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ABSTRACT 

Since the implementation of NAFTA in 1994 there has been an incentive to create free trade 

agreement with all the American countries. The next step to reach a free trade agreement like this 

has been the CAFTA, where also the Central American countries are involved in an agreement 

with the U.S. El Salvador is part of this agreement. The project has both been criticized and 

praised. Due to these different opinions the thesis wants to give answers to how CAFTA will 

affect different sectors in the economy in El Salvador and how the agreement will affect the 

people working in these sectors. The studied sectors are the agriculture, the assembly industry and 

the micro, small, and medium businesses in the informal sector. With the help of theories about 

free trade, specialization, factor mobility and growth, together with information about the 

experiences from Mexico and interviews from El Salvador, the answers are given to the problem. 

El Salvador will have comparative advantages in some products in the agriculture sector. The 

assembly industry will be able to compete if they can stand against the competition with China. 

The micro, small, and medium businesses are more orientated to the local market and will not be 

affected. In all sectors the lack of support from the government is a problem. The FDI is expected 

to increase but there will not be any technological transfer. Workers in the farm sector will move 

to the cities where they will find jobs in the assemblies or in the informal sector. Those who do not 

find jobs will emigrate to the U.S. 
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1. INTRODUCTION 

Adam Smith and David Ricardo showed in the 19th century that countries can benefit from trade 

with each other through specializing.1 The advocates of free trade say that by abolishing tariffs, 

quotas, quality regulations etc., trade will lead to automatic growth.2 A large share of world trade 

takes place within about sixty overlapping arrangements that reduce barriers to trade. 30 percent 

of world trade takes place within the European Union (EU) and the North American Free Trade 

Agreement (NAFTA).3

Trade in Latin America is highly depending on the United States (U.S.). The Latin 

American countries trade very little with each other and nothing says that they will do more; 

instead their mainly trading partner is the U.S. and the EU. NAFTA is an important free trade 

agreement (FTA) implemented in 1994, between the U.S., Canada, and Mexico.4 The agreement 

provides elimination of all tariffs and other barriers to trade on goods qualifying as North 

American.5  

In December, the same year as the NAFTA was implemented, a negotiation started to 

create the Free Trade Area of the Americas (FTAA). The FTAA is about eliminating barriers to 

trade and increase investment among the participating countries. The decision to conclude 

negotiations no later than 2005 shows a commitment of trade liberalization in the whole continent, 

including Canada, the U.S., Latin America and the Caribbean, except Cuba.6 Some people believe 

that the imbalance among the countries in terms of size, wealth, and level of development is a big 

problem in the implementation of the agreement. For example, the U.S.’ GNP is approximately 80 

percent of all the other countries GNP together. These differences are much larger than those 

within NAFTA.7 The disparities between the countries have raised protests and this in 

combination with a Latin American discontent about high agriculture subsidies in the U.S., makes 

the implementation difficult.8  

The starting point for the U.S. to reach the FTAA, is the implementation of an agreement 

between the Central American countries and the U.S., called the Central America Free Trade 

Agreement (CAFTA). CAFTA is a FTA that also includes an opening of the service market and 

 
1 Bhagwati, p. 11-12 
2 Reubens, p. 57-61 
3 Rivera-Batiz, Oliva, p. 534 
4 Ibid. 
5 Salazar Xirinachs, p. 89 
6 Salazar Xirinachs, p. 2 
7 Smith, p. 43 
8  Världens största och mest orättvisa frihandelsområde, www.ubv.se
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regulations about state purchasing, investment protection, intellectual property law protection, 

labor legislation, environmental protection, etc.9

El Salvador is one of the members of the CAFTA. It is a very small country that is highly 

dependent on the U.S., who is their main trading partner.10 The project has been criticized from 

mostly the civil society, but also many see the project as an important impulse for regional 

development and integration. To understand why these contradictions arises it is necessary to 

study how CAFTA and similar agreements affect El Salvador. The affects can be different if we 

look at the workers situation or the economy as a whole. It is because of that different groups will 

be affected in different ways and some groups will stand against the agreement and other will be 

in favor of the agreement. The thesis will put the following questions to be able to understand 

these contradictions. 

1.1 Problem and aim 

Which predictable effects will the CAFTA have on different sectors in the economy in El 

Salvador and which effect will the agreement have on the people working in these sectors?  

The aim is to investigate which effects the CAFTA will have on the agriculture, the 

assemblies and the micro-, small and medium business (also called the informal sector) i.e. if the 

effects from the CAFTA will improve the economical situation, both in the long and short term, 

for the country and for the majority of the people working in these sectors in El Salvador.  

Experience from the NAFTA that show similarities to the CAFTA will be used to make a 

comparison between Mexico and the case of El Salvador. Second, the opinions from different 

groups (like the government and non-governmental organizations (NGO’s)) in El Salvador will be 

analyzed. The results will show how the implementation of a FTA and especially an agreement 

between countries with very different conditions will affect a less developed country like El 

Salvador. It will also show how well the theories take into consideration the problems that the 

people, in this case El Salvador, experience. 

1.2 Method and material 

The thesis is a case study of El Salvador. El Salvador is one of six possible cases (including Costa 

Rica, El Salvador, Guatemala, Honduras, Nicaragua and Republics of Dominican, excluding the 

U.S.) in the CAFTA. El Salvador is chosen because the country, since they became member of the 

 
9 Swedish trade, www.swedishtrade.se 
10 Human Development Reports, www.undp.org 
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WTO in 199511, is an active free trade promoter, very dependent on the U.S., and has one of the 

biggest informal sectors in Latin America. 

To be able to answer the problem in the thesis both primary and secondary data will be 

used. The primary data will give the answers about the opinions from different groups in the 

society. To be able to collect their opinions, interviews with people working in different 

organizations in the country and the government will be done. Interviews are very important to 

study because common papers do not usually reflect the opinions of the people. The secondary 

data will consist of information on economical theories and the experiences from NAFTA. This 

will be used together with statistics. 

The first step will be to collect primary data by doing interviews in El Salvador. This will 

be possible with the help of a scholarship from SIDA (the Swedish International Development 

Cooperation Agency). The scholarship means that I will be able to go to El Salvador during two 

months to collect information and to make interviews. I have chosen to interview representatives 

for the government, its opposition, NGOs, an international organization and an organization for 

the private sector. These are chosen because they can give different point of views on the problem 

and they are representing the people in a good way. The following organization and governmental 

departments will be interviewed:   

1. La Fundación Nacional para el Desarrollo, FUNDE, (National Foundation for the 

Development). This is a NGO and a research centre, who is a generator of alternative 

proposals in the field of the economic and social development. 

2. Asociación Equipo Maíz (Association Team Maize). This is a NGO working with information 

about alternatives and effects in the field of economic and social development.  

3. El Banco Interamericano de Desarrollo, IADB,(Inter-American Development Bank). This is 

an international organization that provides lending and technical cooperation programs for 

economic and social development in Latin America. They are financially supporting the 

agreement but have a neutral stand point. 

4. Alianza Republicana Nacionalista, ARENA (Nationalistic Republican Alliance). They are 

representing the government who are standing to the right. Here interviews will be done with 

the Ministry of Economics and the Ministry of Agriculture and Cattle ranch. 

5. Frente Farabundo Martí para la Liberación Nacional, FMLN ( Front Farabundo Martí for 

the National Liberation). This is the opposition to the government and is standing to the left.   

 
11 Transición hacia el Libre Comercio, www.cafta.gob.sv 
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6. U.S. embassy, U.S. AID. They are the U.S. aid organization. SIDA is the Swedish equivalent. 

7. Asociacion Nacional de la Empresa Privada, ANEP (National Association of the Private 

Company). They are representing the private sector. It is an umbrella organization for 

company organizations.  

When this data is captured it will be compared with the information from NAFTA. The 

next step will be to analyze the results with the theories. The theory will describe the benefits and 

costs of free trade. An analysis of the theory will be done to see if the theories take into 

consideration the problem that the people experience. 

1.3 Definition 

The Export Processing Zones (EPZ:s), also called maquila industry, is assembly factories with 

exemption from tax. The input is imported from abroad and the final goods are re-exported. The 

main product is textile.12

Micro, small and medium business, MSMB, can be seen as the informal sector. Both 

MSMB and informal sector will be used in the thesis. According to the organization CONAMYPE 

a micro company is all economic units that have up to 10 occupied and a small company is all 

economic units that have up to fifty occupied. Other characteristics are that they are mainly 

located in urban areas and women are dominating with nearly 64 % opposed to a 36 % for men.13 

This sector covers a wide range of labor market activities. One is formed by survival activities of 

individuals and families in economic environment where earning opportunities are scarce. It can 

be casual jobs, temporary jobs, unpaid jobs, subsistence agriculture and multiple job holding. 

Another kind of activity works with illegality business like tax evasion, crime and corruption. The 

informal sector is important and controversial because it provides jobs and reduces unemployment 

but the salary is often low and the job security is poor. In low-income countries the informal sector 

can be over 50 %. Its size and role in the economy usually increases during economic downturns 

and periods of economic adjustment and transition.14

I refer to different groups in the society. Included in groups are the private sector, NGO, 

government, the opposition, and international organizations. 

 
12 Swedish trade, www.swedishtrade.se 
13 CONAMYPE, www.conamype.gob.sv 
14 Worldbank, www.worldbank.org 
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Intellectual property law is the summarized term for some different rules which protect 

intellectual achievements and distinguishing feature against unauthorized exploitation.15 This kind 

of protection can be copyright, business secrets, patent and trademark.16

Ethnical products are typical Salvadoran products. A study at Iowa State University shows 

that vegetables and fruit, bread, candy and beverages have the highest opportunities for export to 

the U.S.17

The Caribbean Basin Economic Recovery Act (CBERA), commonly referred to as the 

Caribbean Basin Initiative or CBI, is a unilateral, non-reciprocal, grant of duty-free or reduced 

duty access for certain exports to the U.S. market. Most textiles and apparel, certain footwear, 

canned tuna, petroleum and its derivatives, and certain watches are not eligible for any preferential 

treatment.18

1.4 Delimitation 

The aim with the thesis is to study the effects of the FTA on the Salvadoran economy, but I will 

only look at the effects on the agriculture, the assembly industry and MSMB. The agriculture 

sector has been chosen because it has traditionally been very important for the economy in El 

Salvador and the poorest people is working in this sector. The assembly sector is chosen because it 

seems to be the only sector that can compete internationally, with cheap labor force. Finally, the 

MSMB are also analyzed because the informal sector is very big and important for the economy 

and those who cannot find jobs in the formal sector usually end up in this sector. Only the 

viewpoints of organizations and the government are considered. The analysis will be done at this 

level and ordinary people’s standpoints will not be discussed directly. Only the effects on El 

Salvador will be taken into consideration and not the effects on the whole Central America. But 

probably these countries will be affected in the same way.  

1.5 Outline 

The disposition of the thesis is that the different parts will follow each other in a logical order. The 

first part consists of an introduction and a presentation of the problem and method. In the second 

part the free trade agreements, CAFTA and NAFTA are explained and also the political and 

economical history of El Salvador. This is followed by an explanation of the theories that are 

being used together with the empirical investigation in the third and fourth part, respectively. The 

 
15 Swedish government, www.riksdagen.se 
16 Eu Patent, www.eupatent.se 
17 Batres-Marquez, Jensen & Brester, p 1 
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empirical investigation will consist of three parts, one part for each investigated sector. Each part 

will first present experiences from Mexico, then information on El Salvador and last a summary. 

The fifth part contains conclusions that give answers to the problem and a final discussion. 

1.6 Previous researches 

There has been a lot of research done about the NAFTA. The majority are looking at a specific 

economic indicator and a specific sector.  I will here present three studies that are making a similar 

comparison like I am going to do in using the experiences from NAFTA to say something about 

the predictable effects on Central America. 

Yunez-Naude has looked at the agriculture sector in Mexico in his study “Lessons from 

NAFTA: The Case of Mexico's Agricultural Sector.” By looking at the experiences of the Mexican 

agriculture under NAFTA he is drawing conclusion mostly working for the trade negotiation 

between Central America and the U.S. but also for the whole Latin America. First, it is expected 

that there will not be drastic changes in the domestic supply of non-competitive crops because 

most of Latin American countries have already reduced its trade barriers, including the agriculture 

sector. Second, a FTA with the U.S. means winners and losers in the agriculture, like in Mexico 

where producers of grains could be negatively affected and producers of fruits and vegetables 

could win. Third, the predicted results by economic theory about trade and domestic liberalization 

will not all be true – the functioning of markets and government domestic policies do better. The 

substitution of competitive crops (such as fruits and vegetables) for grains by commercial farmers 

requires credit access and investment, as well as a stable macro-economic situation. To be able to 

transform small scale farming production it is required access to the markets for their products and 

that they can adopt to technological changes. Another option for them is to find profitable 

employment in the domestic non-agricultural sub sector. The government can also support the 

agriculture transformation but this requires scars public resources. The tax collection has to be 

more efficient and fiscal reforms are required. Fourth, the political economic situation is 

important. For example, the participation of farmers in trade negotiations is needed and a national 

accord on the potential benefits of trade is required. These possible benefits must be evident to the 

population in form of higher growth and employment rates.19   

In the study, “Ready-to-Wear Development? Foreign Investment, Technology Transfer, 

and Learning by Watching in the Apparel Trade”, the author Schrank is looking on the effects on 

 
18 Lederman, p. 243 
19 Yunez-Naude, passim 
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the apparel industry. He uses Gereffi’s findings from Mexico with industry sources to extend the 

analysis to the Caribbean basin. The data suggest that full-package producers are available not 

only in Mexico but in the Caribbean and Central America as well. He also uses qualitative and 

quantitative data collected in the Dominican Republic to examine the correlates of full-package 

production at the enterprise level. 20 He undertook interviews with apparel buyers and 

manufacturers in 1998 and 2001 to explore the social origins of the investment, the nature of the 

buyer, and the reaction to NAFTA. The advantages for the Caribbean Basin’s will grow under the 

approved U.S.-Caribbean Basin Trade Partnership Act (CBTPA) of 2000 and the CAFTA. Major 

North American producers are now abandoning Mexico for the Caribbean and Central America.21

The data used by Schrank shows that the Mexican apparel makers who are incorporated 

into full-package production networks are bringing the full-package model to the Caribbean Basin. 

The transnational corporations are then transferring skill and technology to their partners overseas. 

The second finding is the declining apparel unit values in the U.S. gives that the full-package 

approach to apparel manufacture does not necessarily generate higher returns or profit margins. 

The last finding was through the comparative case study of Mexico and the Caribbean Basin 

which shows that they are eroding their own profit margins and their people’s living standards, by 

undertaking a cutthroat competition for market shares in North America. Thus, the upgrading 

efforts of hundreds of individual apparel manufacturers may ultimately be downgrading the 

industry as a whole.22

The following study is done by Weinberg and is a contribution to the ongoing political 

debate about CAFTA. This study called “The Central America Free Trade Agreement: Three 

Reasons for Congress to Vote No” is more critical to the agreement. Weinberg is concerned about 

the dumping of U.S. exports and the erosion of food security in Central America. The poverty is of 

great concern and the highest poverty is in the rural sector where agriculture is an important 

source of livelihood. The elimination of tariffs will result, according to Weinberg, in dumping of 

subsidized U.S. farms products in Central America. This will undermine the livelihood of 5.5 

million small producers in the region who make their living from traditional agriculture. The 

extended phase-out periods of tariffs will not be enough to try to mitigate this impact. It is the lack 

of small farmers’ access to credit, new technology and adequate public infrastructure that can not 

 
20 Schrank, p. 125 
21 Schrank, p. 128 
22 Schrank, p. 144-145 
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improve their production and lower their costs. On the other hand, the competitors in the U.S. 

have generous farm support programs.  

The situation in the region will bring job loss in the agriculture and perhaps the only option 

will be to migrate. It is estimated that the Mexican countryside has lost 1.7 millions jobs, while 

nearly 15 million small farmers have lost significant income under NAFTA.23  

Today FDI are directed towards assembly plants in Central America. The value-added in 

host country from these plants are little because they are not linked to other local industries. It is 

also concerning the violation of labor rights. The industry take advantage of low wages, generous 

tax breaks, and lack of enforcement of the existing labor regulations in Central America. 

Weinberg describe it like “the country with the cheapest labor force and the lowest level of worker 

rights’ protections wins in this perverse competition, often referred to as "the race to the bottom"”. 

There is no strong protection for the workers rights in CAFTA and the FDI may serve to worsen 

the labor conditions.24  

 
2. CONTEXT 

2.1 Central American Free Trade Agreement  

The U.S. and five countries in Central America, initiated on the 1 of January 2005, the Central 

America Free Trade Agreement (CAFTA). According to the article 1.2 of the final text, the 

objective of the agreement is to: “(a) encourage expansion and diversification of trade between the 

Parties; (b) eliminate barriers to trade in, and facilitate the cross-border movement of, goods and 

services between the territories of the Parties; (c) promote conditions of fair competition in the 

free trade area; (d) substantially increase investment opportunities in the territories of the Parties; 

(e) provide adequate and effective protection and enforcement of intellectual property rights in 

each Party’s territory; (f) create effective procedures for the implementation and application of this 

Agreement, for its joint administration, and for the resolution of disputes; and (g) establish a 

framework for further bilateral, regional, and multilateral cooperation to expand and enhance the 

benefits of this Agreement.”25  

Other subjects that are mentioned in the beginning of the final text are the recognition of 

the different levels of development and the size of the involved economies; the rules governing 

their trade will be clear and mutually advantageous; the agreement means opportunities for 

 
23 Weinberg, p. 2 
24 Weinberg, p. 4 
25 Chapter one of final text, www.ustr.gov 
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economic and social development; in social development is included more employment and 

improvement of working conditions and living standards; and finally it is a way to achieve more 

hemispheric integration through the Free Trade Area of the Americas.26  

The agreement will open up the service market and there will be regulation on state 

purchasing, investment protection, intellectual property law protection, labor legislation, 

environmental protection, etc. Subjects that are not included are agriculture subsidies, phyto-

sanitary standards, rules for antidumping, etc. The market access for U.S. products will reach 85 

% by the initiation of the agreement, for manufacturing goods. Other products will have free 

access in 10 years. The half of the U.S. agriculture products will have access immediately and the 

rest of the products will have gradually eliminating taxes by 5-20 years. White corns will continue 

to have quota system.   

