that interests the researcher. However to handle these several 
questions on the practical level factors collection of imperial data needs to separated 
and therefore I chose to use FDI as an indicators of investment activity during a 
specific period of time, as well as the comparable statistics on trade to see if there is 
a converging pattern. The delimitation at this stage would be the actual separation of 
variables that would be treated independently.  

  Whilst the Human Development Index (HDI) is said to be an appropriate 
indicator of country’s development, it will not be included in this study because of 
the time limit and extent of research. The amount of information risks running at a 
problems of comprehension. The researcher believes that the measurement of 
investment inflows presupposes the validity of the potential ‘spill over’ that speaks 
for itself. The developing countries possess comparatively low living standards. In 
this context  human development only takes place were there exists a minimum level 
of fundamental developments which are economic, social and cultural 
developments. The  precondition for human progress is therefore assumed to be 
economic development primarily. Additional reasons for not including HDI is that in 
the globalization discourse there is bottom -side parallel activities associated with  
lowering taxes, government spending that has a downward spiral of anti 
developmental outcome. This makes it more difficult to approach the study 
analytically owing to the controversy with regard to this matter.  

                                                
10

 Lundquist 1993: 99 
11

 Wolinsky-Nahmias 2004: 84 
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2.Theoretical frameworks 

The theoretical framework that the researcher found suitable to address the 

questions are divided into six parts. The first three main parts is a first section of 

theoretical background. It is based on the discussion with respect to markets and 

governments, inter-dependence and approaches to International Political Economy 

(IPE). The last section elaborates the theories on international investments linked to 

FDI. These are the theories of Harrod-Domar model and comparative advantage. 

The following theories can be placed along the category of explanatory theories that 

view the world as the subject for external observation.
12

 

         2.1 Markets and governments 

Whilst realism and liberalism are the dominant counterparts of International 
Relations discourse.  The former is increasingly seen as ‘natural party’ of 
government13 while the latter is the cheerleader of market. Liberals view market 
place as an ‘invisible hand’ for resource allocation. Rejecting government influence 
over how resources are distributed, liberals believe that economy should be left out 
of politics. This withstands the idea of economic nationalism since states tends to 
favor subsidies that makes the production inefficient, supporting producers that 
otherwise would not be in business. Import regulations; quotas and tariffs, is the 
mechanism for market distortion that puts a strain healthy operation of the economy. 
It distorts  profits and wages through artificially higher prices, taxation and subsidies 
and that is irrational because these mechanisms reduces profits. Liberals argue in 
order to let the scarce resources to be allocated most effectively markets (invisible 
hand) should be freed from government interference.14  

The role of government is essential in the context of political-military security 
nexus, law,  order and infrastructure provision in instances where markets fails to 
support the social fabric through which the ‘free market’ is supposed to be 
supported.15 Thus markets failure is a precondition for government interference, to 
ensure system’s survival. An example of market failure would be the provision of 
infrastructure. Natural monopolies (roads, railway station, electricity, public 
transportations), that have a very high fixed costs and entry barriers. It means that   
private producers cannot successfully carry out competition owing to the activities 
scale and inefficiency. Clearly any competitive attempts  would wind up being 
disastrous, in which cases governments has a legitimate role to  protect and manage 
these sectors solely on its own. 

                                                
12

 Smith 2005: 273 
13

 Smith 2005: 186 
14

 Malminen 2000: 19 
15

 Buzan, Wever, de Wilde 1998 : 95 
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Naturally, the proponents of markets, over the minimal influence of the 
government, attach to the limited government and more freedom in the hands of 
private actors to influence international politics. First in the wake of the new rules 
under which international system operates there is a creation of a so called ‘factor 
mobility’ among nations that allows the free-movement of goods, capital and 
services, all of which would become the prerequisites in lowering the transaction 
costs resulted from the increased ties with the nation-states. When economics is 
given a higher priority, all actors are assumed to be self-interested and rational. 
Rational human being avoids acting in a way that would cause these interests to be 
reciprocally undermined, hence there is no reason to believe that actors would have 
an incentive, if any, to cheat or act unilaterally. These interests are, liberals argue, 
the interests in economic efficiency that would lead to the ultimate highest mutual 
gain. The highest mutual gain is based on the difference between the total costs and 
total revenues in the business activity that is the profit maximization. Alternatively, 
commercial relations between states and private actors are characterized by mutual 
gains from profits.16 Efficiency argument is strong and a very important one. Calling 
something efficient outcome can only be produced as the result of competition at a 
lower cost that allows markets seizure and greater scale economies. Keeping eyes 
open on these results goes a long way in satisfying markets objective to be a self-
sufficient actor. 

Relative economic growth has an important role in advancing the position of the 
state in the international system.17 The pursuit for material gain is not, as realist 
believe, occurs at the expense of weaker states, but rather the outcome is a product 
of positive-sum interplay when the barriers to trade are loosened. To illustrate this 
example suppose in the wake major financial crisis, and a country suffers a 
downturn and loss of markets. Trading partner’s interests would be affected 
adversely because of the weaker demand from its competitor side for the product it 
exports. And since there is less competition, crisis in the trading partner’s economy, 
imply not only a loss on behalf of the individual nation that experiences these effects 
but also in terms of trading partner’s position, suffering net losses as a result.  The 
aftermath of Great Depression (1930s) as a worldwide economic recession strained 
international trade, business profits, employment opportunities and production 
cycles among nations threatened the very survival of the state when a sudden 
realization of vulnerabilities associated with economic system was brought into 
light.  

 

                                                                                                                                                           

                                                
16

 Malminen 2000 :19                                                                                                                                        
17

 Cited in Malminen 2000. 
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2.2 Inter-dependence 

The manifestation of economic dependence and vulnerabilities referred today as 
inter-dependence.18 Inter-dependence is the consequence of cross-border exchange.  
According to Alan Russell the “economies, societies and governments are affected 
by events beyond national borders – events which may have origins within the 
borders of others countries.”19 The perception is that inter-dependence implies 
dependence; the only aspect that separates the two is that the former operates in two 
ways.20  The effect of events in different countries travel in two-ways and this gives 
an understanding of mutual dependence or even co-dependence, as it shapes destiny 
of individual nations when nations are externally dependent on others for 
assistance.21 This concept helps us to understand how an economic prosperity is 
intertwined and how potential vulnerabilities and empowerment are manifested.   

As there is nothing new about the concept of mutual dependence among nation-
states situation described by asymmetric interdependence is more challenging.  It 
does indicate that relations among nations are more than pure economic, relations 
are also unequal and therefore political. The term asymmetric suggests that countries 
benefit or suffer unequally, to a divergent degree, from economic transactions with 
each other depending upon the scale of economic assets. The bargaining positions of 
the two super powers during the Cold War evinced the Soviet Union (USSR) and the 
United States (USA) as economically independent states as opposed to aligned 
groups that were placed under the dependency relation on behalf of superpowers in 
terms of the financial and economic assistance. Resells finds that at the end of the 
second world war, the United States emerged from the western world with 40 per 
cent of world’s economic output expressed as Gross National Product (GDP). 
During the present unilateral world order the USA:s output constitutes 
approximately 21 per cent of the total world’s share.22  By all means, every  nations’ 
economies are not equally important and some nations are literally dependent on 
others for factor input and access to greater or lesser degree.  

 

 

 

 

                                                
18

 Russell 2005: 41 
19

 Russell 2005: 40 
20

 Ibid. 
21

 Russel 2005: 40 
22

 Strange, 1994, p. 238; CIA, 2004 
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       2.3 Approaches to International Political Economy. 

