
Foreign Direct Investment 

The impact of NAFTA 
The calculations presented earlie r have estimat -
ed th e stati c effect s o f change s i n tariff s an d 
non-tariff barriers , including regulatory barriers . 
In reality , th e so-calle d dynami c effect s ma y b e 
just a s importan t -  indee d a  commo n practic e 
among analysts estimating the effects o f changes 
in trade regimes is to double the stati c effects t o 
get the overall effects. The dynamic effects deriv e 
from th e incentive s t o pla n fo r futur e trad e 
expansion through investing in plant and equip-
ment i n th e sector s wher e foreig n barrier s ar e 
reduced, transferrin g technolog y an d manage -
ment skill s fro m abroad , undertakin g researc h 
into productio n technique s an d marke t oppor -
tunities, trainin g an d huma n resourc e 
development i n general. Most of these activitie s 
involve investmen t expenditure s o f on e sor t o r 
another. Like trade itself, investment designed t o 
enable future trad e expansion ma y be created o r 
diverted b y changes i n trade regimes , includin g 
multinational liberalisatio n a s under th e U R o r 
the establishment of a free trade area in NAFTA. 
It i s no t surprisin g tha t th e concern s o f th e 
Caribbean ar e as much t o do with th e diversio n 
of direct foreign investmen t to NAFTA member s 
as they are with th e direct los s of exports . 

As fa r a s th e Caribbea n i s concerned , th e 
major concer n i s diversio n o f FD I toward s 
Mexico, the principal competitor in those goods 
which the Caribbean exports . I have argued tha t 
the secto r wher e trad e diversio n i s likel y t o b e 
greatest i s apparel , particularl y appare l export s 
from Jamaica. Jamaica i s a witness t o the mobil -
ity o f internationa l appare l companies , bot h 
American and from the Far East. If conditions of 
access to the North American marke t are clearly 
more favourable, after taking into account invest -

ment costs , labou r costs , environmenta l an d 
other lega l an d socia l legislation , an d transpor t 
costs, these companies would have no hesitation 
in moving their operations, either in part or lock, 
stock and barre l to Mexico . 

A repor t o f th e Unite d State s Internationa l 
Trade Commission analyse d the extent to which 
NAFTA could affect investmen t in the assembly-
type appare l industr y i n th e CBI countries . Th e 
factors mos t often cite d a s favouring investmen t 
in Mexico over the Caribbea n were : 

cost savings from tariff-fre e entry ; 

opportunities fo r vertica l integratio n and/o r 
scale economies ; 

elimination o f quotas. 

Against investmen t i n Mexic o were th e pro -
jected appreciable changes in rules of origin which 
are no t i n al l case s mor e libera l unde r NAFT A 
than under the CBI (CARICO M 1994) 15. In th e 
most sensitive products, free trade within NAFTA 
is reserved for apparel that i s yarn-forward, tha t is 
not only must the fabric be made within NAFT A 
but th e yar n mus t b e woven withi n NAFTA . A 
lesser requiremen t i s tha t a  produc t b e fabric -
forward, tha t i s the fabri c mus t b e mad e withi n 
NAFTA (simila r to the requirement for Caribbean 
807A exports to the US). Thus, for the most sen-
sitive articles , the NAFTA rul e i s actually mor e 
demanding than the CBI rule. One of the reasons 
for th e expansio n o f 807 A export s fro m th e 
Caribbean to the US was difficulty i n meeting the 
GSP rule s o f origin . No w tha t NAFT A ha s 
imposed even stricter rules, at least for a subset of 
apparel products , i t i s perfectly possibl e tha t th e 
rules may discourage companies from Mexico and 
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encourage them to stay in the Caribbean, or if they 
are not ther e already, to invest there . 

Still, the cos t savings from tariff-fre e entr y of 
807A-type good s ma y b e quit e significan t -
Mexican producers will be saved the tariff on th e 
value-added b y th e Caribbea n assembler , o n 
average some 25 per cent of the fob value - sinc e 
the pea k rate s o f th e U S an d Canadia n tarif f 
schedules includ e disproportionat e number s o f 
items of apparel. 42 per cent of US imports of tex-
tiles and apparel faced pre-UR tariffs of over 25 per 
cent with significant number s of tariffs i n exces s 
of 40 per cent. Even after the UR tariff reductions, 
there wil l b e plent y o f U S tariff s o n appare l i n 
excess of 30 per cent . 