The U.S. has interest in this agreement because they want to increase the economical 

growth and increase the democracy in the Central America, to be able to prevent the growing 

emigration from this region. Its self-interest is to have a greater market access for agriculture 

products and services, and to protect investments. It is an important export market also, the U.S. 

exports more to Central America then they do to Russia, India and Indonesia together.27

2.1.1 El Salvador’s attitude towards CAFTA 

El Salvador signed the CAFTA on the 28 of May in 2004, and it was ratified on the 17 of 

December the same year.28 There are several impacts visualized with the negotiation. 1) It is 

expected that with increased trade it will be possible to fight the poverty through more and better 

employments that in turn will secure the sustainability of the democracies. 2) The fortification of 

the State of Law by taking care of important themes as transparency, legal security, fortification of 

institutions, communications with the civil society, will be possible to attract investments, both 

national and foreign. 3) There will be consolidation of Central American integration and the 

process of economic opening. 4) There will be impulse and fortification of the sustainable 

development of the countries. 5) The human resources will be developed. This implies to put a 

greater emphasis in subjects like education and health, especially for the most vulnerable groups, 

like means of increasing the productivity, improving the competitiveness and to reduce the 

poverty of the region.29

                                                   
26 Preamble of final text, www.ustr.gov 
27 Swedish trade, www.swedishtrade.se 
28 Iniciativa Mesoamericana, www.iniciativacid.org 
29 Ministerio de Economía, p. 10-11 
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2.2 Politics and economy in El Salvador 

Already in mid 19th century the coffee production was built up, which became to dominate El 

Salvador both politically and economically. The land was unequal distributed and only the elite 

had the power. This together with a recession made the people that had no land property starting 

an uprising under the leader Farabundo Martí, later the founder of the communist party. The 

uprising was broken down by the military and thousands of farmers where killed, the event has 

been known as la matanza (the massacre). The military and the landowners continued after this to 

cooperate for a long time. 

The Farabundo Marti Liberation Front (FMLN) was created in 1980 by several guerrilla 

groups and one year later the civil war started. The Salvadoran military (with help from the U.S.), 

paramilitary groups, death squadron and guerrilla were involved in the war. It lasted 11 years and 

killed 75 000 people. The UN was able to make a peace agreement on the 16 January in 1992.  In 

exchange of reforms and less influence from the military, the FMLN laid down there weapons and 

were reorganized as a political party. 

El Salvador has today democracy but still there are political violence and insults of human 

rights. Corruption is a problem which creates a general political distrust in the society. Research 

shows that only 1 % of the people have trust for the parliament. 

 

Under the last 30 years the economy of El Salvador has changed a lot. Before the business was 

dominated by agriculture production, in particular coffee, but today the dominating businesses are 

trade, a more developed service sector and a growing manufacturing industry.30

In the beginning of the 1990s the poverty was decreasing, the role of the state was 

expanded, the macroeconomic situation improved and the emigration decreased. But in the end of 

the 1990’s the country was living a recession with decreasing growth, high unemployment, 

reduced minimum wages and in general weaker competitiveness. The growth under this period 

decreased from 6.1 % per year for the first years till 3 % per year, where it is now. In mostly the 

assembly sector, jobs were created and the growth was over 10 % whereas it was only 1.2 % in the 

agriculture sector. This has caused problems for the people living in the countryside where 65 % 

are occupied in the agriculture. The growth in general was in 2003, 2 % of GDP. 

Despite the diminished poverty from 65.7 % in 1991 to 47.5 % in 1999, the progress has 

been very unequal divided between cities and the countryside and especially for the farmers where 

 
30 Swedish embassy of Guatemala, www.embajadasuecia.org.gt 
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the poverty has increased. The earthquake that occurred 2001 increased the poverty. More than 

250 000 people that earlier hadn’t been poor now got under the poverty line. Today the official 

number is 48 % of the people that is poor and of them 20 % are extremely poor.31 Another 

problem is the large income gaps. The richest fifth has on average 18 times as high income as the 

poorest fifth. 

The wage level has been a problem and real wages are continuing to decrease. Since 1988 

the GDP has increased with 20 %, but the minimum wage decreased in real terms with 30 %. The 

open official unemployment is calculated to be 7 %, but if the informal sector is considered, the 

number should be much higher.  

One of the biggest problems with the economy in El Salvador is, according to some, the 

public deficit and the increasing national debt. In 2003 the total debt, both foreign and national 

loans, was 42 % of the countries GDP. 

On the 1 of January 2001 the U.S. dollar were introduced as currency together with the 

local “colones”. Since 1994 the exchange rate is fixed at 8.75 colones/USD. The dollarization was 

to create stability and a better macroeconomic trust. The aim was to increase foreign direct 

investment (FDI), but the effect on growth and credit has been limited. 

El Salvador’s total export increased with 4.7 % in 2003. It is mainly the non-traditional 

export from the assembly industry that caused the increase, but also other products like medicine, 

ready-made apparel products, machines and tools. The strong increase in the share of export in the 

assembly industry from 7 % to 60 % in 1985 to 2002 must be compared with the export share for 

the agriculture which decreased from 73 % in 1985 to 12 % in 2002. It is mostly sugar and 

shrimps in the traditional export sector that have increased and for the coffee producer it has been 

hard. The very low world market price on coffee, have caused difficulties for the many coffee 

producers in Central America and it is estimated that around 140 000 job opportunities have been 

lost within the Salvadoran coffee industry since 2000. The share of coffee of the total export has 

decreased from 20 % in 1995 to 3.3 % in 2003. The export of sugar has on the other hand 

increased. The share of sugar is at 2 % of the total export. 

 The import rose in 2003 with 11 %, compared to only 4 % the year before. Due to the 

remittances from the U.S., the consumption increased. The import to the assemblies increased, and 

the most important import products are oil, machines and instruments, iron and iron products, 

pharmaceutical products, and vehicles.  

 
31 Poor people are those that can buy no more than what is included in the basic food basket and extreme poor people are 
those that cannot afford enough food to survive. Source: UNDP, www.undp.org 
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The trade balance deficit increased with 19 % in 2003. It is mostly due to bad export of 

coffee, the need to continue import large amount due to the earthquakes, and finally because of 

increasing oil prices.  

U.S. is the biggest trade partner for El Salvador. El Salvador export 67 % to the U.S. and 

to Central America they export 24 %, of this 11 % to Guatemala and 6 % to Honduras. The U.S. is 

also dominating the import with 49 % and Central America with 16 %, of this 8 % comes from 

Guatemala and 3 % from Costa Rica. Other important markets are Mexico (6 %), Japan (3 %) and 

Panama (3 %). 

El Salvador is the country in Latin America with the highest dependency on remittances. 

Money is sent from the 2.4 million Salvadorans living in the U.S. to their families living in El 

Salvador. This is important for the economy and a source for foreign currency. The transfers rose 

with almost 10 % in 2003 and were calculated to about 2.1 billion dollar, corresponding of 14 % 

of GDP or 65 % of the total export. The strong increase is partly depending on the strong 

emigration. Of the families who are receiving the money, 31 % are poor and for them the money 

means more than 50 % of their total income. For the government this is a fundamental source of 

income and cover 92 % of the trade deficit.  

It is mostly in the assembly sector that the foreign direct investment (FDI) is concentrated. 

The assembly industry is a very important part of the Salvadoran economy. The industry is mostly 

concentrated on textile export to the U.S. Of the total export value from the assembly, 75 % of the 

inputs are imported, and the main part comes from the U.S.  There are 15 export processing zones 

(EPZ) in El Salvador and more are planed. The zones offer investors, among other things, total tax 

freedom in 10 years; tax free import of inputs and capital goods; free export of revenue in foreign 

currency; etc. The investors come mostly from Taiwan, Korea and the U.S. A restrain factor for 

investment promotion is high criminality and an insufficient judicial system. 

Since 1960, El Salvador is a member of a free trade area in Central America called the 

Central American Common Market (CACM), and since 1995 there is no customs for the main part 

of goods in the region. El Salvador wants more integration and international free trade. They have 

several bilateral FTA for example with Mexico, Chile, the Dominican Republic, and Panama. El 

Salvador is also member of other institutions created to increase the regional cooperation, like 

Central American Bank for Economic Integration (CABEI), Secretariat for Central American 
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Economic Integration (SIECA), the Central American Parliament, Plan Puebla Panama (PPP), and 

Organization of American States (OAS). 32  

To reduce the big structural differences between El Salvador and the U.S. they are 

involved in the project Plan Puebla Panama (PPP). The project is pushed by the U.S. and Mexico 

and includes efforts made in eight areas for development and integration, from the south of 

Mexico down to Panama. The most important is the expansion and connection of highways and 

the energy market. The Governments of these countries will make the competitiveness in the area 

stronger and increase the countries abilities to benefit from the FTA. Those who probably will 

benefit most from this project are Mexico and the U.S. They will receive more resources and can 

develop their industry even more.33  

2.3 North America Free Trade Agreement 

On the 1 of January in 1994, the North American Free Trade Agreement (NAFTA) was 

implemented between Canada, Mexico, and the U.S. The FTA means elimination of internal 

barriers between members, but maintains their own external tariffs. Two highly developed 

countries together with a developing country united approximately 372 million people and 

together had a GDP of more than 7 trillion dollars.34 In table 1 the current numbers are presented. 

Table 1. Population and GDP in the NAFTA 

Land Population Pop./ 
Tot. Pop. 

GDP GDP/ 
Tot.GDP 

     
U.S. 281,4 million (2000) 67.4 % 10341,3 billion USD (2002) 87.4 % 

Canada 31,7 million (2003) 7.6 % 855,4 billion USD (2003) 7.2 % 

Mexico 104,2 million (2003) 25 % 637,2 billion USD (2003) 5.4 % 

Total 417,3 million 100 % 11833,9 billion USD 100 % 
El Salvador 6,6 million (2003) (2.3 %)* 14,9 billion USD (2003) (0.1 %)* 

* El Salvador compared with the U.S. 
Source: Swedish Trade  
 

Seen in the table, the U.S. is dominant both in population and in GDP. Canada has the 

same proportion in population as in GDP compared to the others. Mexico has a population of 25 

% of the total population but only 5 % of the GDP. The U.S. GDP is almost 90 % of the total GDP 

                                                   
32 Swedish embassy in Guatemala, www.embajadasuecia.org.gt and Swedish trade, www.swedishtrade.se 
33 Megaprojektet Plan Puebla Panama, www.ubv.se 

34 Wise, p. 4 
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but only about 70 % of the population. If a comparison is made between the U.S. and El Salvador, 

El Salvador has only 2.3 % of the U.S. population and 0.1 % of the U.S. GDP. 

NAFTA is seen as the beginning of a gradual expansion of hemispheric trade. It is a broad 

liberalization in good and products, services and investment, and is opening the public market and 

protecting the intellectual property.35 How to settle disputes between Governments and investors 

are also mentioned in the agreement.36 There are also side agreements on labor standards, 

environmental protection, and import. In the first five years, tariffs and nontariff barriers on 65 % 

of all U.S. goods shipped to Mexico were eliminated. Only some agriculture products (e.g. corn 

and dry beans in Mexico; sugar, peanuts, and frozen concentrated orange juice in the U.S.) have a 

fifteen-year timeline.37  

There have been several debates over the textile and apparel sector. The U.S. won most of 

the issues because the U.S. textile and apparel sector had always been protected and now it was 

subject for trade liberalization with a developing country. Mexico was grateful to be part of the 

agreement and was not in a position to argue.38  

There was also a discussion about agriculture. Fruit and vegetables producers mostly in 

Florida were the largest group that pushed for an exemption of free trade. They said that they 

couldn’t compete with Mexico’s economic advantages like child labor, bad regulations of 

minimum-wages, no worker compensations, no environmental controls, etc. Mexico on the other 

hand, is inefficient in producing crops like orange because of lack of good infrastructure, 

equipment, and experience. In the end no restrictions was made. Mexico significantly increased its 

access on orange juice and the U.S. achieved significant new access to Mexican markets in corn.39  

 
3. THEORY  

3.1 Free trade 

International trade and the system with free trade are based on the classic liberal view of Adam 

Smith and David Ricardo. It was argued that international trade, due to comparative advantages of 

differences in endowments or tastes, improves the allocation and utilization of resources. All 

countries participating in trade will be better off than would otherwise be the case. To have free 

trade, impediments to trade first have to be removed. This will force companies to rethink their 

 
35 Vizentini & Wiesebron, p. 29 
36 Wise, p. 5 
37 Wise, p. 22 
38 Wise, p. 96 
39 Wise, p. 101-103 
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development strategies as their costs of production increases and competitive pressures increase.40 

In many cases the government dictates the pattern of imports and exports; this is a problem for 

developing innovations and opportunities for learning.41

The competitive pressures will lead to enhanced economies of scale because the domestic 

market has to reconstruct their industries. The market will be more effective as more efficient 

companies will survive and inefficient companies will die. In this way, resources are being 

directed to those plants and industries which possess a beneficial comparative advantage. Free 

trade promotes economic development with the combined effects of economies of scale, enhanced 

productivity, and income and consumption implications.42

It is especially in small countries and developing countries the benefits with free trade is 

important. To understand the benefits with free trade we can look at the reverse cost-benefit 

analysis of a tariff. Figure 1 shows a small country with a tariff that cannot influence foreign 

export prices.  

Figure 1. The efficiency case of free trade. 
                                P 
                                                               S 
                                                 Production                 Consumption 
                                                 distortion                   distortion 
              
             World price + tariff 
                         World price 
                                                                                            D 
 
 

                                                Q 
Source: Krugman & Obstfeld, p. 220 

The production and consumption distortions with a tariff will disappear when we take 

away the tariffs. We will go from the higher world price with a tariff to the world price which 

means that the national welfare will increase. 43

3.2 Trade and specialization 

3.2.1 Comparative advantage 
The theory of comparative advantage developed by David Ricardo, assumes two countries and 

two goods with labor as the only factor of production.44 He said that international trade will 

increase the world output when each country allows specializing in producing the good in which it 

                                                   
40 Gibb & Michalak, p. 4-7 
41 Krugman & Obstfeld, p. 219 
42 Gibb & Michalak, p. 4-7 
43 Krugman & Obstfeld, p. 219 
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has a comparative advantage. If one country, compared to the other country, has a lower 

opportunity cost45 of producing one good in terms of other good, it is said the country has a 

comparative advantage. If we have two countries and both countries export the goods in which it 

has a comparative advantage, trade will benefit both countries.46 A country can have lower 

productivity in all products but compared to the other country they will have a comparative 

advantage. The comparative advantage depends also on the domestic wage rate relative to the 

foreign wage rate. The wage rate, in turn, depends on the relative productivity in the country’s 

other industries.47 When trade begins between the countries, the relative prices of commodities 

will begin to shift until they are the same in both countries. Some important results from this 

theory are: 1) The world market provides an opportunity to buy some goods at relatively low 

prices and by trading; the country can increase its welfare. 2) Smaller countries have a greater 

potential to gain from trade. 3) By exporting the products in which a country has an abundant 

factor of production, and importing the products in which they have a scarcer factor of production, 

the country will gain.48   

3.2.2 Heckscher-Ohlin model 
The Heckscher-Ohlin model is an expansion of the Ricardian model. In the latter model we had 

two goods, X and Y, and one production factor, labor. Now we add a second production factor, 

which we call capital.49 The model assumes same technology but with different production 

factors. The production functions differ in relative usage of capital and labor. There is one wage 

rate and one rental rate on capital.50  

We can say that Home is capital-abundant51 and Foreign is labor-abundant. Also good Y is 

relatively capital-intensive52 and good X is relatively labor-intensive.53 It is the cost of capital (r) 

and labor (w) that decides how much will be used of each one. The input choice depends on the 

ratio of these factor prices, w/r.54  

                                                                                                                                                                      
44 Perkins, p. 624 
45 The opportunity cost of product X in terms of product Y is the number of Y that could have been produced with the 
resources used to produce a given number of X. 
46 Krugman & Obstfeld, p. 13. 
47 Krugman & Obstfeld, p. 23. 
48 Perkins, p. 622-623 
49 Markusen, p. 98 
50 Factor endowments are the ratio between capital stocks and labor forces in the two countries. (K/L) 
51 The capitol-labor ratio in Home is greater than it is in Foreign. (K/L)h > (K/L)f
52 The capital-labor ratio used in production is higher in the former sector: (K/L)y > (K/L)x
53 Markusen, p. 99-101 
54 Krugman & Obstfeld, p. 67 
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The HO theorem is: “Given the assumptions of the model, a country will export the 

commodity that intensively uses its relatively abundant factor.” To see this we look at two 

countries that are opened for trade. Foreign will start to buy some of Home’s production of Y 

which means Home will increase its production of Y. This is the shift from Ah to Qh in figure 2. 

Because the slope of the production possibility curve becomes flatter as the economy moves 

toward the Y axis, this shift in production implies that in Home the price ratio will fall. The 

analogous argument can be made for Foreign. When production has changed we will have 

equalized price ratio at an intermediate level p* and we will end up at Qh and Qf where we can see 

that both countries still are producing both goods. We can also see in the figure that the amount 

one country export is the exact amount the other country import. Thus, the triangles at Bh and Bf 

are equal. Because of higher indifference curves, lying outside their production frontiers, the 

countries have gain from the trade. 55

Figure 2. The Heckscher-Ohlin theorem. 
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Source: Markusen, p. 105 

By exporting the capital-intensive good and importing the labor-intensive good, Home 

implicitly exports the service of capital, its abundant factor, and imports the service of labor, its 

scarcer factor. Thus, we can expect to see this clearly in trade between developed countries and 

developing countries. Trade will then consist in exchanging product of one distinct industry, such 

as agriculture, for another, such as manufacture. This is also called inter-industry trade.56  

 The income distribution effects of international trade for a country with capital as the 

abundant factor, leaves owners of capital as winners, and labor will loose, and vice versa. Over 

time, there will be a shift of employment in declining sectors to expanding ones. Thus the income 

 
55 Markusen, p. 105-106 
56 Markusen, p. 108  
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distribution effects that arise because labor and other factors of production are immobile represent 

a temporary, transitional problem (which is not to say that such effects are not painful to those 

who lose).57  

3.2.3 Full-package 
In the apparel industry there are two types of commodity chain. The first one is a traditional 

assembly that tends to generate low rates of returns and has low barriers to entry. The other one is 

called full-package production and has high rates of return and high barriers to entry something 

that improves living standards in traditionally impoverished parts of the world. In table 2 we can 

see the differences between them where each one is associated with a different organizing agent, 

organizational structure, development outcome, and source region.  