 Theories of international trade have been revolving around the neo-classical, so 
called ‘supply-side economics,’ trying to identify  the linkages between the 
causalities for economic growth and welfare state.  Along with liberalism thereare 
several additional approaches within IPE which are: mercantilism, protectionism, 
and realism.23 Mercantilism and protectionism are offshoots from realism and  
similar in styles. These approaches put forward  ideology of economic nationalism. 
It means closed or minimal trade aiming to protect the domestic industries from 
outside competition for the purpose of surviving in the competitive environment. 
“Economic activities should be subordinated to national interest.”24 Thus politics is 
prioritized  as long as the nation-state view economic interests as a minimum 
prerequisite for state-security or even for the state survival.25 If the ‘core’ interests of 
states are perceived to be undermined, the  trade will be regulated accordingly.  

The proponents of economic nationalism presume that international trade, as the 
international systems is a zero-sum product of anarchical interaction and that any 
gain happens at the expense of weaker player.  Consequently IR is the arena for 
powerful states to “display” the best  assets and thus to assure the status quo. As 
soon as a state gain in power and prestige on the material level it implies another 
state’s loss of the equivalent that causes heightened competition. In extreme cases 
violence  break out because there is no overarching authority in the position to stop 
it.26  Since anarchy is a factual base of how international system is composed any 
state will be bothered by the possibility of expansion when its wealth increases in 
relation to other states. Economic relations are not in any exception and applied to 
the similar logic. State’s competition and an increase in relative wealth (presumably 
an increase in Gross Domestic product, technological innovation, an improvement in 
human capital) can be transformed into military power and become a bargain asset 
to contain any potential challengers. The relative gains are important, to be precise, 
when states chose competition for power and wealth above military expansion. To 
be able to avoid problematic relation of zero-sum realist argue that there needs to be 
hegemony in regulation of commercial relations.27  

 The founder of contemporary theoretical economic discourse Adam Smith’s in 
his The Wealth of Nations (1776) raised critique against the argument of economic 
nationalism by motivating the states potential gain from the free-trade promotion. 
Free-trade is used in different context when associated with liberalism but correctly  

                                                                      11 

                                                
23

 Andersson 2000: 16 
24

 Malminen 2000: 17 
25

 Ibid 
26

 Ibid.,18 
27

 Malminen 2000: 18 



it implies laissez-faire capitalism and ‘free market.’28 Market can be defined as 
mechanism of resource allocation and the market forces are the forces of supply and 
demand, i.e. the decisions made by consumers and producers. Unregulated forces of 
supply and demand are determined by the price mechanism and free from 
governmental control. Essentially Adam Smith argued that growth rates rests upon 
the division of labor, efficiency and size of the market.

29  These variables are 
contributive to the Smith’s quantitative methods to attain enrichment. Nations 
should pay attention on two following strategies in the pursuit of their wealth. In the 
first place is  the level of national economies savings, the other is the level of 
investments that would be able to  facilitate the transmission mechanism such as the 
economy’s spin off effect.  He observed that investment is a catalyst through which 
the recourses are transformed in productive spheres, or in other words “by products 
and precursors of domestic and foreign trade.”30 Furthermore savings and 
investments are the “means of enlarging the market and increasing the division of 
labor”31 that is extracted from specialization.  

Specialization generates efficiency. For instance when the tasks are divided into 
minor components of production that any individual laborer carries out, these tasks 
are conducted in a simplified  repetitious and fragmented fashion, the propensity to 
improve the skill in any single component of production process rises. Savings and 
investment not only directly contribute to the accumulation of capital and increase 
output but also operate indirectly via exchange and trade.32 Strictly speaking these 
elements contribute to trade and the latter is triggering the former that is why 
‘foreign investment’ is an alternative way of putting an emphasis on ‘trade in 
capital.’33 

            2.4 The Harrod-Domar Growth-Model 

To handle the activity multinational corporations (FDI) in developmental process 
I appropriate a suitable, in my view, theory which could easily rationalize the 
motives for foreign direct investment. This is the theory of Harrod- Domar Growth 
model. This model developed more explicit mathematical theorem on which 
contemporary growth derivation was able to be explained. Economy’s growth rates 
are reliant on 

1.) The level of savings 
2.) The productivity of investment i.e. the capital output ratio34 
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28

 Kaboub 2001 
29

 Gylfason 1998: 32 
30

 Ibid                                                                                                                                                              
31

 Ibid.                                                      
32

 Gylfason 1998: 32 
33

 Ibid. 
34

 [Internet source] 



Savings and investments are the prime links of the main macroeconomic variables as 
flow value and stock value. Flow value is a changing state, measured in currency 
duringthe course of a year.  The actual capital stock is  net investment at a constant 
state.35 The relation between savings and investment is unambiguous. An investment 
requires there to be savings, and the latter is only extracted from the surplus income. As 
a result Harrod-Domar model suggests that in order to increase economic growth, 
countries savings rate as a proportion of GDP must go up, which will facilitate higher 
levels of investments. The model is not concerned with the actual investment  per se, 
but rather in the relation to  marginal productivity of capital that determines levels of 
output. The linear relation between savings, investment and the productivity of capital 
are the components that determine the most productive investment.  

This model is responsive to developing nations “developmental thinking,” and for 
directing the lead till the economy’s ‘catching up’ phase. Controversial as it may 
appear, surplus income is almost impossible in the context of high poverty as there is a 
gap between the preferable funds for investment and the actual availability of savings as  
real-life conditions in the poor countries would not postulate it to be its top priority.  
Even if there most benign conditions were present, it would have an effect of income 
equalization and poverty alleviation, bringing in more equal distribution of income.  
Proponents claim that country’s investments funds requires there to be difference in 
income levels and thus unequal distribution of income ensures. This gap is certainly 
solvable in two following ways: aid money or loans from abroad. If aid solution is 
excluded, which reflects reciprocal agreements and negotiations, the theory would favor 
trade as a better option. Loans are more effective in its ability fill in the resources gaps, 
making it possible to progress.  

2.5 Critique of the theory 

The main weakness of the model is its one-dimensional emphasis on the investment 
element in the promotion of wealth and  growth. This approach could be view 
reductionist in assessing the imperatives of  development. While the  investment is vital 
pre-condition for growth to emerge, it is no way sufficient in itself. The model of 
Harrod - Domar fall short for crucial factor of production that is labor.36 This models 
lack qualitative assessment and reference to the conditions of human capital.  The 
tendency towards under-development, high poverty rates as well as the low literacy 
rates persists in such a way in developing countries that no amount of inflows of 
knowledge and expertise, and technological sophistication is able to replace. In which 
case the funds for investment will require a choice between physical and human capital 
and while physical capital has a potential pre-condition for growth it does not 
necessarily produce development. An investment in human capital, would, everything 
else being equal, be an improvement in the actual human conditions. In other words 
there is a relation between the educational input and economic  

 

                                                
35

 Gylfason 1998: 41 
36

 Gylfason 1998: 42 



                                                                    13 

performance that is more tangible rather than physical,37 and requires the use of 
competence, expertise and training of the population to the fullest utilization of 
machines. As opposed to investment in physical assets, an investment in human capital, 
is an opportunity towards an improvement in quality of labor force. Coates argues that 
human capital is applies more directly in ‘the changing world of work in the 
information age.’38 Furthermore unless the required level of human capital is existent39 
the requirements for ‘absorptive capability’ in the host country will not reach the 
desirable effect.  

