TEXAS

—BUSINESS

REVIEW—

Bureau of Business Research « McCombs School of Business ¢ The University of Texas at Austin

Maquiladora
Prospects in
a Global

Environment

by Thomas M.
Fullerton, Jr.

Department of Economics
and Finance
University of Texas at El Paso

and Martha Patricia
Barrazade Anda

Ingtituto de Ciencias Socialesy
Administracion

Universidad Autbnoma de
Ciudad Juérez

heMexicanin-bond assembly, or

maguiladora, manufacturing sector
hastakenitsfair share of lumpsin
recent years. Beset by currency market
fluctuations, theindustry hasalso
experienced abusinesscycledownturn
inthe United States, intermittent border
closuresdueto international terrorism,
higher tax burdens, fiscal uncertainty,
competitionfrom offshoreassembly
plantsin China, and national legidlative
gridlock. Collectively, thesefactors
haveledto shrinking payrollsinthis
export-oriented segment in recent years
(seefigure 1l). Nevertheless, with
double-digit ratesof expansion less
likely to occur asoften asthey did inthe
past, overall prospectsfor maguiladora
operationsremaingenerally favorable
but far from optimal.

Although frequently overlooked by
many, the December 1994 deval uation
of the peso—or the“ Tequila Effect”
devauation, asitispopularly known—
can be cited asthe primary source
behind much of the recent boomin
direct foreigninvestment flowsto
maguiladoraplants. Infact, in-bond
assembly industrial parksinnorthern
Mexico fared much better than similar
plantsthroughout much of Latin
Americaand other devel oping regions.
The number of factoriesin operation
in Mexico increased from approxi-
mately 2,100 in 1994 to morethan
2,700in 1997 (figure 2). Strong growth

continued even after the peso strength-
ened, at least partially asaconsequence
of greater investor confidencein
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Figure 2
Number of Maquiladora Plants
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Assoon astherecesson
hit north of the border,
theubiquitous“Help
Wanted” bannersthat
flew outsidemajor
maquiladoraindustrial
parks disappeared
without atrace.

Mexico and its status as amember of
the North American Free Trade Agree-
ment (NAFTA).

Peso Performance

Although maquiladorawagesare
paid in pesos, manufactured products
from those plants are sold for dollars.
Sharply lower dollar-denominated
wagebillsspurred direct foreign
investment in this sector during the
mid-1990s. Asdetalledinfigure3,
average hourly wages dropped by
nearly 35 percentindollar termsin
1995 and remained below $2.50 per
hour until the peso strengthened
substantially in 1999. Sincethen, the
dollar wage ratesfor maquiladora
workershaveclimbed substantially
abovethelevelsobservedin 1994,
when the number of plantsin operation
fell by nearly 4 percent. Consistently
strong performance by the peso againgt
thedollar hasreinforced that trend.

Figure 3
Maquiladora Hourly Wages
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Sources: Instituto Nacional de Estadistica
Geografia e Informéatica and Banco de Mexico.

Note: Maquiladora hourly wages are reported in
nominal dollar equivalents and include benefits.

Giventhereal appreciation of the
peso versusthedollar, itisno surprise
that theindustry did not sustain the
rapid rates of expansion that character-
ized the mid- to late 1990s. A number

of other problems aso hampered
industrial performanceduringthis
period and contributed to the well-
publicized offshoremovementsof some
companiesaway fromMexico. Infra-
structure overload in areas such as
housing, publictransportation systems,
and the water and sewer system grids
contributed to high rates of employee
absenteeism and workforce turnover.
Continually changingfiscal rulesand
import regulations, plusadditional tax
treatment threats, al so complicated
matters during the late 1990s.

Recession, Terrorism, and Red Tape

In early 2001, the U.S. economy dlid
into arecession. That development had
achilling effect onthemaguiladora
sector for the simple reason that almost
all of itsoutput isproduced for sale and
distribution in the United States. Once
U.S.industrial activity subsidedinearly
2001, it wasquickly followed by a
“Michigan echo” effect throughout
many of thein-bond assembly industries
in Mexico. Assoon astherecession hit
north of the border, the ubiquitous
“Help Wanted” bannersthat flew
outsidemajor maquiladoraindustrial
parks disappeared without atrace.