Table 2. The Traditional Apparel Commodity Chain: Two Variants 

Model Assembly Full-Package 

Organizing agent Branded manufacturers Branded marketers and retailers 
Structure Easy entry and exit; competitive Barriers to entry; concentrated 
Development outcome Transitory advantages Industrial upgrading 
Source region Latin America and Caribbean East Asia 
Source: Schrank, p. 127 

The organization agent in the assembly is the branded manufacturers. They own 

manufacturing facilities in addition to their brand names. In the full-package the agent is branded 

marketers who own little more than their brand names and their in-house design and marketing 

capacities; and the retailers own distributional outlets as well as their brand names, and private 

labels. The strategy is associated with different organizational structure. In the assembly model the 

demand is almost only imported pre-cut fabric and has therefore low barriers to entry which in 

turn gives high competition and vulnerable profit stream. The full-package production demands 

the mastery of fabric purchase, cutting, assembly, dyeing, and finishing, and is therefore 

characterized by high barriers to entry; which in turn gives a concentration and more reliable 

profit stream. The development outcomes differ in the long term. While apparel assembly tends to 

create low-wage employment in isolated EPZ, full-package production tends to engender learning 

by watching, backward linkage, and industrial upgrading. Finally, the assembly model has 

                                                   
57 Krugman & Obstfeld, p. 76 
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traditionally been the norm in Latin America and the Caribbean and the full-package production 

has been common in East Asia.58  

3.3 Trade and factor mobility 

3.3.1 Foreign direct investment (FDI): 
International capital flows from a firm in one country to another, or if a country expands a 

subsidiary in another, is called foreign direct investment. An FDI is a transfer of resources but the 

distinctive feature is the acquisition of control, where the subsidiary and the parent company is 

part of the same organizational structure.59 The parent company is usually a multinational 

enterprise (MNE). MNE must possess some special advantage such as superior technology or 

lower cost due to scale economies, to make it profitable to enter the domestic market. The host 

country can gain by these advantages because they can be transferred from the foreign country to 

the own country.60

If Home has a MNE in Foreign, the MNE will compete with the Foreign’s firm which may 

result that the MNE makes profits while Foreign’s firm losses and exits the market. The MNE is 

now a monopolist and can then charge a price equal to the price charged by an indigenous 

monopolist. Foreign lose the profit income that it would have earned with a domestically-owned 

firm and will be worse off with the MNE in this case. 

The country owning the MNE will generally benefit from the foreign investment. But, it 

does not imply that everyone will be better off in the home country. Owners of factors used 

intensively in certain industries that are moved abroad may be worse off as the demand for their 

factor services falls.61

3.3.2 International labor movement: 
In international trade there are generally three types of factor movements: FDI, portfolio 

investment, and labor emigration. We will now look closer at labor emigration. Labor emigration 

can depend on a lot of things but here it is assumed that it occur in response to differences in wage 

rate between two countries. It is unequal factor prices between countries that are providing an 

incentive for factors to migrate. For example it can depend on production technology differences 

between countries where trade unlikely lead to equalizing factor prices. Another reason can be if 

                                                   
58 Schrank, p. 127 
59 Krugman & Obstfeld, p 171 
60 Markusen, p. 395 
61 Markusen, p. 401-402 
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some goods are produced with increasing returns to scale, then trade will not equalize factor 

prices. Tariffs of transport costs can prevent trade from equalizing commodity prices, which in 

turn also leave factor price differences. The last reason is imperfect competition or production 

taxes in some sectors, leaves different marginal costs and therefore factor prices will not be equal 

between countries.62

Labor emigration is a movement of workers from Home to Foreign. In Home the labor 

force will be reduced and thus raising the real wage, while increasing the labor force and reducing 

the real wage in Foreign. If there are no obstacles to labor movement, it will continue until the 

marginal product of labor is the same in the two countries. In Foreign, landowners will benefit 

from the larger labor supply, and the reverse in Home, landowners are made worse off. This 

means that international labor mobility allows everyone to be better off in principle, but leaves 

some groups worse off in practice.63

3.4 Trade and growth 

3.4.1 Economic growth 
Economic growth in the world can be both good but bad for a country. It is good for a country if it 

means that they can export to a larger market. But it can be bad if it means that the competition for 

the exporter increases.  

If we look at growth in one country there are also different effects. It is good if growth 

means higher production capacity and that the country can sell some of its increased production to 

the world market. On the other hand, the benefits of growth can be passed on to foreigners with 

lower prices for the export.64

Growth is shifting the production possibility frontier outward for a country when the 

resources increases or are used more efficient. Growth due to international trade has a bias. Biased 

growth takes place when the production possibility frontier shifts out more in one direction than in 

the other. We can look at growth biased toward cloth in figure 3, and in figure 4 there is a growth 

bias toward food. The production possibility frontier is shifting from T1 to T2 in both cases. 

 

 

                                                   
62 Markusen, p. 376 
63 Krugman & Obstfeld, p. 162 
64 Krugman & Obstfeld, p. 98 
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Figure 3. Growth biased toward cloth           Figure 4. Growth biased toward food 
Food production                                                                             Food production 
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                                     Cloth production                                                                     Cloth production 
 
Source:  Krugman & Obstfeld, p. 99 

One reason for growth bias is technological progress in one sector of the economy, which 

will expand the production possibilities more in that sector than in other sectors. Another reason is 

an increase in a country’s supply of a factor of production. For example an increase in the capital 

stock resulting from saving and investment will produce biased expansion of production 

possibilities. The bias will be in the direction of either the good to which the factor is specific or 

the good whose production is intensive in the factor whose supply has increased. Thus the same 

consideration that give rise to international trade will also lead to biased growth in a trading 

economy.  

Export-biased growth and import-biased growth works like the example above. Export-

biased growth tends to worsen a growing country’s terms of trade, to the benefit of the rest of the 

world; import-biased growth tends to improve a growing country’s terms of trade at the rest of the 

world’s expense.65

3.4.2 External economies  
Economies of scale can be applied to the level of an industry instead of only the firm. By 

concentrating production of an industry in few locations, the costs for the industry can be reduced. 

There are three main reasons of why a cluster of firms may be more efficient than an individual 

firm in isolation according to Alfred Marshall. 1) A cluster has an ability to support specialized 

suppliers. 2) Labor can be concentrated on one spot, which means that specialized workers will be 

on the same place. This is good both for the workers because they are more likely to get employed 

and also for the producers because the risk to have labor shortages is less. 3) Knowledge spillover 

is also more common in a cluster. This is important for new developments. The knowledge spill 

                                                   
65 Krugman & Obstfeld, p. 99-100 
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over can be explained by a process where one man have a new idea, the idea is taken up by others 

and with own suggestions it becomes a source for a new idea. 

External economies can give rise to increasing return to scale at the level of the national 

industry. A country that has a large production in some industry will tend to have low costs of 

producing that good. The country will tend to produce a lot of that good and this means the 

country will have a large industry and will be more efficient in that industry than a country with a 

small industry.66

Trade based on external economies has more ambiguous effects on national welfare than 

either trade based on comparative advantage or trade based on economies of scale at the level of 

the firm. By concentrating production in particular industries there may be gain to the world 

economy. But it can also be that the right country isn’t producing a good subject to external 

economies and it is possible that trade based on external economies may leave a country worse off 

than it would have been in the absence of trade. A country will be worse off if the country open 

for trade, import a good at a higher price than it would pay if there were no trade and the country 

were forced to produce the good for itself. Even if one country can have disadvantageous patterns 

of specialization and trade, the world economy will benefit in taking advantage of the gains from 

concentrating industries.67   
 
4. EMPIRICAL STUDY   

The analysis will consist of a comparison between Mexico’s experiences from NAFTA and the 

interviews from El Salvador. Both the section of Mexico and the one of El Salvador are divided 

into four parts: exportation and importation (products, export, comparative advantage, and non-

tariff barriers), international influence (technological transfers, FDI and MNE), institutions 

(support), and the economic situation for the workers (income, employment). 

When conclusions are drawn from the NAFTA to say something about the impact on 

Central America some problems has to be considered. First it has only past a short time since the 

NAFTA was implemented and when it was implemented, Mexico had a crisis called the Tequila 

crisis in 1995. Second, differences between the NAFTA and the CAFTA agreements can give 

different results in important dimensions. Third, the initial conditions of the countries are 

different68, for example Mexico is 9469 times bigger than El Salvador.   

 
66 Krugman & Obstfeld, p. 146-149 
67 Krugman & Obstfeld, p. 150-151 
68 Lederman, p. ix 
69 El Salvador has 20 400 km2, Mexico has 1 923 040 km2. 
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4.1 Agriculture 

4.1.1 Mexico 

Exportation and importation:  

Many predicted that NAFTA should affect the Mexican agriculture negatively. But after the 

Tequila crisis both domestic production and trade in agriculture reached a higher level than prior 

to the implementation of NAFTA. This is due to first an increased aggregated demand in the U.S. 

and Mexico in the latter half of the 1990’s. Second, some segments of Mexican agriculture 

experienced increases in land productivity, especially in irrigated lands. Third, the total amount of 

subsidies and income supports for traditional agriculture did not rise during the NAFTA period. 

Thus, trade increased as a consequence of the liberalization.70 Seen in figure 5 the current account 

balance has deteriorated since the implementation of the agreement that may now have change. 

Figure 5. Current account balance in Mexico 1995-2003. 
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Source: CEPAL 2004, p 248-249 

When the agreement went into effect, Mexico got a huge inflow of U.S.-made products of 

both food and manufacturer goods. The products were of good quality and low prices, due to tariff 

reduction but also to the subsidies from the U.S. government to the U.S. producers, especially 

                                                   
70 Lederman, p. xiv 
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farmers. Other reasons for low prices are the U.S. efficiency in farming together with the 

economies of scale in the large U.S. market.71

The big winners are the U.S. farmers and ranchers. These exports give 258 000 jobs in the 

U.S. The agriculture export from the U.S. to Mexico have increased its productivity by over 50 % 

between 1993 and 2001 under NAFTA, this makes Mexico the third largest agriculture export 

market for the U.S. The U.S. producers of corn, soybean and wheat have increased their sales in 

Mexico. The textile and apparel manufacturing in Mexico has increased the demand for cotton.72

Immediately after the implementation of NAFTA sorghum, sesame seeds, barley, beans, 

corn, cotton, soya, and sunflower from Canada and the U.S. entered duty-free. Since January of 

1998 all types of soy also enters duty-free to Mexico from its other two North American partners. 

On sensitive products a tariff rate quota (TRQ) were applied. TRQs were also established for grain 

and malt barley, for which free trade was reached in 2003. Mexico got improved access for mainly 

fruits and vegetables to the U.S. market. The trade liberalization was not immediate for sensitive 

products according to the U.S. Thus, the trade restriction of some products (grapes, mangoes and 

pineapples) exported by Mexico to the U.S. were eliminated in 1994 and for most vegetables and 

fruits will tariffs will be eliminated in 2008.73

Coffee and corn is very important products in Mexico. 92 % of the producers are small 

farmers.74 Corn is not only important economically but perhaps more important culturally. Mexico 

has been flooded with corn from U.S. farmers after the NAFTA. Subsidies had led to a massive 

export from the U.S. and the Mexican corn imports increased eighteen times between 1993 and 

2000. Small farmers cannot compete with this and it is also bad for the employment rates.75 The 

low prices would lead to lower prices on other products made of corn. But for example the price 

of tortillas have risen 40 % in real terms while corn prices have fallen about 70 % in real terms 

since NAFTA took effect. The same things are seen in the production of beans, where also the 

prices are too low. The indigenous is producing a very biodiversity agriculture, for example there 

are 10 different groups of corn, 12 types of wheat, 22 varieties of pulses and beans, and about 200 

types of horticultural or medicinal plants that they cultivate or collect. This will be lost when they 

are forced by economic reasons to abandon their lands. 76  

 
71 Reubens, p. 60 
72 Committee on Foreign Relations, p. 28-29 
73 Lederman, p. 87-88 
74 Tardanico & Rosenberg, p. 111 
75 Malhotra, p. 132 
76 McAfee, p. 28 
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The agriculture sector is relatively disconnected from the rest of the economy although the 

liberalization has increased the openness of the sector. This sector was not significantly affected 

by the 1994 crisis and nor has it been boosted by the steady growth of the last four years. The 

sector’s overall external balance is positive due to exports of coffee, fruits, vegetables, and 

tobacco, but the food balance is negative.77   

International influence:  

With FTA the main expectation was increased FDI and this is showed to be true from the NAFTA 

experience. The aggregated FDI flows to Mexico did rise significantly in all the sectors the period 

following NAFTA.78 This is seen in figure 6.  

Figure 6. Net foreign direct investment 1995-2003 
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Source: CEPAL 2004, p. 248-249 

It seems that NAFTA has been helpful but not enough to help Mexico catching up to the 

levels of innovation and the pace of technological progress that its trading partners have. There 

have not been enough of research and development expenditures and there are low levels of 

patenting activity in Mexico.79  

                                                   
77 Giugale, p. 322 
78 Lederman, p. xix 
79 Lederman, p. 173 
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Institutions: 

Mexico has enjoyed ample public support in the agriculture but they have been quite inefficient in 

economic terms. With the agricultural reforms, the quantity and quality of the support programs 

changed. On one hand, it is clear that total support was not higher after NAFTA than on the 

average year prior to the implementation of the agreement. On the other hand, the composition of 

this support was changed with the program PROCAMPO. 80 In the transition of liberalization the 

program was introduced to help farmers to face the competition from the U.S. and Canadian 

farmers and to help Mexican producers switch to more competitive crops. The help is in form of 

income transfers to farmers producing barley, beans, corn, cotton, rice, sorghum, soya, sunflower 

and wheat. The income subsidies provided by this program are de-linked from current and future 

production decisions. The program will last until 2008 when the trade will be fully liberalized 

under NAFTA.81   

The Alianza para el Campo (Alliances for the country) is a government effort to try to 

catch up with years of progressive “decapitalization” of the sector, trough finance to productive 

investments. Also the generation and provision of technology information is important to the 

capacity of the sector to adjust to the new environment created by NAFTA.82

The farmers do not receive support like the U.S. farmers do. 83 The U.S. farmers have an 

act of U.S. farm security and rural investment called the Farm Bill. The act governs agriculture 

production and also measures like nutrition, rural development, credits for producers and much 

more. The bill increases agriculture subsidies by almost 80 %, with 180 billion dollars 

provisionally allocated over 10 years. This is neither beneficial for developing countries that 

confront harder competitions, nor good for the U.S. farmers. Corn costs 2.70 dollars a bushel to 

grow but it is sold for 1.80 dollar. The winner here is not the producers but the company buying 

the corn. U.S. is such a big country and production of certain crops is so high that the artificially 

low price in the U.S. market becomes the world market price. The farmers in developing countries 

can not compete with these prices both in the U.S. market and in the local market.84

The economic situation for the workers:  

This sector and the employment were substantially less affected by NAFTA than was expected. 

The reason, it is argued, is that rural communities are much more diversified than expected, and 

 
80 Lederman, p. 92 
81 Lederman, p. 85 
82 Giugale, p. 334 
83 Malhotra, p. 132 
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face very high transaction costs in getting their crops to the market, making prices locally 

determined and not internationally. Due to this and the impacts of the transfer from PROCAMPO, 

production actually increased.85  

Growth in the sector has been uninterrupted since the third quarter of 1998 but 

participation of the sector in total GDP has declined from 7.5 % on 1995 to about 5 % in 1999. 

Employment is still high, accounting for about 20 % of the total labor force. The divergence 

between the participation of agriculture in GDP and the employment share suggests low labor 

productivity. This productivity gap reveals low returns to primary factors and modest investment 

levels, but also hides important differences underlying the deep transformation within the rural 

sector.86

This optimistic picture is hard to combine with the situation for the poor that are mostly 

producing for themselves. The isolation from international competition is a reason that the poorest 

Mexicans are in this sector and they cannot take advantage of new opportunities offered by this 

trade reform.87 The poverty is higher between the indigenous and also concentrated in the South of 

the country.88 The indigenous are working under conditions that are harsh and have been subject 

to human rights investigations. The overall picture emerges that the poor infrastructure, 

geographical distance, and even cultural norms often isolate indigenous communities and prevent 

access to the new opportunities offered by the global marketplace.89  

The small corn farmers account for 29 % of total employment, meaning about 1.7 million 

workers.90 It is estimated that 15 million Mexican depend directly on corn. Despite the 

competition, many are continuing to produce corn but some of them can not sell all their crops and 

will not receive the income they expected.91  

Poverty is making farmers lose their farms and migrate to the cities.92 The agriculture 

minister in Mexico gave a simple solution to this problem. He said that farmers who cannot 

survive the changes must simply find other work. This will mean for many people that they have 

to migrate to the U.S.93

 
84 Malhotra, p. 124 
85 Lederman, p. 153 
86 Giugale, p. 321 
87 Lederman, p. 154 
88 Giugale, p. 323 
89 Lederman, p. 154 
90 Malhotra, p. 132 
91 McAfee, p. 28 
92 Malhotra, p. 132 
93 McAfee, p. 28 
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4.1.2 El Salvador  

Exportation and importation:  

El Salvador exports principally coffee, sugar, beer, fresh and congealed vegetables, bread 

products, limes, juice, and imports yellow corn, rice, wheat, flour of soya, grapes, apples, lactose 

products, food for pets, and other things.94 But over the last years we can see in table 3 that the 

importation has increased a lot, when the production has decreased slightly. 

Table 3. Production and importation in El Salvador (in thousands of metric tons). 

Production Importation 
Product 1990 2001 1990 2001 
Corn 603 572 31 456 
Beans 53 51 4 18 
Rice 62 38 4 68 
Total 718 661 39 542 
Source: CEPAL, 2003. 