2.6 The theory of comparative advantage. 

        One of the most important questions asked by political economist regarding    
international trade is why do countries trade? What kind of advantages can any given 
country extract given the international imbalance of power and disparity of  resources, 
in a way that it would result in, as liberals claim, to a win-win situation? Neoclassical 
theory argues that countries enjoy, regardless of size different kinds of recourse 
endowments. Namely countries “exhibit different levels of competence in various 
industries they engage.”40 An example used by George DeMartino, a nation that is 
highly endowed with fertile soil is likely to be more efficient in agricultural production 
– thus the country will have a comparative advantage in producing agriculture.41 
Generally when a country can produce something using fewer recourses – it has an 
absolute advantage; if a country can produce goods at a lower opportunity cost it has a 
comparative advantage of the same. When there is a reference to a country that posses a 
large supply of skilled labor, it has comparative advantage in manufacturing.42 The 
assumption is that a country cannot be good at all kinds of production – it’s therefore 
not convincing that the main imperative for trade is  absolute advantage, but rather what 
forces nations to trade is the comparative advantage motive primarily, (as there are 
differences in opportunity costs each country is able to utilize and given these 
differences the country should and is able to chose to produce what it does best). 
Accordingly, when countries specialize in producing what it can do “most efficient” in 
relative terms at the same time as it trades with other nations in order to get access to the 
products to which its production facilities are less suited, the country will be able to 
improve its trading position and wealth. 

Suffice it to say, growth is not the same as development. Growth is measured in terms 
of an increase in GDP and is a quantitative measure. Development is a qualitative 
measure which measures an improvement in the quality of life. One does not necessarily  
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entail the other and economic growth takes place without development. However the 
imperial evidence suggests that countries with higher GDP per capita have also 
relatively higher levels of development. The term ‘developed’ is applied to a country 
with high income earners per capita as opposed to ‘less developed’ country which has 
low per capita incomes.43 
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3. Background 

This section will introduce the legacy of import-substitution industrialization 

adopted by Mexico in the 1930s and 1940s.    

Mexican wars of independence (1910-21) left the consequences of political 
instability, economic stagnation and foreign invasions.44 The available capital was a 
subject of conflict, leaving few wealthy Mexicans to convert their assets in the 
tangible and usually unproductive property. In the 1930 country experienced a boost 
in the agricultural production and urban employment, leading government to tax 
incentives to foster domestic production. The rapid economic growth in the 1930s 
offered a stimulus to sustain control over foreign enterprises. In the following 
decades this approach went further to nationalize the railroads and the foreign oil 
companies. This approach known today as Import substitution industrialization 
policy had linkages to the dependency theory which has both political 
implementation and theoretical rationale. This strategy favors the protective barriers 
to trade such as quotas and tariffs, inherently substituting foreign  products with 
domestically made in order to regulate the quantity of imports which might displace 
the local products. This approach is not favored by advocates of free trade for it 
carries “an element of irrationality and emotion into the decision-making process,”45 
and not grounded in the classical economic reasoning. By setting artificially high 
prices on the amounts of imports, becomes possible to regulate the demand for 
foreign products. In the 1960s – the period most known for import substitution 
policies, the most strategic sectors, the sectors with comparative advantage such as 
petrochemicals and mining were subsidized by the new industrial policy.46 
Embodied in the Mexiconization policy which is the formal document specifying 
government protection preferences to domestic industries as well as the control over 
land, national resources, and the sectors that were considered to be strategically 
vital. Therefore it can be said that ISI is not only rooted in the trade theory, it is 
influenced by the thinking to contain any forms of dependency relations especially 
in the context of the wider control of US corporations, foreign direct investments 
etc. 

 Self-sufficient and independent growth strategies enabled Mexico to build up 
manufacturing of the most dynamic sectors and to attract foreign investments to 
those sectors which were least developed, requiring replenishing. 47It should be 
noted as Werner Baer points out that though (ISI) is considered to be economically 
irrational method. The  political argument of it was a way for  least-developed 
countries economically break free from the economic dependency relations and  
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hence from worlds division of labor that placed Latin America along the lines of 
primary export of raw materials. The assumption of free trade advocates that the 
southern states had a comparative advantage in specialization of commodities such 
as raw materials, agriculture and textiles, whilst importing the necessary 
manufacturing and sophisticated goods from Europe and the US for due to their 
industries were less suited.  Recalling the assumption comparative advantage theory 
this is the right developmental path. Whilst the ISI is a direct reverse of export-
orientation, it was adopted by every developed country in the early stages of 
capitalist development. The period of import-substitution underwent by Europe and 
the United States was during the second part of the nineteen century.  The status quo 
developed economies have gained the necessary means to maintain its own self -
sufficiency.48  

The theoretical logic of ISI and political implementation. Brought into realization 
to protect domestic ‘infant’ industries in order to attain economies of scale. This 
policy prepares domestic firms for the international competition.49 This is not either 
the ultimate goal of national economies or motives to preserve the protection but 
only to guarantee the necessary size that determines firms ability to compete. 

By 1970s the general attitude within Mexican state was that the preferable results 
of greater industrialization, export diversification, access to technological ‘know- 
how’ are not going to materialize the developmental needs unless methods of greater 
market control and the monopolistic involvement of the government  were lessened.  
This situation has nursed at the time of major oil shock (1973) that severely 
increased inflation rates and disturbed balance of payments.50 This has transformed 
Mexican net oil importer status into net oil exporter status. It has also led to the 
participation of foreign capital in economy in which TNCs has managed to gain 
access into, despite of highly protectionist barriers. With the invitation of TNCs 
subsidiaries some industries were fueled with more momentum into the strategic 
sectors that were previously subsidized. Oil crisis was a contributive factor that 
encouraged more imports as a result of the constrained demand for oil, there was a 
general tendency accompanied with weakening demand for cash crops, agriculture, 
textiles, clothing etc, sectors which resulted in the loss Mexican export markets. The 
problems of balance of payments became an issue as after corporations drained the 
scarce foreign exchange with profit repatriation and the credibility of import 
substitution as a developmental model was questioned.51 Profit repatriation left some 
adverse consequences since profits were not ploughed back into the industries, 
straining the developmental needs.   

During the Debt Crisis of the 1980s multinational corporations were proving to 
be worthy of legitimacy. As the crisis stroke Mexican government was unable to 
service the debt, absorbed the consequences of country’s economic performance.  
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IMF offered the well-known ‘seal of approval’ to private actors as well as the 
freedom  to supply new loans ensuring that the resources needed to repay the debt 
was handled with the pooled through the activities such as Foreign Direct 
Investment  (FDI).52 This strategy while flawed and criticized estimates that IMF 
programs had managed to improve the current account in the balance of payments 
which dealt with countries trading net inflows and outflows   and it has managed to 
cripple the inflation.  The down side of these programs was that while liberalization 
had improved Mexican international competitiveness it did little to amend the levels 
of growth.53 For instance the 1990s most known decade for the boost of Mexican 
agricultural production, is also a period well known for its shrinking growth rates, 
below the 1970s.54  Rapid decline in GDP was profound throughout the entire Latin 
America, accompanied by low international prices for agricultural exports, raw 
materials and oil. Primary export producers were compelled to increase their export 
volumes which did not reciprocally generate more revenues, so the net result was 
that incomes stayed at the same levels while the cultivation of agriculture and 
volumes have risen dramatically in the relation to the same quantity of imports. 