As regard s appare l export s subjec t t o MF N 
tariffs and , i n man y cases , MF A quotas , th e 
advantages of investing i n Mexico ar e clear cut . 
The U S an d Canadia n tariff s o n import s fro m 
Mexico wil l b e remove d withi n five  year s an d 
the MF A quota s phase d ou t ove r th e sam e 
period, roughly five years in advance of their final 
elimination unde r th e U R Fina l Act . Mexic o 
has als o had a n 807Α-typ e derogatio n o f tariff s 
on appare l assemble d fro m US-forme d an d -cu t 
fabrics. Now with quota-free export s t o the US , 
it ma y b e worthwhil e resourcin g som e o f th e 
imported fabric s i n thir d countrie s wher e th e 
cheaper materials may justify th e tariffs tha t have 
to be paid on them . 

There may also be gains from scale economies 
for firms operating in Mexico that become avail -
able a s the cost s of importing inputs , perhaps i n 
the for m o f fabrics , fall s a s the Mexica n tarif f i s 
phased out . Th e marke t fo r thes e firms  doe s o f 
course include the loca l Mexican market . 

On thos e good s wher e th e CB I i n principl e 
does give tariff-free acces s to the US and Canadian 
markets bu t tha t benefi t i s not take n up , eithe r 
because o f th e rule s o f origin , th e bureaucrati c 
costs or for other reasons, exporting to the US or 
Canada fro m Mexic o will , withi n five  years , b e 
tariff-free. I n thi s case, the advantag e o f produc-
ing in Mexico will be less clear cut because of the 
possibility tha t CB I utilisatio n rate s coul d b e 
rapidly increased . 

Investment wil l clearl y b e affecte d b y a 
myriad of other factors tha n ease of access under 
NAFTA -  fo r exampl e wag e costs , locationa l 
advantages, transportation an d other infrastruc -
ture facilities an d fiscal  and other governmenta l 
incentives. Unde r Sectio n 93 6 o f th e U S ta x 
code, U S investmen t i n th e Caribbea n ma y b e 
eligible fo r advantageou s ta x treatment . Ther e 
are als o certain fiscal  aspect s o f NAFTA whic h 
give FD I i n th e Caribbea n a  certai n limite d 
advantage (se e World Bank , 1994a , 101) . 

The U R doe s impos e discipline s o n Trad e 
Related Investmen t Measure s (TRIMs) , whic h 
mean that NAFTA has not been able to introduce 
grossly distortive regulation s favouring FD I fro m 
other members . Indeed , i t eve n appear s tha t 
Mexico has gone out of its way to be multilatera l 
in its recent-promulgated foreign investment rules. 
The UR als o requires that countries offer nation -
al treatment to overseas investors, though there is 
a five-year transition period for developing coun-
tries. Mexic o ha s traditionall y bee n highl y 
unwelcoming t o foreig n investors , limitin g th e 
areas in which they could operate. Ownership was 
restricted i n a  numbe r o f sector s suc h a s land , 
forestry, financial institutions, the media, oil extrac-
tion, petrochemicals and gas. However, in 1989 the 
first of a series of liberalisations took place. 

Now th e 199 3 Mexica n foreig n investmen t 
law ha s effectivel y extende d NAFTA' s libera l 
investment regim e t o al l other countries . Som e 
sectors remai n excluded , i n particula r oil , ga s 
and petrochemicals , bu t th e loca l conten t rule s 
and expor t requirement s hav e bee n droppe d fa r 
in advanc e o f an y requiremen t unde r th e UR . 
Although thi s multilatera l liberalisatio n goe s 
beyond wha t th e UR o r NAFTA requir e for th e 
present, the UR an d NAFTA d o give some con-
fidence tha t th e ne w liberalisatio n wil l no t 
quickly b e undone . Ther e ar e other , mor e 
tenuous bu t no t necessaril y les s real , factor s 
affecting investmen t decision s an d which coul d 
lead to investment diversion to Mexico - o r else-
where i n NAFTA -  fro m th e Caribbean. Simpl y 
being par t o f a  large tradin g blo c mus t improv e 
Mexico's attractiveness t o foreign investors . 
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On the other hand the momentum for trade 
liberalisation ma y mak e investor s thin k twic e 
about relocating from the Caribbean to Mexico, 
or choosing Mexico in the first place on the basis 
of wha t migh t b e ephemera l advantages . Th e 
potential gains from trade diversion for Mexico 
are dependent on the continuance of significant 
tariffs on US and Canadian import s from othe r 
sources, given that the UR will be broadly suc-
cessful i n eliminating th e non-tarif f barrier s of 
the develope d countries . I f th e liberalisatio n 
momentum continues , the favourable tarif f dif-
ferentials wil l be eroded in due course. Already 
there is talk of a new round of multilateral trade 
negotiations. After tha t has taken place , MFN 
tariffs shoul d b e largel y confine d t o remainin g 
sensitive product s -  whic h ma y stil l includ e 
apparel. 