The farming production consist of 58 % agriculture, 19 % cattle ranch (not export), and 9 

% fishing (shrimps for export), Villalona at Equipo Maiz says. In this sector the most important 

products are coffee and sugar. The exportation in agriculture has diminished from 349 million 

dollars in 1990 to 188 million dollars in 2002. From these 188 million dollars, coffee represents 

100 million dollars of the exportations.95 The earnings from exportation of coffee collapsed from 

311 million dollars in 2000 to 130 million dollars in 2001 and to an estimated 100 million dollars 

in 2002.96 Despite this collapse Villalona believes coffee is going to continue export to the U.S. 

and also sugar, frozen fruits will benefit from the agreement. The exportation of shrimps will not 

change. Producers of vegetables, pig meat, chicken, milk and cheese will be negatively affected 

because of the elimination of taxes. The mentioned products will be imported from the U.S. to El 

Salvador. Laws of sanitary ties prevent the product to go from El Salvador to the U.S.97

Tolentino at the FUNDE argues that the agriculture commerce from the U.S. to Central 

America is not complementary but competitive. Therefore there are not many possibilities for El 

Salvador to expand its exports and the import will probably increase instead. The U.S. is already 

producing all the basic grains that are consumed in El Salvador. It is possible that the exportation 

will increase in the coffee, vegetables and ethnical products. The elimination of the tariffs will 

affect negatively the former protected products; rice, sugar and chicken. These products are 

                                                   
94 Ministerio de Agricultura y Ganadería, p. 3 
95 Villalona, Equipo Maiz, agriculture 
96 Malhotra, p. 150 
97 Villalona, Equipo Maiz, agriculture 
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sensitive products which have had tariffs from 40 to 350 %. Central America is going to lower 

their tariffs, not the U.S. and the U.S. importations were negotiated through quotas. In this way El 

Salvador will have the same access to the market as they have had the last 7 years. CAFTA do not 

mean anything for El Salvador, he says, but there are no better alternatives. Central America has 

to be opened for the U.S. but the U.S. does not have to open. Another problem is the sanitary and 

phyto-sanitary subjects that were not negotiated. The disparity in the negotiation, where the U.S. is 

excluded from the program of tariff lowering, will leave the sector as a loser.98

El Salvador has a decreasing agriculture sector almost in bankruptcy but that happened 

already before the agreement was implemented. The agreement is forbidding subsidies to 

agriculture, nevertheless the U.S. are continuing to have subsidies. “Because of this we believe the 

FTA is not an agreement that is negotiated but it is an agreement designed by the U.S.”, Velado at 

the FMLN says. According to her the government is saying it is necessary to be part of the FTA 

and it doesn’t matter how. The FMLN is standing against the agreement, because the economies 

involved are unequal and there are no incentives to get closer to each other, also the FTA is not 

increasing the human development. It is possible to benefit in producing ethnic products, but the 

small farmers will not have the capacity to cultivate, package and transport the products to the 

U.S. Intermediaries that has the capacity to export may be able to benefit, but others will not 

benefit.99

Jiménez at the business organization ANEP is in favor of the CAFTA. He said the basic 

agriculture disappeared years ago but the traditional agriculture still exists. This sector will have 

problems in changing their approach and changing its cultivation. The possibility to benefit from 

the agreement is depending on the capacity to transform and on the support from the government 

and the company owners.100

From the Government’s point of view the agreement means a lot of possibilities to export. 

The demand from the U.S. market and also the demand for ethnical products from the 2.5 million 

Salvadorans living in the U.S. will increase the export. Sugar will have a yearly increase of 2 % of 

exportation and processed fruits will be demanded. The exportations in the agriculture will not 

change much, this basically because the U.S. is already El Salvador’s principle trading partner and 

the sector is already liberalized. This means that the problem between El Salvador and the U.S. is 

not a tariff problem; instead it is a nontariff problem with commercial barriers. In this area the 

 
98 Tolentino, FUNDE 
99 Velado, FMLN 
100 Jiménez, ANEP 
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FTA was not negotiated.101 The FTA, in the long term will offer to the countries of Central 

America the opportunity to elevate the competitiveness of the exportable supply.102 Also the 

elimination of the subsidies to the agricultural exports is important.103 The government also says 

that with the agreement there will be a long term, up to 20 years, of lowering duties for the 

agricultural sector. The agriculture products will have a certainty of access and mechanisms to 

reduce the risk to phyto-sanitary obstacles in the borders.104

All sectors will according to the government, with the help of the agreement, eliminate 

trade barriers and non trade barriers between the Central American countries and the U.S. The 

FTA will also establish rules of origin and mechanisms of accumulation that allows the exporters 

of the Central American countries to take advantage of the tariff preferences in the best possible 

way. The FTA will apply in transparent form and effective technical, sanitary and phyto-sanitary 

measures, with the object of assuring that the same ones do not become restrictive measures of the 

commerce between the countries of Central America and the U.S. and considering the obligations 

of the parts within the framework in the respective agreements of the WTO. Effective protection 

of the rights of intellectual property that takes in consideration the differences in size and 

development in the economies between the Central American countries and the U.S. is also a 

concern for the government.105   

International influence:  

The FDI has been diminishing and the existing investment is basically only to buy public 

companies, not new companies, according to Villalona. This is because the market is small, and 

there is bad infrastructure, no qualified work force, and no legal, political or personal security. The 

FDI will not be important but it is possible that MNE will benefit and buy land to create fruit 

plantations.106 The agreement has something called national treatment. This means that if an U.S. 

company installs a company in El Salvador, this company should have the same treatment as a 

Salvadoran company. The company can bring raw materials and then export the products. It does 

not have to transfer technology, and they don’t have to reinvest the profit. The only thing they 

cannot do is to bring raw material from another country outside the agreement.  

 
101 Hernández, Ministry of Agriculture 
102 Ministerio de Agricultura y Ganadería, p. 24 
103 Ministerio de Economía, p. 12-14 
104 Principales Beneficios del TLC con Estados Unidos, www.minec.gob.sv 
105 Ministerio de Economía, p. 12-14 
106 Villalona, Equipo Maiz, agriculture 
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One of the mayor arguments for signing a FTA is that it will bring FDI. At FUNDE 

Tolentino says it can be true in certain measures. The country had a privatization phase which was 

very profitable for the foreign investors. The FDI diminished when the privatizations stopped, 

inclusive in the assemblies. With the FTA it will probably be more legal predictability and 

stability for the investors but there are still problems with violence and other factors. Tolentino is 

saying that the FTA is not important for the technological transfer. The poultry and lactose 

industry have a relatively good economic situation and capacity for investments and therefore 

have the possibility to use technological transfers. The FTA is basically negotiated by the 

multinational companies. It is the interests of the North American conglomerations that are 

reflected in the sugar, poultry and lactose industry. If they want to open a market, the market is 

opening. For Central America it is an ideological interest to expand the politics of free market.107

There is no obligating of technological transfers through the FTA. The Salvadorans, 

Velado at the FMLN says, doesn’t know which resources they have and MNE will come and 

patent these resources. The agreement doesn’t take in consideration the knowledge the farmers 

have about their cultivation and it doesn’t recognize the value they have about their resources. 108

Jiménez believes that FDI will increase but it is difficult to say how much. The influence 

of the MNE will not increase because they have already come to El Salvador. This goes for all the 

sectors. The agriculture has almost no technology and because of that they probably will have.109

The FTA will make it possible to elevate the competitiveness of the exportable supply and 

diversify the supply, Hernández at the Ministry of Agriculture believes. Through specialization, 

the FDI will improve. But there are challenges especially for the sensitive parts of the sector. 

Through investments it is possible to achieve an aggregated value. For example, if the U.S. puts a 

plant in El Salvador there will be both employment and technological transfer.110 The FTA will 

also bring a normative frame that protects the investment and also promotes a stable and safe 

climate for the business.111

Institutions: 

According to Villalona we can expect a massive bankruptcy of producers of basic grains like rice 

and beans. This is because of lack of credits, no institutes that support the sector, and no subsidies 

like in the U.S. The dependency on the U.S. is increasing, the importation of corn increased from 

 
107 Tolentino, FUNDE 
108 Velado, FMLN 
109 Jiménez, ANEP 
110 Hernández, Ministry of Agriculture 
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6 % to 43 %. The production of rice has diminished from 62 000 tons to 29 000 tons and 86 % of 

the consumption is now imported. The U.S. farmers have larger productions and are more 

productivity, have better machinery, credits, governmental support, emergency funds, and risk 

systems, than the Salvadoran farmers. The subsidy in the U.S. is even higher than the GDP of El 

Salvador. The sector needs to pass through a transition but Villalona is saying that this type of 

transition is not so easy. Some institutions are trying to convince people to produce fruits instead 

of corn but the problem is that you need more land to produce fruits than corn. Also the people are 

poor; they don’t have the capacity to make the change. Only the MNE will produce fruits.112   

The tariffs were the only type of support the Salvadorans had, but with the FTA this 

support will be lost. Only 1 % of credits from the government go to the sector. To be able to 

compete, Tolentino (FUNDE) says, the sector needs to know how to commercializing their 

products.113

For a well functioning economy El Salvador has to import institutions, according to 

Jiménez (ANEP). This will help make the market more transparent and decrease the 

differences.114     

The Government is saying that the private sector can do something with the opportunities 

to trade; the Government can only open doors for negotiation. The small producers have to 

associate themselves to be able to compete. The transition for sensitive products is of great 

concern for some people in the sector. To handle this there is a gradual tariff lowering. Also there 

is something called special agricultural safeguards. This means that when the importation of one 

product surpasses the negotiated volume automatically El Salvador can increase the tariff. New 

ways of producing is also important.115 The FTA will take care of the transparency, legal security, 

fortification of institutions, communications with the civil society, and it will be possible to attract 

investments, both national and foreign, according to the government.116

The economic situation for the workers:  

The farmers in the sector, according to Villalona and Tolentino at Equipo Maiz and FUNDE, will 

go bankrupt, sell their land and emigrate. These people don’t receive any yield and many are 

living on remittances. The emigration has been a successful exportation because the people have 

 
111 Ministeria de Economía, p. 12-14 
112 Villalona, Equipo Maiz, agriculture 
113 Tolentino, FUNDE 
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sent back about 250 millions of dollars; it is more than the total export. There are 340 000 families 

receiving remittances, 60 % are living in the countryside.117 The people that are staying in the 

country will probably move to the cities, where especially the women will work in the assemblies 

and the others will become part of the informal sector. Small business of surviving will increase in 

this way. This is not something the Government wants, they want that the people emigrate so they 

can send money back home. Only 40 % of the people have a job, of the other 60 %, 10 % are 

unemployed and the other 50 % is living on what is possible.118

Employments will be lost through the FTA. The solution to this is more emigration to the 

U.S., in other words, “…the Salvadoran population has no future in its country”, Arias at the 

FMLN says.119 Also the FTA will make El Salvador and Central America a “labor paradise” for 

the MNE because they can exploit the workers.120 The FTA is saying that the labor rights should 

be respected in each country’s legislation. The labor norms are very unbalanced for example the 

minimum wage is 5 dollars per day in El Salvador and 9 dollars per hour in the U.S. The respect 

for the labor rights is an obligation in the constitution but in practice this is not fulfilled. The 

emigration is a problem; the majority of the emigrating Salvadorans are illegal.121  

The labor sector is very bad organized in all three sectors says Jiménez. This because the 

labor unions are not part of the labor culture and the labor unions are mostly associated with a 

party. Many workers will probably end up in the informal sector. In this sector there is no social 

security and the salary is below the minimum wage.122   

The increased investment will lead to more employment according to Hernández at the 

Ministry of Agriculture. More employment means more income, with higher incomes children can 

go to school and then the country will have a higher skilled work force.123 The government of El 

Salvador is expecting that with increased trade it will be possible to fight the poverty through 

more and better employments that in turn will secure the sustainability of the democracies.124 The 

FTA will establish a frame of norms and principles for all the sectors to promote the protection 

and the fulfillment of the rights of the workers.125   

 
117 Villalona, Equipo Maiz, agriculture 
118 Villalona, Equipo Maiz, agriculture 
119 Arias, p. 9 
120 Arias, p. 43 
121 Velado, FMLN 
122 Jiménez, ANEP 
123 Hernández, Ministry of Agriculture 
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4.1.3 Comparison between Mexico and El Salvador 
The case of Mexico and El Salvador on agriculture will here be compared. In table 4 Mexico’s 

experiences is first presented, divided in the four themes as above and then El Salvador is 

presented. El Salvador is divided also in the four themes but also in two groups. One group is 

considered to be against the agreement and the other group is considered to be in favor. 

Table 4. Comparison between Mexico and El Salvador on the agriculture. 

MEXICO 
Exportation and importation 

• Domestic production and trade increased 
• Huge inflow of U.S.-made products 
• Deteriorated current account 
• U.S. is more efficient and use economies of scale 
• Big winners are the U.S. farmers 
• Sorghum, sesame seeds, barley, beans, corn, cotton, soy and sunflower enters duty-free 
• Sensitive products had tariff rate quota 
• Mexico improved access for fruits and vegetables 
• Corn most important product – Mexico got more inflow 
• The biodiversity agriculture is disappearing 
• Sector is disconnected form the economy 
• Great potential for trade expansion 
• Expanded its agriculture export to the U.S. 

International influence 
• Increased FDI 
• Not enough technological progress 
• Not enough R&D 

Institutions 
• Ample support but inefficient before the NAFTA 
• Reform of agriculture support programs 
• PROCAMPO – help farmers to face the competitions and transition 
• Alianza para el Campo – government effort to finance productive investment  
• U.S. Farm Bill and farm security 
• Prices lower than production cost 
• Mexico can not compete with the artificial prices 
• The support is not like the U.S. support 
• U.S. high subsidies 

Economic situation 
• Less effect on incomes of emigration than expected 
• Can take advantage of new opportunities 
• Indigenous are subject to human rights investigation 
• Indigenous cannot take advantage of new opportunities 
• Low labor productivity 
• Poverty is making farmers migrate to the cities 
• Farmers do not receive expected income 
• Many will migrate to the U.S. 
• Highest levels of poverty 
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EL SALVADOR 
Against the CAFTA                                                Agree on the CAFTA 
Equipo Maiz (NGO), FUNDE (NGO), FMLN (oppos.)       Government, ANEP (private sector), IADB (bank)               
Exportation and importation 
Equipo Maiz 

• Export: coffee (not affected by the FTA), 
sugar, frozen fruit  

• Vegetables, pig meat, chicken will lose due 
to sanitary ties 

FUNDE 
• Agriculture is competitive not 

complementary – increased import 
• Export – coffee, vegetables and ethical 

products 
• Sanitary and phyto-sanitary subjects 
• Agriculture will lose 
• Tariffs lowering for El Salvador is negative 
• CAFTA do not mean anything, no 

alternatives 
FMLN 

• FTA not negotiated, designed by the U.S. 
• Do not increase human development 
• Agriculture will lose 
• Small farmers have not the capacity to 

export 

 
ANEP 

• Problems with changing approach and 
cultivation 

• Rice, pig, lactose, poultry will lose  
• Possibility to benefit depend on support 

Government 
• Possibilities to export 
• Demand from the U.S. market and 

Salvadorians living in the U.S. 
• Export: ethnic products, sugar, processed 

fruits 
• Trade are liberalized through the CBI 
• There is a nontariff problem 
• Increased specialization and production 
• Tariffs lowering of 15 to 20 years for 

sensitive products 
• Elimination of trade barriers and non trade 

barriers 
• Rules of origin 
• Sanitary and phyto-sanitary subjects that do 

not restrict trade 
• Protection of intellectual property rights 

International influence 
Equipo Maiz 

• National treatment 
• No important FDI 
• MNE can benefit 
• No necessary technological transfer 

FUNDE 
• No important FDI 
• Little technological transfer 
• MNE can benefit 

FMLN 
• No obligation of technological transfer 
• MNE can patent resources 

 
ANEP 

• Increased technological transfer 
• Increased FDI 
• MNE is already in the country 

Government 
• Increased FDI and national investment 
• Increased technological transfer 

Institutions 
Equipo Maiz 

• Lack of institutions 
• No supportive institutions 
• No subsidies 
• Institutions support transition to other 

products – hard because of no capacity, only 
big companies have the capacity 

FUNDE 
• No information on how to commercializing 
• No support 

 
ANEP 

• New institutions are necessary 
Government 

• The private sector need to use new 
opportunities – the government can only 
open doors 

• Gradual tariff lowering 
• Special agricultural safeguards 
• New ways of producing 
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• No credits 
Economic situation 
Equipo Maiz 
FUNDE 

• Farmers bankruptcy – sell their land 
• Emigrate 
• Living on remittances 
• Move to the cities 
• Find jobs in assemblies or informal sector 

FMLN 
• Jobs lost 
• Emigration (illegal) 
• Bad labor rights and quality of life 

 
ANEP 

• Bad labor organization 
• Increased informal sector – no security, low 

salary 
Government 

• More and better employments 
• More rights for the workers 

Comparison between theory and empirics 

The free trade theory is saying that everyone can benefit from trade. Both the Ricardo and 

Heckscher-Ohlin theories point out that if we have two countries and both countries export the 

goods in which it has a comparative advantage, trade will benefit both countries. In El Salvador 

they think the country will not be able to use its comparative advantages and that competition will 

only mean increased import. The government although believes that there will be possibilities to 

increase the exportation. Mexico tells us that both can be true. The production and trade increased 

in Mexico but there was also a huge inflow of U.S.-made products. The current account 

deteriorated which means that the import is dominating. In the NAFTA the U.S. farmers was the 

big winners; they were more efficient and used economies of scale.  

A country can have lower productivity in all products but compared to the other country 

they will have a comparative advantage. Trade can be a way to exchange factors in countries with 

widely different factor endowments, which can clearly be seen in trade between developed 

countries and developing countries. Mexico got improved access for fruits and vegetables which 

expanded the sector, although the sector is disconnected from the rest of the economy. This is 

likely to be the case for El Salvador too because both groups in El Salvador believes vegetables, 

coffee, sugar and ethnical products will be exported.  

Over time, there will be a shift of employment in declining sectors to expanding ones. 

Thus the income distribution effects that arise because labor and other factors of production are 

immobile represent a temporary, transitional problem, something the government and the private 

sector in El Salvador think will happen. In El Salvador there is a problem in lack of institutions, 

subsidies and credits. There are institutions that support the transition to production of other 

products but the small farmers have not the capacity to do this. The private sector believes new 
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institutions are necessary, to be able to benefit, and it is important to find new ways of producing. 

The government is only saying that they can open doors and then the private sector needs to use 

the new opportunities. In Mexico they have several support programs but the support is not like 

the U.S. support. The prices are artificial due to the high support in the U.S. and Mexico cannot 

compete with them. It seems to be big differences between the countries in this aspect. The 

government in El Salvador seems not to be active in giving support as the Mexican Government. 

With the U.S. support to their farmers it can be expected to be very difficult to compete for the 

Salvadoran farmers.  