The mid-1990s is a period with the features of the most “coercive” expansion of 
foreign affiliates throughout the whole Latin America. Having gained stakes in the 
regional facilities earlier on, operational activities sought to convert its influence on 
an export platform.55  Previously foreign enterprises accounted for 49 per cent of 
Mexican capital ownership; from which automotive parts comprised 40 per cent of 
the total share and petrochemical industry 34 per cent.56The transfer of technological 
and managerial ‘know-how’ opened up channels to promote Mexican auto exports 
developed within the labor- intensive sectors for which corporations had 100 per 
cent foreign capital majority. Transnational firms have also managed to establish the 
manufacturing plants in the assembly chain abroad where parent firms could buy 
products manufactured by their own subsidiaries at lower prices.57 Benneth and 
Sharpe  argue that comparative advantage theory would focus supply-side 
economics which values competition in price and quality, the intra-firm trade is the 
deviation from this approach because it concentrates on the factors that determine 
the willingness of parent firms to buy manufacturing products from their own 
subsidiaries. This logic is about the principle that is demand-driven.58 
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         4. Empirical findings 

           4.1 North American Free Trade Agreement (NAFTA) 

The North American Free Trade Agreement originated on January 1994 involved  
three countries of North American continent; Canada, the United States and Mexico. 
Previous agreement between Canada and the USA (CUSFTA) has reached the 
turning point when the two countries signaled welcoming to Mexico. Mexico was 
interested primarily in bilateral trade relations with the USA, and the negotiations 
ended with the trilateral agreement. NAFTA, formed in the wake of 1989 Canada-
US Free Trade Agreement (FTA),59structured accordingly to the World Trade 
Organization (WTO), came at a forefront in negotiations in the Uruguay round and 
included the free trade participants from General Agreement on tariffs and trade 
GATT.60 Furthermore NAFTA: s alliance has come into force notwithstanding the 
adverse consequences Mexican peso crisis of 1994-95.   

Economic market of NAFTA comprises 410 million inhabitants. The Gross 
Domestic Product (GDP) constitutes over US$11 trillion.61 Unlike European Union, 
NAFTA is not a custom union in which member states adjust their external tariffs 
and trade policies reciprocal to agreement. It is single market with trade-creative and 
trade-divertive features. Trade-creative features are perhaps the most prominent in 
textile and cotton production, the agreement is said to be fostering and first among 
others to include agriculture.62 NAFTA has stimulated a better USA access to 
Mexican cotton textile and simultaneously the exports to the United States have 
increased. NAFTA regulations implemented TRQs (tariff free quotas), elimination 
of nontariff trade barriers, quality producers, embracing sanity and phytosanitary 
rules. 

NAFTA is not a supranational projects that would distinguish itself from purely 
economic engagements. The state governments have agreed to maintain their 
political independence in spite of  strong economic ties.63 The implementation of 
deregulatory rules has not been frictionless and smooth as it might appear at a first 
glance. Wojcik-Betancourt reports that investment flows across border have not 
been accompanied with equal treatment of the host economy’s citizens comparable 
to the standard of its own. This is the problem that continues to dominate the trade 
agenda.  Though clearly NAFTA  should be considered as counterweight to EU in 
economic terms the trade relations between its key members are now seem rather  
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asymmetric and therefore unbalanced owing to  the fact that countries enjoy 
different levels of economic development.    

NAFTA has implied a major turning point for the performance of Mexican 
economy. At best  Mexico has managed to transit from protectionist economy to the 
liberal and outward-oriented one. The policies, as a result, were changed from an 
import-substitution strategy of development to the export-oriented strategy 
stimulated by the process of reforms. Accordingly the US position has benefited in a 
several ways from free-trade flows. Firstly, the realization of what a long time has 
been the prime objective of its policy, an access to Mexican productive facilities, 
stimulating better use of resources with investment flows as well as the control of 
these resources. Canadian position in the agreement has received scarce  attention.  
Canada has volatile economic interest in Mexico; it is comfortable to refer to 
Canada while speaking of the US on more equal grounds. It appears that the main 
imperative for the countries joining is an interest in catching up as the regulations 
become implemented, ensuring the benefits of free trade. 

Political context of the agreement is dominated by the United States of America. 
The U.S.A economic output is undoubtedly the largest of all three members and 
many times richer in terms of per capita output with the main features of far 
extensive deregulation, surpassing what random industrialized nations have been 
exposed to. This leads Canada as a member of OECD, to take the second place 
although only in relative terms. Canada has pursued divergent economic policies 
towards more influence of the state and wider range of social programs with 
protectionist elements in trade – mixed economics.64 Most notable is the position of 
Mexico in the trade agreement.  Among the middle group of income earners, 
Mexico’s per capita real income account for roughly one-quarter of the USA.65 As a 
consequence the income inequality is many times larger.  Impact of which is twice 
as severe as in the US and Canada respectively.66 It has also been argued that in the 
context of wider privatization these inequalities have been exacerbated making the 
countries differences more absolute. Therefore the interactions between the richest 
member of agreement the United States and poorest (Mexico) in the post-NAFTA 
effect could also characterize  asymmetrical interdependence. USA as a promoter of 
globalization the primarily interested in the preservation of the status quo while  
Mexican interests would be  in freeing itself from the status quo in order to achieve 
desirable levels of economic development. 
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 4.2 Structure of the NAFTA’s trade 

The geographical middle position of the US is also the economic middle position 
of the continent in terms of trade flows. The US bilateral trade with Mexico and 
Canada are larger then what the two countries are trading with each other.  It 
outweighs Mexican-Canadian combined intra- NAFTA trade.67 For Mexico and 
Canada the intra-trade account for 50-60 per cent of National GDP combined; for 
America the two nations are the largest trading partners.68 However, the trade flows 
account for only 6 per cent of American GDP. This marginal figure indicates only a 
minor impact on the US economy.  

During the 1980s up until 2000 Canada’s trade increased from 30 per cent to 60 
per cent.   US-Canada prior free trade agreement (FTA) has been a contributive 
factor in the early NAFTAs successes.  On the other hand Mexico received strings 
attached to its economy as a result of its membership in carrying out the most 
dramatic liberalization of state enterprises, reduction of government spending and 
taxation that impacted its economy much more significantly then what the reforms 
meant for Canada or the USA.  Mexican trade has expanded  from 1990s up until 
2000 by a factor of two; from 25 per cent to 50 per cent of GDP.  

Considering  the merchandise trade there has been significant bilateral imbalances 
between the members and the flows tended to be one way, usually directed to the 
United States. The USA conducts the largest trade deficit69 with both countries. In 
2000 trade deficit constituted $55 billion  with Canada and  27,5 billion dollars with 
Mexico.70 The Canadian and Mexican exports to the US outweigh significantly the 
US trade.  Mexico runs the large export surplus towards the United States which is 
not reflected in the strength of Mexican economy because of the relative fragility of 
its purchasing power. During the second half of the 1990s, the Mexican industry of 
“maquiladora” where corporations had 100 per cent of market access faced 
essential number of lay-offs stemming from the lack of demand for labor. In the 
2001 unemployment in this sector was exacerbated by the fall in the US demand for 
Mexican exports.71 Mexican ‘maguila’ program approved the participation of 
foreign capital that in the export-processing zones offered to firms tax-free 
operations. This program was very profitable in the trade agreement as the free flow 
of capital, raw materials and wages gained a clearer shape.  Far-reaching 
liberalization provided the contractual basis for US corporations to export 
components of product for assembly and import higher value added for the final  
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procession, the tax for which was charged only with respect to the additional value, 
and not to the final product.72  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                                       22 

                                                
72

 Mortimore 2000:1617 



         4.3 Previous findings 

        The FDI and implication of competition. 

This section will introduce the international competitive pressures that 

multinational corporations are urged to respond. This additional elaboration shall 

fill any potential misinterpretation and add more relevance to the topic researched. 

Interdependence, as a prime imperative of globalization, manifests through the 
cross border activities such as the provision of FDI which are also at the root of the 
activities of transnational corporations. According to the World Investment Report, 
FDI is a growing phenomena characterizing the last decades of the twenty’s century.  
In 2002 an inward stock in developing accounted for 17,1 per cent of GDP , in the 
previous decades (1980s) and (1990s)  the figures of FDI inflows were at 4,8 and 8,1 
levels.  Factors that affect the location of FDI are the liberalized economic climate 
which is along the portfolio investments is explained by the theory of capital 
movement.73Investors, corporate groups react to the following changes: 

1) Increased competitive intensity 
2) Cost-cutting requirements which prompts the search for new markets in 

            response to similar moves by rivals. 