FDI in the Caribbean 

As long as tariffs are significant obstacles to trade, 
in attractin g thir d countr y investment , th e 
Caribbean countries retain one significant trump 
card -  export s ca n generall y obtai n tariff-fre e 
entry o n th e US , th e Canadia n an d th e E U 
markets. 

Foreign direct investment has made a major 
contribution to filling the overall payments gap 
in a number of ACP Caribbean countries. Table 
16 gives net inflow s o f FDI between 198 7 an d 
199316. For most countries these have fluctuated 
from yea r to year, in some cases indicating sig-
nificant disinvestment. However, there has been 
a considerable increase over the period, with just 
an indicatio n tha t ne t inflow s int o th e regio n 
may have peaked in 1992. The experience of the 
region reflects that of the developing world as a 
whole. FDI has held up remarkably well despite 
the recession s i n th e develope d countrie s an d 
the emergenc e o f Eastern an d Centra l Europe , 
and th e effort s o f thos e countrie s t o attrac t 
investment. 

The main driving force behind FDI is global-
isation. Ther e ha s bee n a  breakdown i n th e 
relevance o f traditiona l nationa l market s a s 

transnational companie s see k t o establis h pro-
duction facilitie s wher e cost s ar e low , th e 
regulatory and fiscal frameworks are benign and 
the political framework is predictable, in order to 
service regional or even world markets. It is part 
and parcel of this new order that parts for a single 
product ma y b e fabricate d i n man y differen t 
countries, and indeed that the product itself may 
undergo a number of manufacturing processes in 
different countries . Of course, the transnationa l 
corporations (TNCs) must take into account the 
costs of trad e barrier s on intra-compan y trade . 
They must also take into account the benefits of 
a large domestic market for th e produc t i n th e 
country of its final processing. 

On bot h thes e score s th e Commonwealt h 
Caribbean countries fare badly. Domestic markets 
are small . And ther e ar e stil l significan t tarif f 
and non-tarif f barrier s o n trade , eve n withi n 
CARICOM, an d eve n mor e s o betwee n th e 
CARICOM countries and the non-CARICOM 
islands and Central America. 

To offset some of these problems, a number of 
Caribbean countries have established export pro-
cessing zones (EPZs). These allow trade to take 
place unburdened by import barriers on materi-
al input s o r semi-processe d good s o r expor t 
restrictions an d taxe s which stil l exis t i n some 
countries. Thei r establishmen t wa s boosted by 
the Special Access Programme whereby apparel 
and metal manufactures ar e admitted to the US 
market on favourable tariff terms if they are fab-
ricated from US-produced steel or cloth. In these 
cases US firms have been attracted by low wages 
in the Caribbean region, though East and South 
Asian firm s hav e als o been attracted , i n thei r 
case as a way to circumvent the MFA quotas on 
their exports of apparel to North America. 

As of the middle of 1989, there were already 
nine EPZ s i n Barbado s an d seve n i n Jamaic a 
(USITC 1991). The USITC also reports 14 new 
CBERA-related investment projects in Jamaican 
EPZs in 1992 , including i n th e fruit s an d veg-
etables, cu t flowers  an d hous e plant s an d 
electrical devices sectors. But US tarif f conces -
sion on 807A apparel has been the greatest single 
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Table 16: Net inflows of foreign direct investment, 1987-93, $ million 

Antigua 

The Bahamas 

Barbados 

Belize 
Dominica 

Grenada 

Guyana 
Jamaica 

St. Kitts 
St. Lucia 
St. Vincent 
Trinidad 

Total 
exc. Guyana 
Domin. Rep. 
Mexico 

1987 

39 
11 

7 

7 

10 

15 

n.a. 
53 
17 

15 
6 
33 

213 

89 
1,184 

1988 

31 
37 

11 

14 
7 

15 
n.a. 
-12 

13 
16 
10 
63 

205 

106 
2,011 

Source: IMF,  Balance  of  Payments  Yearbook,  1994 

1989 

41 

25 

8 

19 
8 

10 
n.a. 
57 
41 
27 

11 
149 

396 

110 
2,785 

1990 

59 
-17 

11 

127 

8 

13 
n.a. 

138 
49 
45 
8 

109 

550 

133 
2,549 

1991 

52 

0 
7 

15 
11 

15 
n.a. 
127 

21 

58 
9 

169 

484 

145 
4,742 

1992 

20 
7 

14 

18 
14 

23 
n.a. 
87 

14 

46 
19 
178 

440 

180 
4,393 

1993 

15 
-24 

n.a. 