The condition to have free trade is that all the trade barriers are removed. In this agreement 

there are sanitary and phyto-sanitary subjects that reduce the possibilities to export. The 

government says that the trade barriers and non trade barriers will be eliminated and the sanitary 

and phyto-sanitary subjects will not restrict trade but it can be discussed if this really is true. 

Sanitary and phyto-sanitary cannot be other than non trade barriers which restricts the free trade. 

The market will be more effective as more efficient companies will survive and inefficient 

companies will die. In this way, resources are being directed to those plants and industries which 

possess a beneficial comparative advantage. Capital inflow in form of FDI coming from MNE will 

be possible if the MNE possess some special advantage such as superior technology or lower cost 

due to scale economies, to make it profitable to enter the domestic market. The host country can 

gain by these advantages, like technological transfers, because they can be transferred from the 

foreign country to the own country. Firms that are less efficient in the country where the MNE 

enters will lose and exit the market. The agreement will not bring any important FDI to El 

Salvador and only little technological transfer, the critical group thinks but the government 

believes the contrary. In Mexico the FDI increased but there was not enough technological 

progress and R&D. In El Salvador there are already many MNE and they will probably benefit. It 

is possible that El Salvador will have FDI, but it is a risk that less efficient companies, probably 

not the MNE, will exit the market and there will not be any technological transfer.   

The theory tells us that people will move abroad if there are differences in wage rate or 

unequal factor prices between two countries, due to technological differences, increasing returns 

to scale, imperfect competition or if there are more factors of production than traded goods. 

Different groups will benefit and lose from labor movement depending on the abundant factor. In 

El Salvador they think the farmers with the increased competition will go bankrupt and move to 

the cities where they can find jobs in the assemblies or in the informal sector or they will emigrate 

to the U.S. The people left behind will live on remittances from the people living in the U.S. The 
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government says that more and better employments will come and also more rights to the workers. 

Meanwhile the private sector believes the informal sector will increase and that the bad labor 

organization is a problem. Some says that the effect on the income from emigration was less than 

expected in Mexico but other do mean that they where highly affected. The labor productivity is 

low. Because of the artificial prices the farmers do not receive their expected income. The poverty 

has reached the highest levels which are making the farmers migrate to the cities or emigrate to 

the U.S. The farmers in El Salvador will probably migrate to the cities where they will find jobs in 

the informal sector or in the assemblies or they will emigrate to the U.S. due to the increased 

competition. It is not likely that the rights for the workers will increase because in the sector, 

where the people will find jobs, do not have good worker rights. The income seems to have 

improved for some in Mexico but the artificial prices and the lack of support for the Salvadoran 

farmers should give negative affects on the income.  

Growth can be both good and bad. If it means higher production productivity it is good. 

Reasons for higher production possibilities can be technological progress, increased supply of 

production factors or increased saving and investments. We have seen in El Salvador that it is 

likely that there will not be any important technological progress and the production factors of 

labor will probably diminish. The only thing that can increase the growth is the investment.  

External economies can give rise to increasing return to scale. A country with a large 

production in some industry will have low cost of production and in that way be more efficient. It 

is not likely that there will be any large production in this sector for El Salvador because the 

increased competition will marginalize the farmers and only MNE can compete. Even if one 

country can have disadvantageous patterns of specialization and trade, the world economy will 

benefit in taking advantage of the gains from concentrating industries. 

 
4.2 Assembly 

4.2.1 Mexico 

Exportation and importation:  

The assembly sector has been the most dynamic sector in Mexico since the early 1980s. After 

NAFTA it has expanded dramatically with export growing at an annual 20 %, it accounted for 
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almost half of total manufacturing exports.126 The sector is although disconnected from the 

Mexican domestic industry.127  

The creation of export assembly plants by U.S. firms in Mexico has increased trade in 

intermediate inputs. In 2000, the assembly plants accounted for 47.7 % of Mexico’s exports and 

35.4 % of Mexico’s import.128 Since the NAFTA it has been a huge inflow of U.S.-made goods 

into Mexico. The merchandise from the U.S. was of good quality and low price. This was due to 

the reduction in Mexico’s tariffs, U.S. governmental subsidies to its producers, a more efficient 

manufacturing, economies of scale for the large U.S. market, and imports of low price goods from 

China. All of these factors increased the imports of consumer goods in Mexico by 150 percent 

from 1996 to 2000.129 Mexico is a net importer of textiles, especially from the NAFTA partners. 

This is consistent with the discussion with the NAFTA rules of origin (ROO). Mexico needs to 

import textile from the U.S., under the NAFTA preferences, to be able to export apparel products 

back to the U.S. In this way the net export of textile from Mexico has declined.130 This structure 

does not lead to backward or forward linkages which in turn do not contribute to the industrial 

development in Mexico.131 A direct result from this U.S. policy is that all the EPZ:s production in 

Mexico and Caribbean is of very low value-added nature. In this way, locally purchased inputs are 

minimized and the activity between the zones and the local economy is limited. This does not 

contribute to a further industrialization of these countries.132  

The objective with the ROO:s is to prevent that nonmember countries can export to the 

countries with the lowest import barriers and in turn these imports could be re-exported to the 

country with the highest levels of import protection. An economic challenge posed by these ROOs 

is that they can become a vehicle for the exportation of protectionism from the most protectionist 

FTA member to the more open members.133  

Mexico’s preferences from NAFTA has been weakened because of the Caribbean Basin 

Economic Recovery Act (CBERA) that allowed in 2000 the Caribbean and Central American 

countries to export apparels duty-free into the U.S. as long as the yarn used for these manufactures 

 
126 OECD 2004, p. 36 
127 Juarez Nuñez, p. 441 
128 Hanson, p. 2 
129 Reubens, p. 60 
130 Lederman, p. 82 
131 Tardanico & Rosenberg, p. 59-61 
132 Tardanico & Rosenberg, p. 77 
133 Lederman, p. 74 
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originates in the U.S. Some similar preferential treatments to apparel have made that the NAFTA 

preferential in apparel became less important.134

Table 5. Export from EPZs. (Gross exports of EPZs/Total gross exports) 

 1990 1995 2001 

Costa Rica 6.5 12.5 47.5 
Dominican Republic 81.2 77.4 83.3 
El Salvador 12.2 39.1 57.7 
Honduras 1.7 11.8 29.3 
Mexico 42.1 38.5 46.8 
Nicaragua   0.9* 22.6 54.3 
*1992. 
Source: Lederman, p. 246 

Even if Mexico’s share of the U.S. apparel market has been growing, it is still small in 

comparison with Asia and has also competition from the Caribbean and Central America.135 From 

table 5 we can see that Mexico has had an increase in the export from the EPZs since the NAFTA 

implementation but compared with for example El Salvador, Costa Rica and Nicaragua this 

increase is very small. It is possible to see that Mexico is subject to high competition from the 

Central American and Caribbean countries.  

International influence:  

NAFTA appears to have raised the capital inflow in Mexico by raising investors’ confidence in 

the country’s commitment to free trade. Between 1980 and 1994 the FDI average was 1.3 % of 

Mexico’s GDP, while between 1995 and 2000 the average was 2.8 % of GDP. The U.S. 

constitutes two-thirds of this FDI. The capital inflows have expanded the trade in the assembly 

sector. 136 The aim with the plants is to attract FDI in a time with liberalization of international 

trade.137 With the NAFTA Mexico has get closer to its NAFTA partners in the level of 

development.138  

Several MNE are now moving their projects to China or other competitive locations in 

Asia and Latin America which can mean difficulties for the sector in the future.139  

                                                   
134 Lederman, p. 81 
135 Tardanico & Rosenberg, p. 59-61 
136 Hanson, p. 2 
137 Juarez Nuñez, p. 439 
138 Lederman, p. v 
139 OECD 2004, p. 36 
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Institutions:  

For more than 35 years of operation in Mexico, the assembly plants have received from the 

government a permanent attention in order to favor the development of its activities. Several 

factors have caused the establishment and growth of the industry assembly plant of export in 

Mexico. The support from the government has been by means the granting of stimuli for the 

temporary import without payment of taxes to import, of the tax to the added value, and of the 

compensatory quotas of the raw materials, and machinery and equipment for the accomplishment 

of their operations. There are no restrictions for the sector’s operation. The plants register in an 

open field 100% to the foreign capital, and allow installation and operation in any place in 

Mexico. The policies of promotion and operation implemented by the government have allowed 

that the assembly plant has become the most dynamic factor inside of the national industry during 

the last years.140

The economic situation for the workers:  

The employment growth in the sector has been high. In 1987 it was 0.5 % and has risen to just 

over 3 % at its peak in 2000.141 By 2002, the assembly sector employed 1.3 million workers, about 

30 % of manufacturing employment.142 The jobs in the sector are considered good jobs for 

modestly educated people but there is a rising concern for the competition of lower wages in 

Asia.143 Women represent 70 % of the labor force.144

In states in Mexico with more trade, FDI and presence of assemblies the wages are higher 

and have grown faster. On the other hand, the apparently tighter integration of wages along the 

border, in traded and non-traded industries alike, suggests an important role for emigration in 

driving the limited convergence seen so far. The wage gap has increased between skilled and 

unskilled workers, but this can be seen as an increased demand for skilled workers.145 States with 

an integrated foreign market have experienced a greater labor demand growth.146 In individual 

state the increased labor demand and raised wages; lowered unemployment, and reduced 

emigration.147 Poverty has declined a bit, probably due to some part of trade and trade has also had 

 
140 La industria maquiladora en México, www.economia.gob.mx  
141 Hale, p. 35 
142 OECD 2004, p. 36 
143 Lederman, p. 152 
144 Hale, p. 35 
145 Lederman, p. xx 
146 Lederman, p. 143 
147 Lederman, p. 146 
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positive impact on the numbers and quality of jobs.148 In the northern regions of severe 

unemployment and high emigration where assemblies are located, more jobs have been provided 

due to increased FDI.149  

Against the optimistic view there is also another view of the employment after NAFTA 

that cast doubt on the argument that NAFTA has reduced overall employment. Some argues that 

trade liberalization and NAFTA have led to decreases in certain types of employment and more 

generally to an erosion in the quality of work. Trade liberalization may have contributed to the 

rising number of informal workers, workers unprotected by social security and health benefits.150

The assembly sector is very efficient for the employers and inefficient for the employees. 

The combination of insecure conditions of employment and unpredictable wages is good for the 

employers but this for the employees means weak social policies and nonexistent rights. The 

assembly industry gives Mexico a source of employment and is an important producer of 

exports.151 According to Juárez Núñez the MNE are putting their production plants in areas with 

high poverty and unemployment. In that way they can be extremely flexible in hiring people.152

4.2.2 El Salvador 

Exportation and importation:  

According to Villalona at Equipo Maiz there are four conditions that have to be fulfilled to make 

the assemblies able to compete with China. The first one is the FTA. El Salvador has a big textile 

industry and is mainly exporting clothing to the U.S. The benefit of no taxes in this sector was 

introduced in 1983 with the Caribbean Basin Initiative (CBI). The FTA will make this to a law. 

There are not going to be an obligation that the thread and material have to have its origin in the 

U.S. so it now can be bought in El Salvador or in Central America which will reduce costs for 

transportation. Second, the project Plan Puebla Panama will improve the infrastructure. The 

project is in the whole Central America; therefore it will be easier and cheaper to transport. Third, 

is a strategy called “full-package”. This means that the whole process from the cutting of the 

material, washing the material, the work of the product to package, will be done in the same 

country. The fourth is labor flexibility that can reduce the costs of the working force. In the 

assemblies the pay is by production goal; if they do not fulfill the goal they are not paid for extra 
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hours. The companies are requesting to be able to pay rural wages. If they manage to pay the 

minimum wage of the agriculture, 83 dollars instead of 154, the cost of the working force will be 

equal to China. If El Salvador can fulfill three or four of these conditions they maybe surviving the 

competition with China. If not, many companies can go bankrupt. The FTA and the PPP is now 

marching. The full-package is also running but it will take time. The labor flexibility is increasing 

but not the reduction of the minimum wage. In the medium and long term this sector will probably 

not sustain. Many countries have the same strategies and the market will reach a top. But this is 

not a problem due to the FTA, but due to the large supplies of textile.153

Lara at FUNDE continues to say that the sector seems to be one of the winners of the 

agreement. At least some of the advantages that they had in the CBI are now guaranteed.154  In 

Lederman’s Lessons from NAFTA it is argued that in the case of El Salvador it will make a big 

difference when they move from possessing a competitive textile industry like the CBI/CBERA to 

the NAFTA. According to this report, El Salvador seems to be the only country of Mexico and the 

five Central American countries that have a comparative advantage in textiles, since it is the only 

country that systematically has had positive net exports of textiles to the whole world since the 

early 1980s.155

The challenge according to Lara is the increased competition with China when the textile 

quotas are eliminated. Hopefully the agreement will save the country from the competition. A 

problem for El Salvador is that the principle products from China are textiles. Despite that China 

has quotas and higher tariffs then El Salvador has, China is a more important participator of the 

commerce with the U.S. China has better potential, better infrastructure and a less expansive work 

force than El Salvador has. This is making the Salvadoran industry vulnerable. The assemblies in 

El Salvador have to renew its industry, to change the production system, to offer greater levels or 

processes within the assembly, but this is not something that can be done immediately.156  

The FMLN do not believe the assemblies are an ideal sector for development, but the 

contrary. This because it does not leave aggregated value, there is no technological exchange, 

there are great violations of human rights, and there is a flexible labor. In the year of 2005 China 

enters the market. The situation between China and El Salvador is not comparable because China 

 
153 Villalona, Equipo Maize, assembly 
154 Lara, FUNDE 
155 Lederman, p. 82 
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uses full-package production when El Salvador has traditional assemblies. The governments has 

had teen years to reconvert the sector, but has not yet done anything, Velado says.157

Jiménez at the ANEP says that the sector has to do the full-package production and 

specializing in the sectors where China has high tariffs. In this way El Salvador can compete.158

The assembly is a dynamic sector and a big winner, Quintero at the Ministry of Economics 

says. The FTA is a way to try to compete with for example China. The nontariff barriers that 

exists are justified he says.159 The Government says that with the FTA there will be immediate 

access for the products in the sector. In the textile and ready-made clothing sector; clothes 

produced with fabric from the U.S., thread from the U.S., assembled in Central America can be 

sent to the U.S. without paying taxes.160

International influence:  

Villalona believes it is possible the FTA can give the country new technologies. This can be new 

working instruments, new machines and also new types of raw materials from South America. The 

full-package is an innovation in the production. But in this sector the machines are rented, because 

the assembly doesn’t own the installations, the Government is the owner. The industrialist only 

install, brings the material, contract workers and is renting the machines in the country.161

The FDI has not increased but Lara at FUNDE expects that the agreement can promote the 

access of more FDI. The destinations for the FDI are the assemblies and for privatizations.162

There will not be any technological exchange Velado says at the FMLN. This and other 

things will therefore not lead to development.163

The textile industry may have technological transfers, because the sector is very tied to the 

U.S. market. According to Jiménez (ANEP) these transfers may diminish due to China. In some 

assemblies more advanced technology is necessary; in others it is not. The government is less 

obligated to the assembly because they consist of investments from abroad. The legal security 

with the agreement will increase the investments.164  

 
157 Velado, FMLN 
158 Jiménez, ANEP 
159 Quintero, Ministry of Economics 
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Institutions:  

The government is not supporting the sector because the largest growth in the last years has been 

in the services, Lara (FUNDE) says. The economy in El Salvador consist more of services then 

production. The project Plan Puebla Panama is improving the infrastructure and is an instrument 

to facilitate the FTA.165    

The economic situation for the workers:  

In El Salvador it is especially in the assembly industry where the jobs are found.166 But according 

to Villalona, the sector is not very good for the workers because of existing working violations. 70 

% of the workers are women at age less than 30. The women are not allowed to go to the 

bathroom; if they get pregnant they are fired, if they are sick they are not allowed to a medical 

consultation, etc., in other words they are exploited. The sector has been growing since the 1990s 

but the threat from China is a problem and 10 thousand jobs were lost. If they cannot compete, the 

principle effect will be unemployment. To be able to compete the companies are requesting to be 

able to pay rural wages. Now there are four different minimum wages. The Government and 

companies in the service and trade sector are paying 170 dollar per month to their workers. In the 

industry the employees are paid 158 dollar, in the assemblies 154 dollar, and in the agriculture 83 

dollar. If they manage to pay the minimum wage of the agriculture, the cost of the working force 

will be equal to China. There is cheaper working force in for example Nicaragua and some 

assemblies are now moving. Today 80 thousand is working in the assemblies. If the 

unemployment increases the informal sector and emigration will increase. 167  

Lara (FUNDE) thinks the labor theme was not negotiated in the agreement because it can 

be an instrument that can be used by the developed countries to restrict the production access. For 

the Salvadoran Government the most important was to negotiate a labor chapter that should be 

less complicated so that it would be no conflicts. In the agreement the discrimination rights are 

excluded. The majority of the workers are women and this is a right that specially affects women. 

The rights mostly violated in this sector are the union rights, health and minimum wage. The FTA 

do not allows that the U.S. defends the human rights in El Salvador. Who is going to make sure of 

the fulfillment of the rights is each party within the agreement. There are both trade and monetary 

sanctions to the one who is not fulfilling the rights. If a state is recurrent in violating labor rights 

then the countries can close the entrance to products or at least to place tariffs. The state is going 
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to try hard to pay the monetary sanctions because it means that if the companies cannot produce 

there will also be unemployment problems. The assembly is very dependent on the U.S., when the 

U.S. enters into a recession, El Salvador will be affected and the unemployment increases. The 

government is hoping a lot on the agreement, but this will not be sufficient. If El Salvador 

manages to maintain its levels of exportation to the U.S. it is possible the employment will 

increase. Today the minimum wage is about 150 dollars monthly. It is a wage that not necessary 

covers the basic basket of aliments.168  

According to Arias at the FMLN the FTA is leading to destruction of national production 

and U.S. companies will come. This will force thousands of companies to go bankrupt which will 

give losses of hundreds of thousands of employment in some sectors of services and assemblies. 