3) Tax pressure74 

With regard to the cost-cutting pressure, if the inflows are implemented in 
conjunction with export-oriented policies the FDI is driven by differentials in the 
factor prices.75 That is differentials in any of the factors of production for the 
purpose of increased efficiency: land, labor or capital. If capital as a factor of 
production of a fixed nature, then the only input factor that differentiates countries is 
the diversity in laborers wages that determine the production costs. The more 
important nuance in foreign investment is response to moves by the rivals. If the 
competitive environment is intensified, then the driving factor for TNCs in setting 
up production elsewhere, exhibits the bandwagon effect. It explains that efficiency 
of production is not interesting per se, but rather as an integral part of competition. It 
is understood as ‘a strategic response to oligopolistic rivalry,76 since there are few 
and large firms that dominate the market.  Oligopolies have advantage in scale 
economies and competition  manifests in the search after  maximization of utility. It 
is not based on the principle of ‘free market’ because firms are interested in limiting 
potential competition. Clearly when one firm makes a move in its attempts to reduce 
input costs, it will generate an equal and opposite response from its competitors out 
of the fear that consequential loss of markets will ensure while  others extract a 
competitive advantage  in controlling  prices,  drawing to itself an increased  
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consumer demand. In order to prevent potential ‘stolen shares’ firms are compelled 
to respond strategically.  

The differences in countries tax levels attracts FDI. Not only do multinational 
corporations in its mobility are competing for lower tax pressure but so do the 
nation-states. States are competitors in the international system which abide by the 
rules of competition  and interested in  attracting foreign investments that generates 
higher employment opportunities  at home, “when a company opens up factory and 
hires workers, employment is generated”77 in the host countries. In the wake of 
intensified competition TNCs demand lower employer taxes, rent costs etc, 
reduction of union bargaining power, sound infrastructure, installation of the rule of 
law, open economy and stable currency.78 Unless nation-states do not want to risk 
the withdrawal of foreign investments will have to comply with the condition of the 
competition. These condition as the theory of international mobility suggests would 
be   an outward FDI is only undertaken  when a country has fulfilled a minimum 
criteria of  requirements and thus has achieved the necessary standards. This is to 
say that any country clearly cannot be a recipient of FDI.79As much as firms have a 
wish to lower the production costs they also have a freedom to re-allocate their 
production when there is a pressure be driven out of the market, making TNCs to be 
defined as ‘autonomous hierarchies’ with the political veto right in the face of the 
threat of capital flight. The argument for employment is controversial. The actual 
choice of the country to which MNCs decides to direct FDI is not based on the 
concept of nationality and it includes the risks of unemployment of the home 
country or the host country.  

 4.4 Race-to-the-bottom 

 Theoretically governments response to globalization stands in- between 
prioritizing towards costs-cutting (efficiency) or protecting people’s welfare.80 If the 
former is prioritized it will have anti-developmental consequences, however only in 
the short run. If these considerations are taken into account then it would lead to the 
assumption that HDI values are worsening and irreversible since international firms 
are compelled to compete. As social programs are financed by corporate income 
taxes –“increased labor costs that can generate higher prices of goods and services, 
will drive out less efficient producers out of the international market.”81 Any 
government, especially developing in these circumstances, with the only means to 
extract the benefits from funds will have no other option but to give in, leading to 
the manifestation of  downward spiral of diminishing the state protection, and less 
recourses into the disposition of  state security,  unemployment protection as 
governments tax revenues shrinks. Cost-cutting is also increasingly painful since it  
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leaves weaker groups, groups that are unable to battle their way through the 
economic hardships. Social programs needs to be financed however which gives 
government no other option but to incur debts and increase borrowing which 
eventually drives up the interest rate. An increase in the interest rate causes a 
withdrawal of investments for investors seek costs differentials among sectors that 
yield highest rate of returns.82 

International investors are disinclined in response to the general risk averse 
behavior, i.e. do not dare to invest in economies which ‘spend beyond their means.’ 
In this case the conditions of capital will place an essential constrains on welfare 

spending and social outlays
83

 which shall drop to the minimum levels, the general 
tendency  as has been argued is leading to the ‘race to the bottom.’  In sum freedom 
to localize the production implies risks of being potentially unemployed, the 
constrains on welfare spending diminish social protection. In either case, the loss of 
protection ensures. 
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 5. Empirical analysis 

      WTO defines the activity of MNCs in setting up production outside of the home      
country as Foreign Direct Investment.  FDI therefore occurs “when an investor based in 
one country acquires an asset in another country (the host country) with the intent to 

manage that asset.” “The investor is typically the ‘parent firm’ and the asset as the 
‘affiliate’ or ‘subsidiary.’”84 

     The TNCs assembly and component companies have been predominating in the   
automobile production in the developing countries – Ford, General Motors G.M.   
Fabricas Auto Mex and Chrysler begun to look for the methods of improving the 
competitiveness of developing countries exports.85 The search after new corporate   
strategies are what Mortimore argues has become the motivation behind the stupendous 
inflows of FDI in the Mexican automobile industry. The big three  US TNCs (General 
Motors, Ford and Chrysler) have pursued better competitive environment in the North 
America to be able to compete  vis-à-vis Japanese transplants. This led in 1990-1996 
these conglomerates to invest more than $ 5, 5 billion dollars in the emerging plants in 
Mexico.86   These moves were facilitated by the ‘new corporate alliances’ originated in 
the 1980s. The idea was to encourage flexibility of labor as a new search to improve 
efficiency and firm’s survival on the international market. Kevin J. Middlebrook argues 
that the flexible production became the main element in labor-employer negotiations in 
the automobile industry.87  With the features of the flexible production the concern for 
efficiency was developed from the ideas of Fordist-Taylorist model of workplace. This 
model organizes unskilled labor to perform repetitive, fragmented and hierarchically 
structured tasks associated with the assembly line. With regard to Mexican automotive 
sector, transnational firms added flexible conditions more prominence. The foremost 
attention begun to take the form of out-sourcing. Kanter and Quinn argue that “in 
outsourcing, firms’ orientations toward internal action gives way to generate 
dependence on external service providers.88 Furthermore “outsourcing (..) epitomizes a 
more open and networked form of organizing for resources.”89  In the early 1980s 
outsourcing was gradually integrated into the export-oriented manufacturing facilities of 
the country. Once instituted, foreign facilities set in motion the full exploitation of 
countries wage base on the export platform. Most of the researchers suggest that 
automobile industry has succeeded in attaining greater production flexibility, efficiency, 
the bottom-side mechanism however was that production started to get increasingly  
atomized. A contributing factor of wider search of flexibility is the wage differentials  
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between the US and Mexico, which determines the location of  TNCs to begin with as 
well as it underscores the prime competitive edge in the Mexican auto manufacturing.  

                                                                                                                                              
In assessing the impact of investment flows on trade, the coefficient of the inflows is the 
independent factor and the trade practice is the dependent variable. It is more important  
to say that  the actual FDI flows with respect trade can also be bidirectional.   The level 
of Mexico’s economic development will be assessed with reference to NAFTA during 
the second part of the 1990s and beginning of the 2000s when post-NAFTA  
deregulations had the highest effect.  