The events of September 11, 2001,
complicated mattersfurther. The border
closures and subsequent security inspec-
tionscaused innumerabledel aysat
border crossingsfrom Brownsvilleto
San Diego. In response, many ware-
house operations began to send cargo
shipmentsnorthintruckscarrying only
20 or 30 percent loads, well below the
100 percent loads that helped reduce
transportation costs before the slow-
down. In addition to higher operating
costs, the delaysand intermittent
closureswreaked havoc on anumber of
just-in-timeinventory management
systems and produced ongoing head-
achesfor logisticsmanagers. These
complicationsgenerated large-scale
changesin cross-border traffic patterns
in El Paso and other ports-of-entry
(figures4 and 5).
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Therigidity imposed
onthe Mexican labor
market by thenational
labor code increases
underemployment and
causesthe economy to
fail toreachitspoten-
tial intermsof output
andincomes.

Figure 4
El Paso Bridge Crossings
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Figure 5
El Paso Cargo Vehicle Crossings,
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Source: UTEP Border Region Modeling Project.

Inadditiontotheobviousdifficulties
caused by international businesscycles
and global terrorism, maguiladora
managers have been forced to deal with
the specter of fiscal uncertainty. In
recent years, many different tax propos-
ashavefloated through federal, state,
and municipal levelsof governmentin
Mexico. Some of the most worrisome
have been measuresthat would have
resulted in doubl e taxation at the federal
levelsin Mexico and the United States.

In several cases, tax laws enacted since
1997 have produced substantially higher
collections. Examplesincludefederal
social security taxes, federal retirement
taxes, and state payroll taxesin Chihua-
hua. During this same period, transfer
price accounting regulationsin Mexico
havealso varied enormoudly.

Although large numbers of tax code
changes have been adopted, revoked,
proposed, changed, and distorted in
recent years, surprisingly littlehas
occurred in other regulatory areas that
affect the private sector in Mexico. The
national labor code, dating from the
presidency of Lazaro Cardenasinthe
late 1930s, wasnominally designed to
protect worker rights. However, the
rigidity it imposes on the labor market
increasesunderempl oyment and causes
the economy to fail to reach its potential
interms of output and incomes.

Similar to thelabor codein Mexico,
municipal regulatory burdensal so make
itdifficult for maquiladorasand other
businessesto operateefficiently. Navi-
gating theenormously complex business
registration red tape is both tortuous
andtricky. Oncean operationislegally
registered as part of the“formal
economy,” costs of operationsremain
higher than necessary dueto the impacts
of other administrative regul ationsthat
in-bond assembly plantsmust satisfy.
Ultimately, thefailureto obtain congres-
sional approval for those and other
market-oriented, structural adjustment
reforms hasincreased the attractiveness
of other geographically distant markets.

The China Syndrome

A principal source of Mexico’'stradi-
tional comparative advantagein global
production sharing isthe country’s
geographic proximity to the United
States. Relatively low wagesmade
[abor-intensivemanufacturingin
Mexico anatural extensionfor many
industriesfacing import competitionin
the United States. Asmanagerid
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Mexico'sfailureto
continueintroducing
market-oriented,
structural adjustments
hasallowed Chinato
play catch-up and
shrink theerstwhile
regulatory gap between
thetwo economies.

experiencewith offshoreassembly
management grew, multinational corpo-
rations began to seek other potential
plant sitesinlow-wage countries such
asHonduras, El Salvador, or the Do-
minican Republic. Eventualy, China
began to attract attention as well.

Mexico still enjoysimportant com-
petitive advantages with respect to
merchandisetransit time, transportation
costs, labor force quality, communica
tionsinfrastructure, intellectual property
protection, and access to the United
States market. Nonetheless, direct
foreigninvestment in maquiladoras
dowed intheearly 2000s asit acceler-
ated inthe Chinese manufacturing
sector. Aremorethan just cyclical
factorsat play?

Chinahasundeniably low wages.
However, thefact that anominally
communist country could trigger plant
closuresin Mexico caught many by
surprise. A mgjor factor in thisturn of
events has been the ongoing deregula-
tion of the Chinese economy during a
multi-year period of congressional
gridlockinMexico. Essentially,
Mexico'sfailureto continueintroducing
market-oriented, structural adjustments
hasallowed Chinato play catch-up and
shrink the erstwhileregulatory gap
between the two economies. To acertain
extent, excessregulatory burdensin
Mexico have negated its geographic
edge. Evenif congressional refusal to
allow Mexico's economy to operate
moreefficiently remainsintact,
maguiladorasare not necessarily headed
into an East Asian sunset.