The competition with China will also lead to loss of employments. The FTA does not improve the 

respect for the labor rights either.169 In the assemblies there are great violations of human rights 

and there is a flexible labor. The flexible labor means that when there are no orders the people 

goes home and when there are orders they go to work. The wages are also very low, but Velado 

says that they do not want the assemblies to go away because it creates employment. But this kind 

of employment is not desirable and it is not of good quality.170

For both this sector and the micro- small- and medium business sector Quintero believes 

the agreement is going to give the workers more rights. Automatically with the agreement the 

employments will increase due to increased trade.171

4.2.3 Comparison between Mexico and El Salvador 

Table 7. Comparison between Mexico and El Salvador on the assembly 

MEXICO 
Exportation and importation 

• Boom in exportation in the 90s 
• Deteriorated current account 
• No backward or forward linkages which do not develop the industry 
• EPZ is low value-added 
• ROO prevent that non-member countries can export to the FTA 
• Net exporter of apparel and importer of U.S. textiles 
• Increased trade in intermediate inputs 
• Hugh inflow of U.S.-made products 
• Assembly means high export but is disconnected from the Mexican domestic industry 
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International influence 

• Increased FDI 
• Not enough technological progress 
• Not enough R&D 
• MNE moving their business to Asia and Latin America. 

Institutions 
• Support from the government in form of no payment of taxes of import, no tax to the added value, 

compensatory quota of the raw materials, machinery and equipment 
• There are no restriction for their operation  

Economic situation 
• High employment growth 
• Concern for the competition of lower wages in Asia 
• Many women 
• Considered good jobs 
• Higher wages in states with more trade, FDI and assemblies 
• Increased wage gap between skilled an d unskilled workers 
• States with increased labor demand and raised wages, lowered unemployment and reduced the 

emigration 
• FDI has reduced unemployment and the high emigration 
• Reduced poverty 
• Indigenous subject to human rights investigation 
• Low levels of literacy, low education, not every one speaks Spanish. This reduce the 

competitiveness for the indigenous 
• Rising number of informal workers with no social security and health benefits 
• The sector is efficient for the employers and inefficient for the employees. Insecure conditions of 

employment and unpredictable wages is good for the employers. Weak social security and no 
existing rights is bad for the employees 

• Big companies can use high poverty and unemployment in their way to have a flexible labor force 
 

EL SALVADOR 
Against the CAFTA                                                Agree on the CAFTA 
Equipo Maiz (NGO), FUNDE (NGO), FMLN (oppos.)       Government, ANEP (private sector), IADB (bank)               
Exportation and importation 
Equipo Maiz 

• 4 conditions for competition with China: 1) 
FTA. 2) Plan Puebla Panama. 3) “Full-
package”. 4) Labor flexibility. If this is not 
fulfilled companies will go bankrupt. 

FUNDE 
• Assemblies seems to be winners 
• Competition with China will be a problem 
• Necessary renew the industry 

FMLN 
• Assembly is not good for development 
• No aggregated value 
• Competition with China 

 
ANEP 

• “Full-package” and specializing where 
China has high tariffs – able to compete 

Government 
• CAFTA make it possible to compete with 

China 
• The textile sector is a big winner 
• Free immediate access to the U.S. 
• Elimination of trade barriers and non trade 

barriers 
• Rules of origin 
• Sanitary and phyto-sanitary subjects that do 

not restrict trade 
• Protection of intellectual property rights 

International influence 
Equipo Maiz 

• New technology to the country but in the 

 
ANEP 

• May have technological transfers 
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assembly machines are rented 
• The “full-package” is a new innovation 

FUNDE 
• A bit more foreign investment 
• Plan Puebla Panama improve infrastructure 

FMLN 
• No technological exchange 

• Investment will increase 
• MNE are not a threat, are a complement 
• Increased FDI 
• MNE is already in the country 

Government 
• Increased FDI and national investment 
• Increased technological transfer 

Institutions 
FUNDE 

• The government is not supporting 
• PPP facilitate the FTA 

 
ANEP 

• New institutions are necessary 
Government 

• (no comments) 
Economic situation 
Equipo Maiz 

• There are many jobs, mostly for young 
women 

• Working violations 
• Jobs were lost due to the competition with 

China 
• Cheaper working force in other Central 

American countries 
• If unemployment increases, the informal 

sector and emigration increases 
FUNDE 

• For the government it was important to 
negotiate a less complicated labor chapter 

• Discrimination rights are excluded 
• El Salvador is very dependent on the U.S., 

bad in a recession when unemployment can 
increase 

• If El Salvador maintain level of production 
then employment will increase 

• Wage will probably not increase 
FMLN 

• Increased unemployment due to he FTA 
and China 

• Not improved labor rights 
• Employment is not of good quality 
• Flexible labor 

 
ANEP 

• Bad labor organization 
• Increased informal sector – no security, low 

salary 
Government 

• More workers rights 
• Increased employment 

Comparison between theory and empirics 

As we have seen earlier it is the comparative advantage that shows that everyone can benefit from 

free trade. In this way trade can be a way to exchange factors in countries with widely different 

factor endowments. In El Salvador the assembly sector seems to be the winner of the agreement, 

but the competition with China will be a problem. To be able to have a comparative advantage in 

the context of high competition from China, 4 conditions should be fulfilled: 1) FTA. 2)  Plan 

Puebla Panama. 3) “Full-package”. 4) Labor flexibility. If this is not fulfilled, companies will go 
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bankrupt. The government and the private sector also believe the sector is the big winner. The 

agreement and the full-package production together with specializing where China has high tariffs 

will make it possible to compete with China. The export in the sector was booming in the 90’s in 

Mexico. Mexico becomes a net export of apparels and import of U.S. textiles. Trade in 

intermediate inputs increased. It was also a huge inflow of U.S.-made products. The assembly has 

high export but is disconnected from the Mexican domestic industry. If El Salvador can handle the 

competition with China through the help from especially the FTA, the production with full-

package and the labor flexibility, El Salvador will have a comparative advantage in this sector.  

In the assembly industry there are two types of commodity chain; traditional assembly and 

full-package production. The first one has low rates of return and low barriers to entry because 

they use imported pre-cut fabric. The second one has high rates of return and high barriers to entry 

because they do the purchase of fabric, cutting, assembly, dyeing, and finishing. While traditional 

assembly tends to create low-wage employment in isolated EPZ, full-package production tends to 

engender learning by watching, backward linkage, and industrial upgrading. In Mexico we have 

seen that this industry has benefited. The problem both in Mexico and El Salvador is that this 

industry does not leave any aggregated value and is disconnected from the economy, and therefore 

it is not good for development. In El Salvador this sector will probably benefit if they can stand 

against the competition with China and renew the industry. If El Salvador manages to do the “full-

package” production the industry will probably leave aggregated value, if not they may not have a 

comparative advantage in this sector. 

To be able to change the way of production, the support from the government is important. 

In El Salvador the government is not supporting the sector. The private sector says it is necessary 

to develop new institutions to be able to compete. In Mexico, on the other hand, the support from 

the government was in form of no payments of taxes on import, no taxes to the added value, 

compensatory quota of the raw materials, and no payments of machinery and equipment. It would 

be easier for the industry in El Salvador to expand the sector if they got the same support as 

Mexico and if they got new institutions.  

Capital inflow in form of FDI coming from MNE will be possible if the MNE possess 

some special advantage such as superior technology or lower cost due to scale economies, to make 

it profitable to enter the domestic market. The host country can gain by their advantages because 

they can be transferred from the foreign country to the host country. There will probably not be 

any new technology in El Salvador because the machines are rented. There will be a bit more FDI 

and the PPP will improve the infrastructure. On the other hand the government thinks the FDI will 
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increase and there will be technological transfer. They also say the MNE will not be a threat; they 

are a complement that already exists in the country. In Mexico there was an increased FDI but not 

enough technological progress and R&D. The MNE are moving their business to Asia and Latin 

America. Therefore it is possible El Salvador will receive more MNEs which in turn mean more 

FDI. But the structure of the sector will not give any technological transfer.  

The theory tells us that people will move abroad if there are differences in wage rate or 

unequal factor prices between two countries, due to technological differences, increasing returns 

to scale, imperfect competition or if there is more factors of production than traded goods. For the 

Salvadoran government it was important to negotiate a less complicated labor chapter. 

Discrimination rights are excluded, although there are working violations. There are many jobs, 

mostly for women in this sector, but jobs have been lost due to the competition with China. The 

unemployment will probably increase due to the FTA and the competition with China. If that 

happen the informal sector and emigration will increase. The government believes the 

employment will increase and there will be more worker rights. The private sectors although 

believes, that the labor unions are bad organized and the informal sector will increase. In Mexico 

it was high employment growth but there is a concern for the competition of lower wages in Asia. 

It has been an increased wage gap between skilled and unskilled workers. The poverty has been 

reduced and the FDI has reduced the unemployment and the high emigration. The sector is 

efficient for the employers and inefficient for the employees. Insecure conditions of employment 

and unpredictable wages is good for the employers. Weak social security and no existing rights are 

bad for the employees. There are a rising number of informal workers with no social security and 

health benefits. MNE can use high poverty and unemployment in their way to have a flexible 

labor force. It will probably be labor movement in El Salvador due to differences in technology 

and wages. We can expect that the same situation for the employers and the employees exist in El 

Salvador. This is especially bad for the employees, and especially women, who have no worker 

rights. The employment growth is hard to analyze. It is possible to believe the employment growth 

will increase if the sector can compete with China and if the FDI increases. On the other hand if 

the sector cannot compete with China the unemployment will increase. In Mexico we have also 

seen that the informal sector has increased, which means unemployment in the formal sector. If 

the MNE use the flexible labor force, the employment rate will increase but still the competition 

with China is a problem and probably also the informal sector and emigration will increase.  

Reasons for higher production possibilities can be technological progress, increased supply 

of production factors or increased saving and investments. Economies of scale can be applied to 
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the level of an industry. By concentrating production of an industry in few locations, the costs for 

the industry can be reduced and there can be knowledge spillover. The EPZ is an example of this 

kind of cluster but in the case of the assemblies they do not leave any aggregated value and for 

that reason it does not leave any growth. The only thing they leave is employment. A country with 

a large production in some industry will have low cost of production and in that way be more 

efficient. If El Salvador can stand against the competition with China they probably can have low 

cost of production but in this industry it is mainly MNE that is operating, not local companies. 

Even if one country can have disadvantageous patterns of specialization and trade, the world 

economy will benefit in taking advantage of the gains from concentrating industries. 

4.3 Micro-, small- and medium business (MSMB) – informal sector  

4.3.1 Mexico 

Exportation and importation:  

Higher competition due to the liberalization will increase the informal sector. When large- and 

medium firms and MNE need to reduce their cost due to harder competitions they outsource 

production to informal small firms, including home-based and self-employed micro 

entrepreneurs.172 The informal sector produces about 25 to 38 % of GDP. 173

The productive sector in Mexico has a dual structure that seems to have become 

increasingly differentiated in the wake of trade liberalization and the banking crisis of the 1990s. 

One side is characterized of an internationally competitive export sector; including assemblies. On 

the other side is a less efficient domestic, market-oriented sector, dominated by MSMB. There is 

little connection between the sectors, due partly to the import processing nature of the assembly 

industry and to the concentration of exports among a few large firms. The first sector has 

international sources of finance; meanwhile the other is more constrained by problems in the 

domestic banking sector.174

International influence:  

The agreement attracts more FDI. The MSMB located in areas with high FDI and whose clients 

are large firms will earn about 25 % more than their comparable counterparts. Firms that are 

isolated from the market and from public institutions will have problems.175   

                                                   
172 Lederman, p. 155 
173 Giugale, p. 526 
174 Giugale, p. 265-266 
175 Lederman, p. 155 
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Institutions:  

One of the reasons that this sector exist is due to lack of income support for those who cannot find 

a job in the formal sector. This means that the gap between labor supply and demand has been 

reflected in informal activities, rather than open unemployment.176  

The support from the government to this sector is more of a microeconomic agenda 

focused on the needs and constraints of the MSMBs. It can be done by increasing access to 

financing for MSMBs, and building the support infrastructures of financial services to boost their 

competitiveness. The MSMB agenda is also linked to the government’s social objectives 

(improving income-earning opportunities for the poor and promoting investment in less-developed 

regions of the country), decentralization objectives (devolving decision making and 

responsibilities to sub national governments), and public finance objectives (making better use of 

scarce fiscal resources). 

Recently it was found that Mexico has over 200 programs for the MSMB covering a wide 

array of services, including export assistance, technology upgrading, provision of information on 

markets and technologies, technical assistance and consulting services, training of labor and 

management, and supplier development programs. Many of these programs are new, having been 

initiated during the current Administration.177 The programs reach more small- and medium 

companies than micro companies. The coverage is low due to lack of information about them, 

particularly outside major urban areas.178  

The economic situation for the workers:  

When we looked at the assembly sector there was a view that high levels of FDI, trade and 

presence on assembly plants increased labor demand and raised wages, lowered unemployment, 

and reduced emigration.179 But there is another view of the employment after NAFTA that creates 

some doubt on the argument that NAFTA has reduced overall employment. Some argues that 

trade liberalization and NAFTA have led to decreases in certain types of employment and more 

generally to an erosion in the quality of work. Trade liberalization may have contributed to the 

rising number of informal workers, workers unprotected by social security and health benefits. 180

Many small manufacturers lost their livelihood when the import from Mexico to the U.S. 

only increased slightly due to the good quality and low prices of U.S. made goods and increased 

 
176 OECD 2004, p. 31 
177 Giugale, p. 267-268 
178 Giugale, p. 270 
179 Lederman, p. 146 
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import from China.181 The urban informal sector in Mexico is about 40 % of the workforces and 

accounts for about 55 % of the poor and extremely poor.182

The informal self-employed has on average a slightly higher compensation than formal 

self-employed but the informal employees have a slightly lower compensation. Roughly 70 % of 

informal workers are informal by choice and cite greater flexibility and higher returns, as the 

reason for entering the sector. But a big problem is that they do not have medical or pension funds 

which will be a problem for them in the future. Policies that seek to expand employment and 

increase productivity in the informal sector are needed.183

4.3.2 El Salvador 

Exportation and importation:  

In El Salvador there are 461 000 micro companies and 80 000 small companies. It is only 8 % of 

the small ones that are exporting; the micro companies are not exporting. They have only business 

for surviving which means that they are totally tied to the internal market. 90 % of the companies 

do not produce and are instead involved with commerce. Thus the micro companies are in 

businesses of selling food, consumption of homes, etc. in the streets.184 72 % of the MSMB are 

located in urban zones and 28 % are located in rural zones.185 In table 8 we can se that the 

majority of the micro companies are in the commerce and industry sector. The small companies 

have there main production in the personal services and commerce.   

Table 8. Distribution of the establishments by economic sector in El Salvador 2001.  

Economic sector Micro company Small company 

Industry 21.43 % 21.6 % 
Constrution 2.79 %  
Commerce (greater and smaller) 54.69 % 33.3% 
Personal services 9.41 % 45.1 % 
Restaurants and Hotels 5.77 %  
Transporta. and communications 5.17 %  
Financial services 0.18 %  
Services to other people 0.57 %  
Total 100.0% 100.0% 
Source: CONAMYPE, www.conamype.gob.sv 

                                                                                                                                                                      
180 Lederman, p. 151 
181 Reubens, p. 60 
182 Giugale, p. 526 
183 Giugale, p. 526 
184 Villalona, Equipo Maiz, MSMB 
185 Estrategia Nacional para la Micro, Pequeña y Mediana Empresa, www.cafta.gob.sv 
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The organization Association of the Small and Medium Company (AMPER) has done an 

investigation of the impact of the FTA, Villalona (Equipo Maiz) explains. They found that 

business like furniture, footwear (small that produces for the internal market), textile (that 

produces for the internal market), plastics, and serigraphy186 are at risk. It is productive companies 

that are at risk not the commercial ones. A big problem for this sector is that they can only 

produce in small scale and because of that they cannot compete. The government announced that 

there are 26 small companies that are prepared to sell in the U.S., its 26 of 80 thousand. But the 

sector will have comparative advantages from the demand from Salvadorans living in the U.S. 

They can export ethnic products, like handicrafts, candy, etc. Mainly the big companies are in the 

business of handicrafts but they do not produce; instead they buy from smaller companies and 

export. The production of handicrafts is more medium than small. Here there are also some 

barriers for trade like sanitary barriers. Another is the limitation of being able to produce in large 

scales.187   

In FUNDE they decided to study the agreement to be able to promote a more fair 

agreement, different from other that think the agreement is the best alternative. López said: “We 

do not want the FTA but the Government is going to sign it and then we have to look at where we 

can benefit.” He believes there are three asymmetries. First it is the asymmetry that the WTO 

recognizes which are differences between Central America and the U.S. Second, differences exist 

within each country in Central America. For example in El Salvador the small businesses do not 

have the same opportunities as a big company. The opportunities and the capacities to benefit 

from the agreement are different. Third, it also exist differences between the Central American 

countries, like differences in the power for the multinational companies to negotiate. This sector 

has, like the assembly sector, been affected by increased level of Asiatic products of lower prices. 

Some in the sector has for this reason stopped producing and instead commercialized the products 

coming from China. The competition with China is very difficult. The only advantage El Salvador 

has is that China has higher transportation costs. In everything else China has an advantage. A 

problem in El Salvador is that still there are many people living in areas where there are no 

communications, water, electricity, etc. In the production chain the MSMB is found in the end 

because they are the ones who transform and commercial the product and they sell it to the 

consumer of low resources. Ready-made clothing that is not in the assembly is orientated to the 

local market, the assembly is only orientated to the international market. López is saying that the 

 
186 Serigraphy is a technique of impression in textiles to colour them or to draw figures in the clothes like shirts 
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FTA means that the door for trade is open but it does not mean that you can enter, non-tariff 

barriers exist. For him the FTA is a barrier for the sector and it is increasing the difficulties to 

develop.188  

The MSMB is selling more in the local market and their supply comes from Central 

America. Jiménez (ANEP) also means that in the small and medium business the commercials 

will probably benefit and the producers will probably not benefit from the agreement. They are not 

exporting to the U.S.189

The FTA will bring positive effects. The productive sectors will take advantage of the 

agreement. These sectors are investing a lot and have good perspective. Quintero at the Ministry 

of Economics believes that if everything goes well it will lead to growth. The negotiation has been 

more successful then expected.190  

International influence:  

Villalona (Equipo Maiz) believes that there will not be any new companies that are exporting. 