Most of the sources  that have been used with regard to FDI outward position between 
1994-2003 point to the large increase in the inflow of FDI in Mexico responded parallel 
to the process of lowering entry barriers into the national economy.90 The transnational 
firms have utilized their ability in comparative knowledge skills (human capital) and 
comparable ‘spill over’ to promote international trade have been possible through the 
NAFTA.91  The empirical information with regard to direct investment inflows point to 
the general upward trend. Mexico’s recipient position of FDI in 1994, the year of the 
formation of NAFTA, was worth 33197.7 US dollars; it was slightly higher in the 
following years and by the year 1998 the figure has roughly doubled, namely to 63610, 
5 US dollars. In 2003 Mexico recipient inflow of FDI not only increased in double 
terms compared to the base year 2004, but have risen by a factor of three – 172834, 5 
US dollars.92 This is judging by the figures not only gradual and steady pattern of 
foreign investments inflows but also a dramatic rise in its scale and quantity.  

The ‘maquila’ program used within Mexican auto industry for assembly of auto parts 
was put in place in order to facilitate the reduction in costs of production. Some 
commentators discuss these effects as the direct result of the utilization of comparative 
advantage in the labor-intensive sectors.  NAFTA’s intra-trade is stated, to have induced 
firm’s buying and selling capabilities into processing manufactured products at lower 
price. Mexican government adjusted their policies towards greater deregulation and 
privatization which started to attract”(..) the establishment of new corporate strategies of 
US auto parts in Mexico”93 Some of the studies on the effect of privatization on public 
policy outcomes discuss the relationship between governments industrial policies and 
the strategic choices of the firms. Murtha and Lenway point out that “public and private 
choices interact to influence whether and where multinational corporations invest in 
firm-specific assets that preempt competitors.”94 This claim neatly reflects the motives 
of new corporate strategies to establish in Mexico. 
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According to World Investment the extent of FDI inflows have a strong linkage with the 
export of auto parts in the assembly chain. The reason for this amongst others is that the 
main competitive element industry underscores the features of just-in-time delivery and 
low transport costs embodied in the structure of the car industry.95 From this follows 
that flexibility, speed, efficiency and optimization of the workplace are main 
competitive elements. There are also some speculative sentiments that just-in-time 
logistics might gradually displace the importance of wage levels as a factor corporations 
are most drawn too. The idea that quickness and speed in the component transfer is 
essential for FDI inward stocks defines the structure of car industry. 

The exports of automotive products 1996-1999 Mexico’s performance. 

         Exports of automotive products of selected economies, 1990-99. 

Mexico  1990    1996    1997    1998         1999        1990       1999 

              4707    18770  19934   21772     25251       11,6        18,5  

(million dollars and percentage)96  

             
 

The above diagram illustrates the gradual increase in the export of automotive 
components. The year 1990, the pre-NAFTA period is outside the box. Nevertheless 
if to include 1990 the general picture will not be confusing and entire pattern 
converge. A rise in 18770 million dollars in 1996 and 25251 in 1999 is quite 
substantial as well as its constituent rise in the inflow of FDI. The upright position of 
FDI and subsequent rise in auto-exports suggests could be described as the forward 

linkage mechanisms as foreign firms transmit technical assistance to domestic/local 
producers.97 On the other hand the NAFTA-effect might be irrelevant because an 
increase in exports of automotive production between 1990 and 1996 might have 
lead to this effect independent of the agreement. 
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The statistics retrieved from OECD source have some macro trade indicators  and 
economic activity. Exports performance in goods and services includes total output and 
trade balance trends, giving the information about the strength of the economy. 

Mexico OECD Macro Trade indicators 

Export performance Trade balance                                        .                        
(goods and services)   (In goods and services)                                                                                                                              

     1994       1,2              15188 

1995            1,10 14299 

1996            1,04        4212         

1997      1,04        -571          

1998      1,04      -2929 

     1999      1,04          -11594 

     2000      0,96     -14939 

2001 0,99     -15193 

2002 0,99     -11778 

2003 1,03     -17918 

Source: OECD STAT Trade Indicators, 22-01-2007   

 

The direction of the trend is negative in both instances. Mexican export 
performance is generally downward sloping albeit fluctuating. The same is true with 
respect to the growing trade imbalance. A decrease in export performance could be 
viewed both as contributive effect to the general trend towards the greater trade 
imbalance; it could also be viewed as a sign of weakening of the economy. In either 
case, Mexico’s trade balance was positive during the year of NAFTA’s formation; in 
2003 constituted the value of - 17918 billion dollars. Since trade balance figure is 
derived from exports minus imports, it is therefore follows that the rate of import 
penetration outweighs considerably the exported amount. The Mexican-NAFTA 
interaction the reason for a negative value in the trade balance.  

The overall effect is negative. It places  also significant constrains on the growth 
in the GDP per capita. To promote mutual benefits the utilization of comparative 
advantage the emphasis should be placed on the export market. If it only includes 
the manufacturing auto components as a single industry, then the overall effect of 
this utilization is limited.  As one might assume, argued by some commentators, that  
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the conditions to attain higher growth are benign owing to the fact that Mexican 
government pursued the export-led development as its developmental strategy.98  

 

        5.1 Textiles and primary products 

Apart from the automotive industry, an essential trade component included in the 
post-NAFTA economic transition is the exports of textiles. This is presumably   the 
most basic component of the procession of raw material in fulfillment of essential 
human needs then manufactured products in the auto industry. More importantly 
Kays points out that “textile or apparel manufactures can serve domestic or export 
markets or both,”99 as these industries are complementary for external and internal 
demand and playing the significant roles in initial stages of county’s economic 
development. The wage level is advantageous for developing countries to exploit 
their labor-intensive potential in trade. The legacy of Latin American orientation the 
proportion of primary products and semi-manufactures comprised 89 per cent of the 
total value of exports, the largest component of which was in Mexico.  With the 
utilization of this advantage, theoretically, deepening of integration within North 
American market expects relative decline in the market prices that would lead to the 
substitution of labor by capital,100 making the labor more expensive in the relation to 
capital, as factors tend to become equalized.  Empirically during the post-NAFTA 
years labor relation to capital did not change. However the share of textile total trade 
between US and Mexican has increased in significant amounts. NAFTA has reduced 
the tariffs on cotton from 10 per cent in 1994 to 5 per cent in 1999. Mexico’s share 
of US cotton increased from 8 per cent in 1995 to 13 per cent in 2002.101 

With regard to the structure of agricultural sector through the 1990s, there has 
been a slight transformative shift. Unlike the previous decades, agricultural sectors 
were growing at a much quicker phase as a percentage of GDP. Trade were directed 
towards internal development of inner markets and linked to modern agribusiness.102 
The boosted  agricultural sector was not left without the participation of TNCs 
either.   

 Traditional exports such as textiles, agriculture, and primary products have 
witnessed decline in profitability because of the fluctuating international prices and 
vulnerability associated with high demand elasticity for raw materials. These sectors 
happen to be heavily reliant on export-demand.  Stallings and Peres reviews that  
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some of the countries were relatively better  prepared to handle international 
pressures then  others. Mexico was less than in serviceable position as a primary 
producer. Country relied extensively for external demand as a source of its revenue 
incomes (1990s) and consequently tended to compensate for low international prices 
by increasing the quantity of export volumes,103 which has a tendency of making the 
existent trade imbalance even larger. Although the countries with primary 
producers’ characteristics struggled to sustain its international competitiveness, 
switching the profile of production towards more of high-quality agriculture, these 
effects came into play only marginally. 