11 

10 

31 
n.a. 
139 
12 
50 

29 
n.a. 

n.a. 

183 
4,901 

magnet fo r FD I i n Jamaica , a s wel l a s i n th e 
Dominican Republic. Incidentally, by the end of 
1992 ther e wer e 2 7 EPZ s i n th e Dominica n 
Republic. 

The EPZs have generally helped the process 
of export diversification, thoug h there has been 
widespread criticisms that (i) they have failed to 
promote skills , and (ii ) there has been minima l 
vertical integration with the local economy. Part 
of the reason for the latter is the lack of financial 
incentive t o bu y loca l input s o r sel l o n loca l 
markets, problems that ar e being attacked b y a 
number of fiscal derogations for local firms who 
trade with firms inside the EPZs. 

A numbe r o f Commonwealt h Caribbea n 
countries have made other efforts to improve the 
climate fo r FDI . These effort s hav e often bee n 
undertaken in the context of policies to improve 
structural adjustment. In other cases, traditional 
fiscal incentive s such as tax holidays have been 
instituted and restrictions on the repatriation of 
profits an d capita l an d othe r disincentives , 
including sectora l investmen t restriction s o r 
embargos and authorisation and registration pro-
cedures, hav e bee n reduced . Effort s ar e ofte n 

required t o sell FDI to local people, who resent 
the privileges given to foreign firms and individ-
uals and worry about their property rights. 

Another approach is through signing bilater-
al investment treatie s with developed countrie s 
which typically guarantee at least national treat-
ment of foreign investments plus other elements 
such a s the ful l compensatio n i n th e even t o f 
nationalisation. A  fe w countrie s o f th e regio n 
have recently signed bilateral investment treaties 
(BITs), includin g Barbado s an d Trinida d an d 
Tobago with the United Kingdom, Trinidad and 
Tobago with Franc e an d Jamaic a wit h France , 
the United Kingdom and the United States. The 
practice i s likely to grow, not leas t because any 
further regiona l preference s introduce d b y th e 
United States, and most certainly membership of 
an expanded NAFTA, are going to require tha t 
such a treaty be signed. 

Table 1 6 suggests that Jamaica and Trinidad 
and Tobag o have gaine d particularl y fro m FD I 
over the past decade. However, if the figures are 
related t o th e siz e o f th e econom y a  differen t 
picture emerges . Relative t o GDP, FDI ha s i n 
general been greatest in the small island states of 
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Table 17: Domestic and foreign investment in Jamaica, 1986-93, J$m. and per cent 

1986 

Domestic Investmen t 

total, J$m. 

agriculture 
tourism 

inform. proc'g. 

manuf. 
minis, chems. 
textiles 
other(a) 

total 

226.2 

48.4 

6.9 
5.8 

10.3 
21.7 

5.8 
1.1 

100.0 

Foreign Direct Investmen t 

J$m. 

agriculture 
tourism 
inform. proc'g. 
manuf. 
minis, chems. 
textiles 
other(a) 

total 

64.0 

46.6 
6.2 
2.8 

17.1 
-

23.8 
3.5 

100.0 

1987 

540.4 

32.5 
52.7 

2.3 

7.8 

0.5 
3.7 
0.4 

100.0 

166.0 

4.1 
53.7 
-
5.2 
-

31.1 
5.9 

100.0 

1988 

891.0 

2.1 

1.9 
-

85.6 
0.2 

0.3 
10.0 

100.0 

141.0 

4.2 
45.0 

0.1 
15.8 
-

22.2 
12.6 

100.0 

1989 

124.8 

per centage 

9.8 
24.0 
2.2 

0.2 
-

42.9 
20.8 

100.0 

28.0 

per centage 

35.8 
12.1 
-
0.4 
-

11.6 
40.2 

100.0 

1990 

138.7 

23.2 

62.5 
0.6 

0.7 
-
9.7 
3.4 

100.0 

127.0 

5.2 
0.2 
3.1 
-
-

82.9 
8.5 

100.0 

1991 

592.7 

3.0 
92.1 

0.8 
-
2.8 
0.1 
1.1 

100.0 

129.0 

22.1 
6.7 
1.2 

14.2 
14.8 
13.9 
27.2 

100.0 

1992 

683.0 

81.5 
1.0 
-
-

10.8 
1.1 
5.6 

100.0 

410.0 

6.6 
8.5 
3.9 
2.3 
5.4 
9.6 

63.7 

100.0 

1993 

281.0 

14.5 
38.4 

1.0 
-
7.9 
1.2 

36.9 

100.0 

393.0 

1.6 
27.7 
-
1.0 

34.7 
34.9 

100.0 

a: include s investment in general services, film, small businesses and consultancies 
Source: GOJ 