Instead existing companies will produce and sell to already big companies in the country. There 

will be technological delay in the productive part of the sector. This is limiting the possibilities to 

expand, improve the machinery, and lower the price of the raw material, etc, in the business.191  

López at FUNDE also explains that it is the big companies that impose the economic 

policies in the country with respect to the sector. The MSMB on the other hand have a small 

volume of production with low levels of technology. This is making that the MSMB cannot 

develop, they need another context to develop. According to López there will only be investments 

in the assemblies. If the national politics are change it is possible the FDI can be attracted but if it 

not changed, the FTA will not generate FDI. With the FTA there is no guarantee for transfers of 

technology. It is possible that there will be some but it is not sure.192

Villacorta at the Inter-American Development Bank (IADB) believes the differences 

between Central America and the U.S. are a problem. There are differences in information, 

knowledge about the market, finance, jurisdiction and technology. The legal problem is making it 

 
187 Villalona, Equipo Maiz, MSMB 
188 López, FUNDE 
189 Jiménez, ANEP 
190 Quintero, Ministry of Economics 
191 Villalona, Equipo Maiz. MSMB 
192 López, FUNDE 
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more difficult to attract investments. In El Salvador the legal system is not functioning well, but in 

the long term there will probably be more investments.193

Jiménez believes that in some small business technology is important. The legal security 

from the agreement will increase the investments. The MNE have different products than the 

MSMB has, therefore they will not be a threat for the MSMB but a complement.194

The government calculates that this sector contributes between 25 % and 40 % of GDP, 

and represents 60 % of the non rural population with age and labor capacity. It is considered that 

more than 3 million Salvadorans belong to families who are depending on MSMB. These 

economic indicators demonstrate the great importance of the sector for the Salvadoran economy. 

Challenges that this sector must face are for example the low productivity and yield, the slow 

growth in the markets in which they operate, the limited access and deficient to financial services, 

access to services of development companies, the lack of quality, innovation and technology, the 

isolation of the companies and workers in the markets of supplies, and the limited enterprise 

culture.195 According to Quintero at the Ministry of Economics the agreement will generate more 

trade and investment in both ways; it is a win-win situation. A structural problem in bringing new 

types of FDI is education.196

Institutions:  

Villalona (Equipo Maiz) points out the problem with financing for the sector. It is not possible to 

get credits from the bank and the support from the government is very small. The sector is 

political apathetic and disconnected from the national legislation. The government has financial 

problems like the external debt that is about 42 % of the GDP which means that it hit the limit for 

the World Bank. Thus, they have no capacity to extend their resources. The sector has its own life, 

while it is growing the state have fewer problems. The sector is going to be the same if not the 

politics are change. The government wanted to integrate this sector in the formal sector but there 

are no good institutions to make this change. The problem is not the FTA; instead it is a question 

of a financing problem.197  

López (FUNDE) agrees with Villalona and says that the problem is not the FTA; it is the 

bad way to make economic policy in the country. The tariffs for industry products are already low 

so the agreement will not change the situation very much. The economic policy prevents the 

 
193 Villacorta, BID 
194 Jiménez, ANEP 
195 Estrategia Nacional para la Micro, Pequeña y Mediana Empresa, www.cafta.gob.sv 
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businesses to take advantage of the opportunities that the FTA can bring and they can protect 

themselves better from the threats that can come. He claims that the sector has support from the 

government but they do not have a strategy how to develop the sector.198

The IADB is supporting the countries in the agreement. They are taking several actions. 

For the MSMB they have a project to surpass the nontariff barriers, making it possible for them to 

benefit from the FTA.199  

The MSMB needs unequal treatment to help the economic development, something that is 

not possible. The FTA has something called equal treatment which means that a sector in El 

Salvador has to be equally treated as the same sector in the U.S. and conversely. The MSMB do 

not exist, what’s existing is business of survival. Thus to convert the business of survival into 

MSMB the state has to give support, Velado (FMLN) believes.200

The economic situation for the workers:  

This sector is integrated by people, especially women, who have lost their work in the country or 

in the city, and other people that don’t find a job. Villalona says that the impact of the FTA will 

not be directly. It will cause unemployment in the country and provoke emigration to the cities 

and this will affect the micro companies. It will increase the number of companies in the sector 

when more people get unemployed. Problems for this sector are that it is lacking social security, 

there are no contracts, no security, and no pensions; in other words it is the informal sector.  The 

sector is not benefiting from the FTA but neither losing. But it is possible that the sector will 

increase because of the emigration from the country into the city.201

López (FUNDE) also emphasizes the emigration problem. 90 % of the micro business is 

self-employment. The FTA will not improve the situation of the incomes. One alternative for the 

workers in the sector is that they will go to the U.S. or they will put up a business and save money 

to be able to go to the U.S. Many that are working in the ready-made industry is going to work in 

the assemblies because the wage is higher and this make it difficult for the local ready-made 

clothing producers to find good working force.202

Lara at the FUNDE also explains the effects on the employment. Employment will be 

generated first in trade, then in industry and last in agriculture. The most vulnerable sector is the 
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farming and for them the only alternatives is the informal sector or to emigrate. The 

unemployment is increasing the informal sector or making people emigrate. Between 1990 and 

2000 the Salvadoran population in the U.S. almost increased by 65 %. The big source to 

employment is the informal sector. In 2002 the formal employments had zero growth in the urban 

areas but the informal employment had a 1.1 % growth. This year 49.7 % of the population was 

working in the informal sector and the women represented 52.5 % of the total workers in the 

sector. More and more women are working in this sector.203  

In general it is observed, a predominance of women in the micro companies, near 64 % are 

women. The micro companies’ activity almost represents the unique labor occupation for 89 % of 

the industrialists. 204

4.3.3 Comparison between Mexico and El Salvador 

Table 9. Comparison between Mexico and El Salvador on the MSMB. 

MEXICO 
Exportation and importation 

• Competition increases informal sector 
• Deteriorated current account 
• Productive sector has a dual structure – export sector (assemblies) and market-oriented sector 

(MSMB). There is little connection between them. 
International influence 

• Small firms will have problem. FDI goes to big companies 
• Increased FDI 
• Not enough technological progress 
• Not enough R&D 

Institutions 
• Over 200 programs for MSMB covering many services. Reaches more small- and medium 

companies than micro companies.  
Economic situation 

• Rising number of informal workers 
• Many small manufacturers lost their livelihood 
• 40 % of the workforce is informal, of them 55 % are poor 
• The informal self-employed has higher compensation than formal employed but informal 

employees have lower compensation 
• No medial and pensions funds 

 
EL SALVADOR 

Against the CAFTA                                                Agree on the CAFTA 
Equipo Maiz (NGO), FUNDE (NGO), FMLN (oppos.)       Government, ANEP (private sector) , IADB (bank)              
Exportation and importation 
Equipo Maiz 

 
ANEP 

                                                   
203 Lara López, p. 20 
204 CONAMYPE, www.conamype.gob.sv 
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• Risk branches are furniture, footwear, 
textile, plastics and serigraphy 

• Production companies are at risk, not 
commercials 

• Only small scale production 
• Comparative advantage in demand from 

Salvadorians living in the U.S. 
• Difficulties are sanitary barriers and 

limitation of producing in large scale 
FUNDE 

• Three asymmetries: 1) differences between 
Central America and the U.S. 2) differences 
within each country in Central America. 3) 
differences between the Central American 
countries. 

• Competition with China, only advantage is 
the transportation cost 

• Bad infrastructure reduces competitiveness 
• FTA increases the difficulties to develop, 

with nontariff barriers 

• Selling mostly in the local market 
• Commercial will benefit and producers will 

not benefit 
Government 

• FTA give positive effects 
• Increased growth 
• Elimination of trade barriers and non trade 

barriers 
• Rules of origin 
• Sanitary and phyto-sanitary subjects that do 

not restrict trade 
• Protection of intellectual property rights 

International influence 
Equipo Maiz 

• No creation of new companies 
• Technology delay 

FUNDE 
• Small companies can not develop. Big 

companies imposes the economic policies 
• No FDI 
• No guarantee for technology transfers 

 
IADB 

• Differences between Central America and 
the U.S. is a problem 

• Legal problem makes it difficult to attract 
investments 

ANEP 
• Increased FDI 
• MNE is already in the country 

Government 
• Important sector for the economy 
• Faces challenges 
• More trade and investment 
• Problem for new types of investments is 

education 
• Increased FDI and national investment 
• Increased technological transfer 

Institutions 
Equipo Maiz 

• No credits 
• Support is very small 
• Sector is political apathetic and 

disconnected from the national legislation 
• The problem is not  the FTA, it is  the bad 

institutions 
FUNDE 

• The problem is not the FTA it is the 
economic politics 

• There are support but no strategy how to 
develop 

 
IADB 

• The Bank is supporting 
ANEP 

• New institutions are necessary 
Government 

• The sector need unequal treatment, but not 
possible  

• To covert the business of survival into 
small business , the state has to give 
support 
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Economic situation 
Equipo Maiz 

• Many women 
• The FTA will cause unemployment and 

emigration to cities which affect the sector 
• Lack of social security, no contracts, no 

pension 
• Not benefiting or losing 

FUNDE 
• The economic situation will not be 

improved 
• Emigration 
• Increasing informal sector 

 
ANEP 

• Bad labor organization 
• Increased informal sector – no security, low 

salary 
Government 

• More workers rights 
• Increased employment 

Comparison between theory and empirics 

The free trade theory tells us that a country can have lower productivity in all products but 

compared to the other country they will have a comparative advantage. Trade can be a way to 

exchange factors in countries with widely different factor endowments, which can clearly be seen 

in trade between developed countries and developing countries. In the MSMB sector in El 

Salvador it is the productive companies that are at risk and not the commercials. Some branches at 

risk are furniture, footwear, textile, plastics and serigraphy. The competition with China is a 

problem. The bad infrastructure in El Salvador also reduces the competitiveness. The only 

advantage El Salvador has is the demand from Salvadorans living in the U.S. and the 

transportation cost. For the government this sector is very important for the economy. They 

believe the FTA will give positive effects and increase the trade. The sector is selling mostly to the 

local market and it is the commercial ones who will benefit, not the productive ones. In Mexico 

the productive sector also has a dual structure; the export sector which consist of the assemblies 

and the market-oriented sector which consist of the MSMB. There is little connection between 

them. Thus, the sector will only have an advantage in the demand from Salvadorans in the U.S. 

There will not be any important export due to the local oriented market structure. Likely the 

competition for the productive companies will mean that some will close their business.  

Over time, there will be a shift of employment in declining sectors to expanding ones. 

Thus the income distribution effects that arise because labor and other factors of production are 

immobile represent a temporary, transitional problem. To be able to manage this problem it is not 

the FTA that is the problem but the lack of good institutions. The support from the government in 

El Salvador is very small and there are no credits. The government is also agreeing on that to be 

able to convert the business of survival into small business the state has to give support. The 

IADB is supporting financially. The private sector also believes new institutions are necessary.  
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Mexico has over 200 support-programs, covering many services, but reaches more small- and 

medium companies than micro companies. El Salvador should have the same kind of support as 

Mexico but this seems not to be the case and the transition will be hard. 

The condition to have free trade is that all the trade barriers are removed. But in El 

Salvador they believe that the FTA increases the difficulties to develop because of the nontariff 

barriers. The government says on the other hand that trade barriers and non trade barriers will be 

eliminated and that those sanitary and phyto-sanitary subjects that do exist, will not restrict trade. 

It is possible to believe that the non tariff barriers that exist will in some way restrict trade.  

The market will be more effective as more efficient companies will survive and inefficient 

companies will die. In this way, resources are being directed to those plants and industries which 

possess a beneficial comparative advantage. Capital inflow in form of FDI coming from MNE will 

be possible if the MNE possess some special advantage such as superior technology or lower cost 

due to scale economies, to make it profitable to enter the domestic market. The host country can 

gain by these advantages because they can be transferred from the foreign country to the host 

country. Firms that are less efficient in the country where the MNE enters will lose and exit the 

market. In El Salvador it is the big companies that impose the economic policies. There will not be 

any creation of new companies and the small companies will not be able to develop. It is no 

guarantee for FDI and technological transfer. The sector is political apathetic and disconnected 

from the national legislation which make the possibilities to receive FDI difficult. The government 

believes there will not be any greater changes because MNE already exist in the country. The FDI 

will increase but a problem for new types of investment is lack of good education. Also, IADB 

points out that the legal problem makes it difficult to attract investments. Further they believe that 

there will be increased technological transfer which will reduce the differences between Central 

America and the U.S. In Mexico the FDI increased but it was oriented to the MNE and that was a 

problem for the MSMB. Another problem was that it was not enough technological progress and 

R&D. We can believe that in El Salvador there will be FDI but only directed to the MNE which 

perhaps is because of no legal security. The MNE will not leave important technological transfer 

to diminish the differences between the countries.  

The theory tells us that people will move abroad if there are differences in wage rate or 

unequal factor prices between two countries, due to technological differences, increasing returns 

to scale, imperfect competition or if there is more factors of production than traded goods. 

Different groups will benefit and lose from labor movement depending on the abundant factor. In 

El Salvador there are many many women working in the sector. The workers have a lack of social 
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security, contracts and pensions. The FTA will cause unemployment and emigration to the cities 

which will affect the sector. The sector will neither lose nor benefit. The ones that will get 

unemployed will end up in this sector or will migrate to the U.S. The government in El Salvador 

thinks the employment will increase and that there will be more workers rights. The private sector 

also believes the informal sector will increase, and that the bad organized labor unions are a 

problem. In Mexico the informal self-employed have higher compensation than the formal but the 

informal employee has low compensation. It is a rising number of informal workers. 40 % of the 

workforce is informal workers and 55 % of them are poor or extreme poor. The unemployment in 

El Salvador will increase in this sector and will increase the emigration to the U.S. A problem is 

the bad rights for the workers which will probably not improve.   

Growth can be both good and bad. If it means higher production productivity it is good. 

Reasons for higher production possibilities can be technological progress, increased supply of 

production factors or increased saving and investments. Economies of scale can be applied to the 

level of an industry. The government of El Salvador thinks the growth will increase but other 

believes this will not happened due to a limitation of producing in large scale. We have seen that 

there will not be any technological progress but there will be FDI. For this reason it is hard to say 

what will happen but we can believe that the MNE will have growth but small companies will not.  

4.4 Employment and emigration 

In the three sectors the effect on the economic situation for the workers is considered. Here the 

experiences from Mexico will be further discussed to see what is happening to the workers. It was 

supposed that the NAFTA would decrease poverty, increase low wages, and Mexico and the U.S. 

would get closer together.205 The aim was to improve the FDI in plant and equipment in Mexico 

and it was desired in that way that the movement of labor across the borders into the U.S. was 

supposed to decrease.206  But a negative point of view says that the real wages has actually 

decreased with 7 % than before the NAFTA and the number of people in poverty has grown from 

62 million to 69 million. Also the people crossing the border illegally have doubled. The transition 

for the farm sector has been difficult now when the tariffs are totally phased out. In the 1990s 

there was a rapid employment growth in the assemblies that is fading fast. The MNE are now 

turning their production to China where for example labor rights are repressed.207  

 
205 Committee on Foreign Relations, p. 71 
206 Lederman, p. 117 
207 Committee on Foreign Relations, p. 71 
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The country is today in a transition. There are no longer comparative advantages of low 

costs of labor and production of raw materials. These factors are being replaced by a greater 

investment in research and development, and technological innovation. The structural changes 

being made in Mexico are to strengthening the MSMB. The MSMB will be the engine for the 

growth in this century.208 The reallocation of labor between the sectors has not been difficult due 

to a flexible labor market and low unemployment at the signing of the NAFTA.209 

The liberalization of barriers to foreign trade and investment appears to have contributed to 

an increase in the relative demand for skilled workers in Mexico. Recent literature suggests that 

tariff reductions increased relative wages for skilled workers, increased FDI raised the relative 

demand for skilled labor, and tariff and quota reductions altered inter-industry wage differentials. 

Mexico’s economic opening thus appears to have raised the premium paid to skilled workers.210 

MNE and firms in export-intensive sectors appears to have relatively strong demand for more 

skilled labor and appear to place a premium on locating in regions with relatively high-quality 

transportation and communication infrastructure. It is likely to be skilled workers who benefit first 

and in particular those living in larger cities, or near international ports or airports. Less-skilled 

workers and workers in regions with relatively poor access to foreign markets have fared poorly. 

At least in the initial periods of adjustment to trade reform, the effects of greater economic 

openness appear to be greater dispersion in wages. This is an unfortunate message for a region 

with already high levels of inequality. 211

There are strong positive correlations between wage growth and the share of FDI and 

between wage growth and the share of imports in state GDP. It appears that states with greater 

exposure to MNE and/or with greater exposure to foreign trade enjoyed higher wage growth in the 

1990’s. Migration abroad puts upward pressure on wages in the region from which workers were 

drawn. The regional characteristics that matter for wage in Mexico during the 1990’s appear to be 

those related to regional exposure to foreign trade, investment, and emigration.212  

Total employment rose between 1991 and 2002 with roughly 10 million, an annual rate of 

2.5 %. The last 11 years the agriculture sector has lost 1 million jobs and a total of 11 million jobs 

were created in the non-farm economy. Over the same period 2 million jobs were created in the 

informal sector reaching 10.5 million people in 2002. If we include people employed by 

 
208 Secretaría de Economía, www.economia.gob.mx 
209 Lederman, p. xxi 
210 Hanson, p. 27 
211 Hanson, p. 28-29 
212 Hanson, p. 24-25 
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enterprises of household, about 7.5 million more people would need to be added into informal 

employment (and 54 % of non-farm employment). By 2002, informal labor is estimated to have 

reached 18.5 million persons, its share in employment having also slightly risen.213    

Table 10 shows the distribution of employed individuals across industries in 1990 and 

2000. The major change in industrial specialization over the period was a decline in employment 

in agriculture and mining. The sector’s share of male employment fell from 28.9 % to 20.7 % due 

in part to the reform of the land tenure system in Mexico and the break-up of rural cooperative. 

Manufacturing’s share of total employment remained steady over the 1990’s at around 20 %. 