The developments and trends in Mexican exports of textile have been analyzed 
from WTO and OECD sources. The statistics (WTO) in trade by sector retrieved 
from International Trade Statistics (2000), (2002), (2003), shows that within the 
range report the share in the world’s exports/imports, total trade is on the upward 
move104. Mexico’s export of textiles in 1990 was 0,7; 1,7 million dollars in 2000; 
1,5 million dollars in 2002. For the same flow of years the constituent imports, were 
0,9; 3,8; 4,0.105While the rate of change is mixed, the impact between 1995 and 
2000 is the largest respectively. Clearly the 1,5 and 4,0 per cent of imports and 
exports were higher than any previous individual years affected by this sector. On 
the other hand the relation between imports and exports during the 1995-2000 is 
disproportionally in favor of imports. As the percentage change, the value of imports 
are considerably higher than exports, almost doubly. This would be the conclusion 
from this report WTO report.  

When using OECD source to get more balanced overview there is a missing 
linkage between exports and imports. There is only information available with 
respect to the trade balance. Micro-trade indicator (textiles fibers (except wool tops 
and their wastes)) in 1994 have been -36229290; in the 1995 and 1996 risen but still 
negative.  The only year Mexico had trade surplus in textiles was 1996. The trade 
flows in this case are leaning towards the greater imbalance throughout the 1997, 
1998, 1999, and 2000 at unstoppable but  progressing rate (one deviation is that in 
1999 the trade imbalance was twice as low as in the 1998).  

Using these two sources in conjunction with other does yield a complementary 
match and some general patterns and results are generated. In the first instance an 
increase in the textile trade. On the other the progression despite improvement is on 
the downward trend and imports have gained precedence over exports. This 
evidence seems to match the loss of competitive positioning of Mexican commodity 
production, and relative decline in the international prices 
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  MEXICO: NAFTA-RELATED PERFORMANCE INDICATORS 

                                                                 

                                                                            (Per Cent) 

                                                                             1990     1994     2001       2005/06                        

Manufactured exports as a share of world     0, 5   1, 4    2, 7     2, 1                        
manufactured exports 

Manufactured value added as a share       1,1    1,4    2, 0    1, 7                        
of world manufacturing value added 

Manufactured exports to NAFTA as a share of GDP  5, 2      11, 8       22, 6       22, 9 

Inward FDI stock as a percentage of GDP                 4, 0      10, 6       20, 8         20, 5 

GDP per  capita as a percentage of     26,9  27,1    26,1   24,4                        
United States GDP per capita (PPP) 

     Ratio of gross fixed capital formation to GDP          17, 9      19, 4      20, 0         19, 3 

      Inflation                                                                     29,9       7,1          4,4             4,1 

Mexican nominal wage as a percentage of United States  ...  17,5      16,9            17,3    

      nominal wages (in manufactures) 

 

Source: UNCTAD secretariat calculations, based on UNCTAD Handbook of Statistics database; 

UN COMTRADE; World Bank, World Development Indicators database; UNCTAD, WIR database; 

and Instituto Nacional de Estadistica, Geografia e Informatia (INEGI) database.
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Mexico’s NAFTA-related performance observed from the above statistical trade 
and development report (2007). It is divided into several main macro categories of 
variables: manufactured exports, manufactured Mexican exports to NAFTA as a 
share of GDP; the inward FDI stock as percentage of GDP etc. All the variables 
offer some serviceable insight into the trend of macroeconomic activity. With regard 
to the Mexican manufactured exports to NAFTA as a share of GDP there is an 
absolute upward trend to observe. In the 1990s the figure constituted 5, 2 per cent, in 
1994 is 11, 8 per cent, in 2001 is 26, 1 and 2005/06   22, 9 per cent. Between the 
periods 1994-2001 Mexican manufactured exports to NAFTA have doubled from 
11, 8 to 22,6.  

The inward FDI stock as a percentage of GDP has also increased in relative terms 
comparably to the volume of exports and between 1994-2001 the inflows have risen 
by a factor of two. Therefore regarding this information it can be deducted that the 
parallel activities of FDI and the export of manufactured products to NAFTA from 
Mexico are numerically interlinked, albeit the results do not suggest how the FDI as 
a transmission mechanism is affecting trade flows, which would the export volume. 
For example looking at the manufacturing value added as a share of GDP Mexico’s 
positioning  the decade of 1990s was declining. In the year 1990 the value added 
share of GDP was higher than in the proceeding individual years, including the 
(1994) NAFTA’s formation. The percentage in 1990…2005/06 were 20, 6...17, 5 
respectively. Relative increase in manufacturing value added in 2001 is a deviation 
from the general trend but since there has not been numerical rise in the value added 
share, the conclusion is that value-added manufacturers are affected negatively by an 
increase in inward stock of FDI and positively with manufactured exports to 
NAFTA. 

The post NAFTA development issued the relative trade-openness (Exports + 
Imports/GDP) that is the main component of globalization.107GDP figures are 
measured with reference to the above graph in purchasing power parity (PPPs). 
Brown and Hunter states PPPs allow “more accurate rendering of trade relative the 
size of trade and to the size of economy.”108 The third column from below observes 
Mexico’s GDP per capita trends as a percentage of US GDP per capita measured in 
PPPs. Between 1994-2006 there is a slight decline. Mexican GDP per capita 1994-
2001 have decreased by roughly one per cent. In 2001-2006 the decrease is two 
percentage points. This does not directly speak for the large decrease in GDP per 
capita as there is only a minor shift but there seem to be a general downward trend. 

  In sum, the empirical findings explore a positive relation with the inflow of FDI 
and exports of components of car industry.  The comparable is not matched by trade 
in goods and services within aggregate sectors during the same period. 54 per cent  
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of manufacturing products for exports are said to extracted from the ‘maguila’ 
industry,109 There is no evidence to believe that FDI inflows utilizes Mexican 
advantage as would be predicted by export-oriented industrialization aiming at the 
export market more generally because imports continue to  constitute greater share 
of total trade. This is not to say that export position is not improving but exclusively 
at a slower phase. Therefore FDI inflows have generally consistency with the import 
rate rather than with the export performance.  
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      5.2 Are development and growth compatible when the terms-of-trade                     
deteriorate?                                                                                                                           

      Imperial data researched in the previous section indicate an expansion in the activity 
of FDI of the Mexican economy during the periods 1994-2003. The rate of inflows are 
higher as a percentage of GDP before the NAFTA’s agreement was enforced.  The 
statistics have shown a comparable boost in the trade of the auto components as well. 
This observation is in line with the proposition that MNC intra-firm trade constitute the 
largest component of world trade and “FDI (are expected to) improve host country 
access to foreign markets.”110  Trade in manufacturing products has contributed 
significantly to internal NAFTA’s integration of Mexico in the international markets but 
also made economic power-relations among US and Mexico more destabilizing and 
increasingly in favor of US economic interests. WTO reports that two-way trade 
between Mexico and USA followed by 10 years liberalization were conducted at a 
higher rate relative the pre-NAFTA period that is more asymmetric.  Better utilization 
of comparative advantage was evident with regard to foods, cash crops and gains in land 
productivity and improvements in productivity. The process was reversed following the 
aftermath in the 1994-95 Mexico’s financial crisis which made it almost impossible to 
carry out the reforms in a manner that would balance and equalize the trade flows. 
Financial crisis strained the availability of credit to Mexican farmers, and the loss of 
export competitiveness has had undue effects. The immediate reaction would be to 
perceive  liberalization making things more uncertain for Mexico and  greater freedom 
to foreign affiliates  only exacerbate the differences between the trading partners.  

     The nature of the trade has been changed as the supply chain for assembly and the 
export become reduced into intra-company transfers. This is the main  effect of 
diminishing the share of the total trade both in terms of value added components that 
reflects the competitive situation of primary products. Akhter and Tuman argue that 
whilst firms establish labor intensive assembly to their foreign subsidiaries to buy the 
final product for the re-export to the parent,111the total share of trade was diminished for 
individual countries since the procession procedures are controlled by corporations. If 
the only advantage that Mexico utilized was to take part in one element of production, 
the first stage, then the total share of the end product turns out to be quite minimal. 