There are several reasonsfor that
assessment. One, for relatively heavy
products with high transportation costs,
Mexicoisstill hard to beat. Two, in-
bond assembly work hasgivenway in
many segmentsto more skilled manu-
facturing processesthat rely upon an
experienced labor forcesuch asthat in
Mexico. And three, Mexico hasrela-
tively good physical transportation and
telecommunicationsinfrastructure. It
should be noted, however, that
Mexico'ssalf-inflicted erosioninthe

regulatory gap will only servetoincrease
therelative attractiveness of Chinafor
products that are not bulky and for
which warehousing requirementsare
fairly easy topredict.

Anadditional causefor limited
maguiladoraoptimism isthe prospect
for an eventual businesscyclerecovery
inthe United States. Payrollsin Ciudad
Juérez, hometo the largest concentra-
tion of maquiladoraactivity in Mexico,
historically beginrespondingwithin
sixty daysof changesinindustrial
activity on the northern side of the
border. Although areturn to rapid
growth in the United Statesis not
currently forecast, any typeof cyclical
accelerationwill amost assuredly
generatean expansionary “Michigan
echo” effect. The slow recovery cur-
rently projected for the United Statesis
projected to result in roughly 15,000
new maquiladorajobs, fiveadditional
plants, and nearly $260 million of
increased value-added in Ciudad Juarez
and Chihuahuaal onein 2003.

Fearsof theso-called“ChinaSyn-
drome” are probably exaggerated and
direpredictionsof theimmediate
demiseof themaquiladoraindustriesin
Mexico are greatly exaggerated, not to
mention clearly premature. In-bond
assembly and maquiladoraexport
service companiesdo, however, remain
hampered by excessivered tape and
fiscal uncertainty. Giventhefractious
natures of both chambers of the national
legidlaturein Mexico City, that situation
isnot likely to improve measurably at
any point intheforeseeablefuture.
Unfortunately, that circumstanceis
likely to cause M exico’seconomic
dynamo to perform at lessthan full
capacity for many yearsto come.
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Exports of Manufactures to Mexico
(U.S. total and top three states)
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Source: Office of Trade and Economic Analysis, U.S. Department of Commerce.

Exports from Texas to Mexico, 2002

Product gty ot tola
computers and electronic products 10.6 25.3
transportation equipment 6.4 15.2
electronic equipment, appliances, and parts 35 8.3
chemical manufactures 31 7.3
all others 18.2 43.6
total 41.6 100

Note: Numbers do not equal total due to rounding.

Source: Office of Trade and Economic Analysis, U.S. Department of Commerce.

Fast Facts

* Theterm* maquiladord’
derivesfrom the Span-
ishword maquilar, “to
process (gran, oil, etc.)
inexchangefor a
portion of the product.”
* Maguiladorasorigi-
nated aspart of the 1965
Border Indudtridization
Program.

» Maguiladorasimport
more than 90 percent
of thecomponents
they use.

» Maguiladorasaccount

for 49 percent of
Mexico’sexports.
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. Texas Top Import Activity by Port, January-December 2002 .
. .
: : e Trade value :
: Port city Product description (U.S9) :
: Brownsville radiobroadcast receivers, operating with an external power source as in motor 582,210,738 :
° vehicles °
. Dl Rio parts of seats 357,063,228| o
[} [}
: Eagle Pass trousers, bib & brace overalls, breeches & shorts of woven textile materials 312,973,778 :
: El Paso ignition wiring sets & other wiring sets of a kind used in vehicles, aircraft, or ships 2,398,020,651 :
[} [}
° ; transmission apparatus for radiotelephony, radiotelegraphy, radiobroadcasting or °
° Hidaigo television, incorportating reception apparatus 483,664,569 °
[} [}
: Laredo motor vehicles for the transport of persons (other than public transport) 8,669,033,175 :
. Presidio bovine animals, other than purebred breeding animels, live 54,086,788 o
[} [}
° Progreso paper sacks & bags (including cones) 5,142,241 °
[} [}
° : articles of jewelry & parts thereof, of precious metal or metals clad with precious °
: Rio Grande metals (except watches & watch cases) 85,236,297 :
[} [}
° Roma vegetable materials & vegetable products 4,608,352 °
. .
[} [}
® Source: Texas Center for Border Economic and Enterprise Development, Texas A&M International University, (http://texascenter. tamiu.edu). @
[} [}
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