Table 10. Distribution of Employment across Industry 

Industry Males Females 
 1990 2000 1990 2000 
Agriculture, Mining 28.9 20.7 3.5 4.7 
Manufacturing 20.7 20.0 20.5 19.3 
Trans, Comm., Elect, Water 6.6 7.7 2.2 2.3 
Construction 9.1 11.8 0.9 0.8 
Commerce 12.3 14.3 18.9 23.0 
Public Administration 3.8 4.2 5.1 4.5 
General Services 4.1 6.0 6.5 6.3 
Restaurants, Hotels 2.6 3.6 6.2 7.8 
Social Assistance 5.1 5.1 23.1 16.8 
Repair, Domestic Services 6.8 6.6 13.1 14.5 
Source: Hanson, p. 15 

Within regions, there has been rural-to-urban migration.214 Those who lack contacts rather 

migrate inside the country, to the northern border area, for instance, where they can find jobs in 

assemblies, or as many indigenous people, to the northern agriculture regions to work as day 

workers. Some of them may then decide to cross the border, when they have accumulated enough 

money and information. Available evidence shows that having already made an internal migration 

increases the probability of emigrating.215  

Mexican migration flows are dominated by emigration to the U.S. At least 10 million 

Mexicans live in the U.S. today and they are joined by as many as 400 000 every year. In the 

second half of the 1990s Mexico has been the country with the one of the highest emigration rate 

in the world. In 2002, 8.5 million Mexicans were living in the U.S.; it is about 30 % of the foreign 

population in the U.S.216 The reasons to migrate is primarily economically related. For example 
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the wage differentials between Mexico and the U.S. are high. A production worker in the 

manufacturing sector was earning 5 times more per hour worked in the U.S. than in Mexico.217 

Apart from wage differentials, the unsatisfactory work environment in Mexico and better 

conditions for career development in the U.S. are important drivers of the migration decision, 

rather than job availability.218 Being able to send money back to families who remain in Mexico is 

also a main reason to emigrate. 

Remittances have been multiplied by 4 between 1990 and 2002 according to Central bank 

estimates. They now provide a significant and relatively stable source of foreign exchange in 

Mexico.219 The five countries in Latin America with the highest remittances growth are Mexico, 

the Dominican Republic, El Salvador, Guatemala, and Colombia. The remittances growth has 

been 26 % annually since 1980, reaching $8 billion in 2000. For El Salvador and Nicaragua the 

remittances are the largest source of foreign exchange and in Mexico it is the third or fourth 

largest source.220 About 1.2 million Mexican households (5% of total) were receiving remittances 

in 2000. Remittances represented on average almost 40 % of their income.221 Rosenblum finds in 

his study that there is a very positive view of the possibilities with remittances and reduce 

unemployment through the emigration. But it was also a concerned for exploitation of migrants 

generally and of undocumented migrants.222 For Mexico it is more important the factor of reduced 

unemployment and in El Salvador it is more important the factor of remittances.223 Both for 

Mexico and El Salvador the problem with emigration seems to be of largest concern, followed by 

trade and economy.224  

Table 11. Important issues on the employment and emigration in Mexico.  

Employment and emigration 

• Decreased real wages 
• Increased poverty 
• Illegal emigration doubled 
• No longer advantage in low cost of labor 
• Investment in R&D and technology 
• Increased demand for skilled workers, contrary for less skilled workers – dispersion in wages 
• Trade, FDI and emigration had positive affects on wages 
• Increased employment – not in agriculture but in non-farm sectors and informal sector 
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• Rural-to-urban migration 
• Highest emigration rate due wages differentials and unsatisfactory work environment 
• Increased remittances 
• Remittances represent 40 % of income for households 
• The problem with emigration is at large concern 

Comparison between theory and empirics 

The theory about free trade says that there will be a shift of employment in declining sectors to 

expanding ones when free trade is implemented. Thus income distribution effects that arise 

because labor and other factors of production are immobile represent a temporary, transitional 

problem. The theory also explain that people will move abroad if there are differences in wage 

rate or unequal factor prices between two countries, due to technological differences, increasing 

returns to scale, imperfect competition or if there is more factors of production than traded goods. 

Different groups will benefit and lose from labor movement depending on the abundant factor.   

The real wages decreased when the free trade was implemented. At the same time the 

demand for skilled workers increased and for the less skilled workers decreased. This left 

dispersion in wages. The change means that sector with low costs of wages has no longer any 

advantage. Trade, FDI and emigration had positive affects on the wages. The employment 

increased in the non-farm sector and the informal sector but in the farm sector it decreased. Since 

the NAFTA the poverty has increased. The theory tells us that if there are large wage differences 

people will move abroad. In Mexico both the rural-to-urban migration and emigration to the U.S. 

increased. The illegal emigration doubled and Mexico has the highest emigration rates in the 

world. This is due to economic reasons, wage differential between the U.S. and Mexico and 

unsatisfactory working conditions in Mexico. The increased emigration increased the remittances. 

In Mexico the remittances represents 40 % of the income for the average household.  

 
5. CONCLUSIONS 

5.1 Results 

The crucial starting point for the thesis has been to study which predictable effects will the CAFTA 

have on different sectors in the economy in El Salvador and which effect will the agreement have 

on the people working in these sectors. The aim with the thesis has been to investigate, by using 

experiences from Mexico and interviews from El Salvador, which affects the CAFTA, will have 

on the agriculture, the assemblies and the micro, small and medium business and how the people 

working in these sectors are going to be affected. The results will also show how the 

implementation of a FTA and especially an agreement between countries with very different 
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conditions will affect a less developed country like El Salvador. It will also show how well the 

theories take into consideration the problems that the people experience. 

5.1.1 The affect CAFTA has on the three sectors 
The results for the agriculture sector show that both export and import are assumed to increase. 

Although it is possible the import will increase more due to the deterioration of the current 

account. El Salvador will probably have comparative advantages in vegetables, coffee, sugar and 

ethnical products. The problem is that the U.S. farmers have high subsidies which create artificial 

prices, and the Salvadoran farmers have no support which will make the competition hard. With 

no support there will be a transitional problem. El Salvador will probably have increased FDI but 

not any technological transfer. The FDI is going to mostly the MNE which are more efficient than 

other businesses. Less efficient companies will in this way leave the market. The rights for the 

workers will probably not improve. The income seems to have improved for some in Mexico but 

the artificial prices and the lack of support for the Salvadoran farmers should give negative affects 

on the income. The farmers will probably migrate to the cities where they will find jobs in the 

informal sector or in the assemblies or they will emigrate to the U.S. Only the investment can 

increase the growth. Other sources like technological progress and production factors of labor will 

not increase and therefore not affect the growth. There is assumed not to be any large production 

in this sector because the increased competition will marginalize the farmers in El Salvador and 

only MNE can compete. In this way, there will not be any external economies that will give rise to 

increasing return to scale.  

If El Salvador can handle the competition with China through the help from especially the 

FTA, the production with full-package and the labor flexibility, they will probably have a 

comparative advantage in the assembly sector. The full-package production can also leave more 

aggregated value. The transitional problem will not be easy when there is a lack of support to the 

sector. The MNE move away from Mexico and to Latin America and therefore it is possible El 

Salvador will receive more MNEs which in turn means more FDI. But the structure of the sector 

will not give any technological transfer. It will probably be labor movement in El Salvador due to 

differences in technology and wages. We can expect that the same situation for the employers and 

the employees exist in El Salvador as in Mexico. The sector is efficient for the employers and 

inefficient for the employees. This is especially bad for the employees, and especially for women, 

which has no worker rights. It is possible to believe the employment growth will increase if the 

sector can compete with China and if the FDI increases. On the other hand if the sector cannot 
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compete with China the unemployment will increase. In that way more people will end up in the 

informal sector or migrate. The assemblies do not leave any aggregated value and for that reason it 

does not leave any growth. The only thing they leave is employment. If El Salvador can stand 

against the competition with China they probably can have low cost of production but in this 

industry it is mainly MNE that is operating, not local companies.  

The MSMB sector will probably not have any advantage except for the demand from 

Salvadorans in the U.S. This sector is more oriented to the local market which means the FTA is 

less important because they do not export. Likely the competition from the MNE will mean that 

less efficient businesses will leave the market. El Salvador should have the kind of support that 

Mexico had but this seems not to be the case and the transition will then be hard. It is possible to 

believe that the non tariff barriers that exist will in some way restrict trade. We can believe that in 

El Salvador there will be FDI but only directed to the MNE which perhaps is because of no legal 

security. The MNE will not leave important technological transfer to diminish the differences 

between the countries. Many poor people are working in this sector and the workers rights are 

poor. The unemployment will increase in the sector and also the emigration to the U.S. The 

government of El Salvador thinks the growth will increase but other believes this will not 

happened due to a limitation of producing in large scale. We have seen that there will not be any 

technological progress but there will be increased FDI. For this reason it is hard to say if there will 

be any growth but we can believe that the MNE will have growth but small companies will not. 

In Mexico the advantage of low wages is no advantage any more and now skilled workers 

are demanded. The employment increased in the non-farm sector and the informal sector but in the 

farm sector it decreased. The poverty also increased. More people are now emigrating to the U.S. 

and the illegal emigration doubled. With more emigration, it is more remittances. This is also 

believed will happen in El Salvador.  

5.1.2 FTA between a developing and a developed country 
We have now seen the effects CAFTA will have on the three sectors. Now we look at how a FTA 

between countries with different conditions will affect a less developed country. In the NAFTA 

the U.S. farmers was the big winners, they were more efficient and used economies of scale. El 

Salvador is a very little country and can not easily compete with the U.S. or China. The U.S. 

companies and farmers have a lot of support from their government something that is a problem 

for El Salvador. This support is much greater in the developed country than in the developing 

country which means that the businesses in the developed country can easily handle a transition 
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period. Good for El Salvador is the increased investment but when it does not leave technological 

transfers and no external economies it is not so good. The result for many people is to immigrate 

to the developed country.  

5.1.3 Theories and experiences 
Last we will see how well the theories take into consideration the problems that the people 

experience. The theory of comparative advantage is not taking into account if a country is totally 

driven out of business. El Salvador is very small compared to its competitors, the U.S. and China. 

The Salvadoran economy compared to the U.S. economy is only 0.1 %. El Salvador will have 

problems in competing with these countries. The existing subsidies are not part of the free trade 

theory and this will disturb the comparative advantage and the possibilities for El Salvador to 

compete. When a change like the agreement is taking place there is usually a temporary 

transitional problem. This problem may not be temporary when there is lack of support. The free 

trade theory says that there will be no tariff barriers. In this agreement we have seen that there are 

a lot of subsidies and other non tariff barriers. The theory does not take in consideration how the 

country will be affected when there are non tariff barriers. The EPZ is a cluster of assemblies 

which normally can give cost reduction and technological spillover but the theory is not working 

on this kind of industry because these things are not happening. The theory says that increased 

FDI in the form of more MNE increases the technological transfer. This seems not to be the case 

here and the host country will not benefit in this aspect, there will not be any externalities. As the 

theory says there will be labor movement if there is technological differences and imperfect 

competition. In the theory, the informal sector probably is not considered but people will do end 

up in this sector or migrate.  

5.1.4 Investigation 
For further investigation it would be interesting to do the study ones again but in 10 years and then 

be able to see if the results here are true or false. It would also be interesting to study the FTAA, if 

it will be implemented, and then it would be possible to look both at the NAFTA and the CAFTA 

in comparison with the FTAA. An interesting problem could be to investigate the importance for 

the economy in Latin America and in the whole world if a free trade agreement like the FTAA 

would be implemented. 

When I have looked at previous researches about the theme I have seen that many studies 

is only looking at one sector or at the agreement as a whole. This has its purpose but if you only 

look at one sector it is hard to make any conclusions about the effects on the whole economy. In 
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the studies mentioned in the paragraph “previous researches” we have two example of this. When 

you look at the agreement you can make some conclusion but you cannot do a detailed 

investigation. My study is trying to do something between these types of studies. I have looked at 

important sectors for El Salvador’s economy and also the agreement. In this way it is easier to see 

what will happen in each sector and how this will affect the economy. For me it has also been very 

important to look at how the people are affected economically. In the mentioned study made by 

Schrank interviews are being used. This is also used in my study because it brings more 

information about the people’s situation. It is not a common technique in economics to use 

interviews and this also gives an interesting view of the problem.  
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http://www.ubv.se/ftaa/faktaftaa/index.htm, hämtat 20/5-04 

13. Swedish embassy in Guatemala, http://www.embajadasuecia.org.gt/, hämtat 18/4-05 
14. UNDP-Human Development Reports: www.undp.org/hdr2003/espanol, hämtat 20/5-04 
15. U.S government, Chapter one of final text, 

http://www.ustr.gov/assets/Trade_Agreements/Bilateral/CAFTA-DR/CAFTA-
DR_Final_Texts/asset_upload_file747_3918.pdf, hämtat 13/3-05 

16. U.S. gonverment, Preamble of final text, 
http://www.ustr.gov/assets/Trade_Agreements/Bilateral/CAFTA-DR/CAFTA-
DR_Final_Texts/asset_upload_file308_3917.pdf, hämtat 13/3-05 

17. Worldbank: 
http://lnweb18.worldbank.org/eca/eca.nsf/Sectors/ECSPE/2E4EDE543787A0C085256A9400
73F4E4?OpenDocument, hämtat 27/1-05 

6.4 Interviews 

1. Hernández, Noe. Alianza Republicana Nacionalista, ARENA, Ministry of Agriculture and 
Cattle ranch. Theme: agriculture, 10/12-04 

2. Jiménez, Waldo. Asociación Nacional de la Empresa Privada, ANEP. Theme: agriculture, 
assembly, MSMB, 13/12-04 

3. Lara, Edgar. Fundación Nacional para el Desarrollo, FUNDE. Theme: assembly, 9/12-04 
4. López, Hugo. Fundación Nacional para el Desarrollo, FUNDE. Theme: MSMB, 8/12-04 
5. Quintero, Juan Gabriel. Alianza Republicana Nacionalista, ARENA, Ministry of Economics. 

Theme: assembly, MSMB, 30/11-04 
6. Tolentino, José Ángel. Fundación Nacional para el Desarrollo, FUNDE. Theme: agriculture, 

14/12-04 
7. Velado, Margarita. Frente Farabundo Martí para la Liberación Nacional, FMLN. Theme: 

agriculture, assembly, MSMB, 14/12-04 
8. Villacorta, Guillermo. Inter-American Development Bank. Theme: agriculture, assembly, 

MSMB, 8/12-04 
9. Villalona, Cesar. Asociación Equipo Maíz. Theme: agriculture, 22/11-04 
10. Villalona, Cesar. Asociación Equipo Maíz. Theme: assembly, 23/11-04 
11. Villalona, Cesar. Asociación Equipo Maíz. Theme: MSMB, 23/11-04 
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APPENDIX 1 

LAND REPORT OF EL SALVADOR  
 

 

Land:   El Salvador                                                                                     
Capital:   San Salvador 
Language:   Spanish 
Population:  6,587,541 (July 2004 est.)  
Religion:  Roman Catholic 83 % 
Area:   21,040 sq km  
Location: Central America, bordering the North Pacific Ocean, between 

Guatemala and Honduras  
Government type:  Republic  
President:   Elias Antonio Saca, ARENA (since 1 June 2004) 
Vice President:  Ana Vilma de Escobar (since 1 June 2004) 
Minister of Economics: Yolanda Mayora de Gaviria  
Political parties:  Christian Democratic Party or PDC, United Democratic Center or 

CDU, Democratic Party or PD, Farabundo Marti National Liberation 
Front or FMLN, Liberal Democratic Party or PLD, National Action 
Party or PAN, National Conciliation Party or PCN, National 
Republican Alliance or ARENA, Social Christian Union or USC, 
Social Democratic Party or PSD 

Currency:   US dollar (USD) 
Inflation:   2.1 % (2004 est.)   
GDP:   purchasing power parity - $30.99 billion (2004 est.) 
GDP/capita:   purchasing power parity - $4,800 (2004 est.) 
GDP-growth:  1.4 % (2004 est.) 
Unemployment:  6.5 % - but the economy has much underemployment (2004 est.) 
Population below 
poverty line:  48 % (1999 est.)  
Public debt:  43.7 % of GDP (2004 est.)   
External debt: $6.575 billion (2004 est.) 
Agriculture - products:  coffee, sugar, corn, rice, beans, oilseed, cotton, sorghum; shrimp; beef, 

dairy products 
Industries: food processing, beverages, petroleum, chemicals, fertilizer, textiles, 

furniture, light metals    
Exports partners: US 67.8 %, Guatemala 11.5 %, Honduras 5.9 % (2003) 
Export: offshore assembly exports, coffee, sugar, shrimp, textiles, chemicals, 

electricity. $3.162 billion (2004 est.)  
Imports partners: US 50 %, Guatemala 8.1 %, Mexico 5.5 % (2003) 
Import: raw materials, consumer goods, capital goods, fuels, foodstuffs, 

petroleum, electricity. $5.466 billion (2003 est.)  
 
 
Source: CIA-World Fact book 
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APPENDIX 2 

INTERVIEW QUESTIONS 
The interview questions has not been strictly asked, instead they have been suggestions to 
questions. The theme, exportation and importation, international influence, institutions, the 
economic situation for the workers and the future are more important and these themes has been 
discussed more openly. The same questions have been discussed for each interview and in all 
three sectors: agriculture, assembly and micro-, small and medium businesses. Below when it says 
sector, products, workers or similar, it is referred to the sector that was used as a subject for the 
interview.  
 
Exportation and importation: 

1. Which products of export are the most important products for the Salvadoran economy? 
How will the influence be on the export when the FTA enters into effect, both in short as 
in the long term? 

2. Does El Salvador have international comparative advantages in the sector? Can the sector 
continue to compete when the import tariffs are reduced, both in short as in the long term? 

3. How is the influence on the sector from different types of non-tariff barriers? Will this 
change with the FTA? What do you think about the subsidies to the sector in the U.S. and 
how does it affect the competitiveness?  

 
International influence: 

4. Are they going to have technological transfers? Are there possibilities to use new 
technology, both in short as in the long term? 

5. Are the possibilities to generate foreign direct investments in the area? What will this 
means to the sector, both in short as in the long term? 

6. How will the influence be of the multinational companies on the sector, both in short as in 
the long term? 

 
Institutions: 

7. Are there institutions that support the sector and the workers in the transition due to the 
agreement? 

 
The economic situation for the workers: 

8. With the agreement, how will the economic situation change for the workers? Is the 
income going to increase or decrease, both in short as in the long term? 

9. How will the influence on the employment be? If the unemployment increases, which are 
the alternatives for the people that are unemployed? Can the workers change work and 
work in another sector which are more lucrative or are there restrictions like education? 

 
Future: 

10. How does the future looks like, both in short as in the long term, for the sector and the 
workers?  

11. The sector is going to survive of disappear? If it survives, is it going to be the same as 
today or will it change?  

12. Are there a better alternative for the sector? If the agreement would have been negotiated 
in a different manner would the sector be able to benefit?  
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