     On the macro level Mexico’s international standing in trade have been far less 
impressive. Terms of trade have deteriorated extensively. There are considerably high 
levels of imports penetration and slower growth in exports – which would otherwise be 
the reinforcing element in growth enhancing factor. This is not the same as to say that 
exports have not risen at all but only in relation to imports.  When these mechanisms are 
operational as a result of diminished government support to the social sector (in the 
context of the ‘race to the bottom’), trade barriers are reduced to minimum levels, 
subsidies are removed encouraging more imported FDI  and domestic production is not 
been nurtured – there is a cost.  Neo-liberal economic programs function so as to   
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outpace the local investments project with more efficient foreign affiliates’ that often 
convince governments that there are fixed advantages in technological ‘know how,’ 
available for exploitation that is more beneficial. 

     Some commentators argue that countries that have a negative impact in the host-
country trade balance are resulted from the investments that are pure market-seeking.112 
Market-seeking investments are said to designed to facilitate market penetration and 
activities of affiliates that are less likely to be engaged in the promotion of exports as 
these firms want to benefit from the recourses and labor costs considering the host-
country economy as an important strategic element  of company’s market share.  With 
the market-seeking FDI as Graham and Krugman argues that   “there is a tendency to 
export somewhat less and import significantly more than US firms – indeed over two 
and a greater times as much,”113which is to say the finding that statistics show. The 
conclusion would be that FDI’s close relation with imports does have a positive 
contribution to trade imbalance and economic growth. 

    When it comes to NAFTA the governments have received fewer tools to regulate the 
conditions on the ground as the ‘invisible hand’ anticipates to rely on  more natural 
developments.  If relative decentralization of economic power within NAFTA was 
presumptuous to push for the provision of FDI and in pouring the resources into 
economic activity then the manifestation of these goals by erecting trade barriers, 
embodied in NAFTA contributed to the importation of components, therein following 
the linkage between FDI and imports. The outcome and its methods were mutually 
reinforcing with respect to Mexican automobile industry. However if the means towards 
the end results, i.e. dropping GDP per capita growth from Mexico economic 
performance as follows from imperial data, were relational to parallel activity of 
market-seeking FDI  then the theory of comparative advantage in the context of 
mobility would proved to be an insatiable  explanation for the imperatives behind trade. 
In this case authentic expression of growth levels would be incompatible with 
development. 
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  6. Conclusions of the study. 

    This study aimed at considering the impact of TNCs in the provision of FDI in 
Mexico as well as the operations of TNCs in general and in the promotion of auto 
components. To get a slightly better overview I made use of the combination of  the 
empirical data in the trade in primary goods such as textiles, which for a long time been 
country’s primary export component. The general effects of FDI have shown to be 
positive for the development of productivity and better utilization of economic 
resources the situation before the agreement. That is certainly a contributing factor that 
explains the export of manufacturing trade through the cross-border operations of 
affiliates and parent companies. A more detailed observation however reveals that FDI 
impact on the export trade is quite frangible. The apparent FDI transmission mechanism 
that affiliates are able to create dissociates with the development of indigenous 
industries (in Mexico), for which share of export market is diminished. The main 
element of  intra-firm activities lies in just-in-time delivery and transport costs that are 
located in the assembly chain of production, especially in the sector of ‘maquiladora.’ 
Perceived to be the most competitive and productive sector of Mexican economy, it is 
also amongst the disproportionate location of FDI.  

    The conclusion of this study would be that the full exploitation of economic facilities, 
as well as the cross-border operations of product procession tends to atomize and 
fragment trade. The net outcome is unclear since this study was concerned with impact 
on automotive sector, in which   the exports and imports are the net inflows and 
outflows embodied in the cross-border activity.  However the empirical research points 
the position of total trade that is diminishing, as the trade imbalance would suggest. 
This does not only yield a diminishing the share trade to individual countries, I believe 
it carries an essential straining factor in development.  

    Within the Mexico-NAFTA’s overall internal liberalization caused inability to adjust 
strategic industrial and trade policies that would otherwise be required with the purpose 
of maintaining a close relationship between the export and import side of trade 
equation.  Presumably this would have been the most preferential evolution, searching 
mix policies for sustainable economic development.  The extent of the race-to-the-
bottom polices, which was not examined in this paper would have yield a 
complementary match in the assessment of the level of asymmetrical interdependence 
inside NAFTA. However the empirical observation of GDP per capita measured in 
purchasing power parity (PPP) suggest a slightly detrimental effect on Mexican 
economy comparative the USA’s. The more benign developments would have been the 
equalization of trade flows as well as the factors of production, laborers and services in 
delivering more tangible results for the domestic economies. The regulations have 
served to open markets even further while did not make any direct contribution to the 
improvements in developments of indigenous industries, when its fragility picked 
during Mexican peso crisis. 

   Concerning the linkages between FDI and trade, a closer look reveals more dubious 
relation between investment on the one hand and import and export on the other.  
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     The imperial findings estimate an increase in trade volumes of Mexican economy but 
the trend is negative. The relationship between components is therefore more unsettling, 
which can once again be affected bi-directionally. The  comparative advantage theory 
would argue that growth oriented policies are oriented on the export market, finding 
incentive to increase export volumes and importing products for which there is market 
such that the requirements to  encourage international competition for the utilization 
lead to the benefits of scale. In retrospect the imports are primarily seen to be negatively 
side of the trade balance – net outflow, whilst an essential component of trade. However 
I believe that the disproportionate share of imports might infringe upon Mexico some 
serious challenges and structural patterns that is going to question the credibility of 
economy in the long run. Have the structural hinder been the import substitution 
industrialization policies then the switch to the more advantageous inside the trade 
Union, would been the stepping stone in furthering better  methods onto how to 
approach the developments onto the next level. 

    Closer interaction of FDI with imports examines the trade imbalance. Trade 
imbalances and investment decision is therefore by-product of corporate activities that 
seek strategic markets for asset holdings. With regard to Mexican record in the vehicle 
procession the selection of a country and the actual extraction of comparative advantage 
is justified.  For this activity in the first hand are not precisely factor-driven but driven 
by the establishments of certain markets that only comprise a single element in the 
company’s transfers. This reduces the divergent export facilities for individual producer 
that would have been allowed in ideological reasons to fully improve the conditions.  
Only after the establishments of investor rights, veto rights, tax reliefs and other 
freedoms, manifested in the agreement, the permissions to access national economies 
have main institutional features that are political.  In actuality this manifests in the 
provisions of very visible hands of how the resources are to be allocated, by whom and 
for which purposes. 
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 7. Future studies 

   This thesis could be placed among the works which examine the closer relationships 
between trade policies and multinational corporations’ transmissions of FDI 
empirically.  More research is by all means needed in order to fully assess its 
developmental impact. This study has made both general and detail contribution to the 
set of findings within the IPE. I am as a researcher was more confident and convinced 
about the findings of the general patterns but made particular choices to examine 
different measurement and use the empirical analysis independently. One of the main 
goals of future studies I believe should be the exploration of potential developmental 
paths that multinational corporations and FDIs can canalize through its latent capacity 
in order to pursue more benign developments for host-economies. To explore new 
system and relations on other basis in which race-to-the bottom ‘inevitability mentality’ 
could be strangled, controlled or simply regulated. The collaboration of the main 
international actors such as UN, NGO and IGO’s should be examined more thoroughly 
especially when it comes to poverty-reduction goals or democratization processes for 
this could be the most beneficial balancing act.  Governmental priorities and protection 
people’s welfare protection in the globalized era are among the ones that are of a future 
subject to scrutiny. 
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