the OECS. This investmen t ha s largely been i n 
the touris t industr y where i t is clearly motivate d 
by rather different factor s from tha t in manufac -
turing. Th e sam e smal l countr y disadvantage s 
are les s constraining , thoug h ther e hav e bee n 
widespread complaint s abou t th e difficultie s 
(import licence s etc. ) and/o r impor t dutie s o n 
capital equipmen t whic h generall y canno t b e 
supplied locally . 

Evidence of a NAFTA effect 

It is not too early to expect FDI statistics to reflect 
some investmen t creatio n o r diversion . Th e 
investment effec t associate d wit h th e Singl e 

THE URUGUA Y ROUN D AN D NAFTA : TH E CHALLENG E FO R COMMONWEALT H CARIBBEA N COUNTRIE S 5 3 

European Marke t anticipate d th e even t b y 
several years . However , i t i s to o earl y t o deci -
pher th e trend s i n FDI , le t alon e thei r causes . 
Obviously ther e hav e bee n a  number o f impor -
tant factor s influencin g FD I flows, not leas t th e 
recession i n th e DM E countrie s an d th e differ -
entially-timed recover y process . 

Clearly, FDI in Mexico grew much faster ove r 
the 198 7 t o 199 2 perio d tha n i t di d i n th e 
Caribbean, nearly quadrupling in the former case 
but onl y doublin g i n th e latter . I t mor e o r les s 
tripled i n the Dominican Republic . 1993 was the 
first year i n which investor s could have had an y 
certainty abou t NAFTA s terms . Nevertheless , 
there coul d hav e bee n a  significan t inflo w int o 



Mexico eve n earlie r o n th e expectatio n tha t 
NAFTA would be agreed. There was certainly a 
surge in 1991 but it is also obvious from the table 
just how fickle FDI flows are. The establishment 
of a  sound macro-economi c polic y stanc e ma y 
explain the investment surge more than NAFTA 
expectations. Moreover the inflows were almost 
replicated by Brazil where there was no possible 
NAFTA effect . 

Thus, any clear trend or recent expansion of 
FDI i n Mexic o tha t migh t b e associate d wit h 
NAFTA is confounded by other factors, recession 
and politica l uncertainty i n particular . I n 199 3 
the U S becam e eve n mor e dominan t a s th e 
source of investment - bu t whether this had any-
thing to do with NAFTA i s impossible to say17. 
American o r Canadia n companie s ma y diver t 
investment because costs of production or trans-
portation are lower in Mexico. Companies from 
a thir d countr y hav e th e adde d incentiv e o f 
avoiding tarif f barriers , no t onl y Mexica n bu t 
United States and Canadian as well. 

Thus, whil e al l factor s d o not poin t i n th e 
same direction, NAFTA membership , togethe r 
with Mexico's new welcoming policy , must , on 
balance, lead to the expectation of some diver-
sion o f FDI . This wil l no t b e confine d t o th e 
textiles and apparel sector where the tariff (an d 

in the short-run quota) advantage is clearest. 
In Jamaica , foreig n investmen t ha s largel y 

been concentrate d i n clothin g an d th e touris t 
trade. As Table 1 7 indicates both domestic and 
foreign investmen t has been very lumpy. Single 
large projects can have a major impact on annual 
figures. Th e trends , however, ar e positive, with 
both th e foreign an d th e domestic component s 
expanding substantiall y sinc e th e mid-1980s . 
What the table does not reveal is any clear trend 
towards diversification o f the productiv e struc -
ture. There are no identifiable upwar d trends in 
the share s of information processing , manufac -
turing, chemicals and minerals. 

A mor e optimisti c slan t i s given by USITC 
(1994), which, quoting JAMPRO, states that in 
1993 over 100 projects benefited from FDI, worth 
$19.3 million. However, only three of these were 
CBERA-related (wit h a n investmen t valu e o f 
$1.4 million i n agribusiness, mining, chemical s 
and castings) , though a  number o f others were 
identified a s likely t o yiel d export s t o th e U S 
(coffee liqueurs , bottled spring water, fruit puree, 
marble, bricks, bus assembly and refurbished aut o 
parts). Clearly, FDI and diversification ar e pro-
ceeding hand-in-hand . Th e onl y questio n i s 
whether the process is moving fast enough. 
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