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Latin America is in the midst of a political and economic revolution every bit as significant as upheavals that have rocked Eastern Europe.  With Mexico at the forefront, the region is jettisoning failed economic nationalism, courting U.S. investment and welcoming the return of American products from apparel to yogurt.  Armed with the new market access and security promised by the North American Free Trade Agreement (NAFTA), American businesses are going south.

Executives rushing to do business in Mexico would do well to remember that it is still a developing country.  Despite the framework for a single continental market spelled out in NAFTA and the efforts of President Salinas, Mexico is still burdened by many of the economic, political and social problems endemic to Latin America.  If properly handled, Mexico offers major opportunities but entails major risks.

New Opportunities
After World War II, Mexico, like most Latin American countries, pursued an import-substitution industrialization strategy.  Importantly, though, protectionism was only one element of a nationalist regime that managed most aspects of economic life and severely constrained the freedom of U.S. firms operating outside the Maquiladora sector.

By the 1980s, statist overreach and two boom-bust oil-market cycles left Mexico with a contracting economy, capital-flight, crushing debt, triple-digit inflation, antiquated industries, escalating urban poverty, overcrowded farms, collapsing infrastructure, and pervasive corruption.  In 1985, President de la Madrid began and now President Salinas continues the painful processes of restoring fiscal sanity and modernizing the economy by imposing real competition and attracting foreign companies.

Today, a new intellectual property law promises to end flagrant disregard for foreign patents and copyrights.  Price controls and technical specifications favoring domestic suppliers and cartels are being dismantled.  Limits on foreign participation in petrochemicals, finance, mining, and manufacturing are being eased; and manipulative strategies in automobiles, computers and pharmaceuticals are being dismantled.  Farmers on ejidos, the communal estates created by land reform, are receiving title to their plots and may enter into ventures with foreign firms.

More than 80 percent of 1155 state-enterprises have been sold, merged or closed, including Telemex, the national telephone company, Aeromexico and Mexicana, the two national airlines, 18 commercial banks, and a wide range of manufacturing and mining concerns.  Like government agencies, remaining state enterprises have been directed to stop discriminating against foreign vendors; for example, Triton International of Houston was awarded Pemex's first turnkey drilling contracts.

These policies have instigated important efforts to improve manufacturing quality and productivity among both indigenous companies and foreign subsidiaries, and set off a four year economic recovery.  

Experiences in the Maquiladora sector demonstrate, Mexico can be a good place to assemble products like autoparts, apparel, and telecommunications equipment, and to sell more technology-intensive manufacturing components.  General Motors alone has 48 plants with 50,000 employees. The opening of Mexico will substantially expand the scope of opportunities to source and make products there.  Increased two-way trade within industries--specialty steel for basic mill products, electronic components for appliances, wheat and corn for vegetables and processed foods--will be the hallmark of free trade.  Further, Mexico has the potential to become an export platform for newly opening markets in Central and South America.

Mexicans consumers have a decided preference for American products--be it cookies, clothing or cars; as incomes rise, U.S. consumer products companies may find opportunities growing faster in Mexico than in any other foreign market.

The rush to modernize Mexican industry offers vast opportunities to sell American computers, other sophisticated electrical equipment, industrial machinery, petroleum and mining equipment, specialty steel, environmental systems, and all kinds of knowledge-intensive services ranging from construction and engineering to training seminars.

An important goal for NAFTA is to complete the opening of Mexico to foreign competition and capital, and to assure investors that economic reforms are permanent and will not be threatened by the vagaries of Latin American politics.

Old Problems
Before rushing to source, produce or sell in Mexico, American firms would do well to recognize that statism and nationalism have left a heavy legacy on Mexican business practices and the broader legal and social climate in Mexico.  Things are changing but the pace is uneven, and in some places, quite slow.  Apparent opportunities can be prove difficult to exploit.

In some industries, like apparel and toys, where Mexico should enjoy competitive advantages, potential suppliers, accustomed to high tariffs and domestic customers with few option, are high cost producers.  Finding reliable suppliers, who can ship adequate volumes of consistent quality goods at a good price is difficult.  Yet, as tariffs come down, some markets provide U.S. companies with immediate opportunities to export to Mexico even if sourcing or producing there is the preferable long-term strategy.

For example, Mexican consumers often prefer U.S. clothing, because local garments are too expensive and made of poor fabric.  Foreign clothes clutter Mexico City's downtown markets, while nearby in Puebla textile plants are idle.  In the toy industry, firms once enjoyed 30 percent profit margins behind a 40 percent tariff.  After the tariff was cut in half, 80 of 265 members of the Mexican Toy Industry Association vanished in one year--Plasticos Iga S.A., a major manufacturer of foreign branded toys under license, shrank from 2,100 to 900 employees in its efforts to become competitive.

For similar reasons, moving production to Mexico is difficult.  While American facilities, such as the Ford engine plant at Chihuahua and the Chrysler car assembly plant at Toluca, are achieving high levels of quality and efficiency, the availability of truly capable managers is limited.  Mexico's leading companies and foreign investors employ a small group of top echelon professionals.  Most Mexican managers matured without the benefit of formal training, in enterprises that grew complacent behind protection, and during a period of high inflation.  Similarly, manufacturers moving south will not escape the escalating costs of training factory workers they encounter in the United States, and they will face higher turnover rates.

For complex products like cars, machinery and electrical equipment, expanding the base of local suppliers for components too costly to ship from the United States can be a headache.  According to Mustafa Mohaterem, General Director of Economics at General Motors, "we have achieved notable progress in our own plants but many Mexican suppliers leave much to be desired."

Poor roads and clogged ports also pose problems.  Although trucking costs have dropped about 50 percent since deregulation in 1989, freight rates remain about three times higher than in the United States, posing a major impediment to rapid expansion of automotive assembly for export north.  Much the same can be said  about communications--the postal service is abysmal and telephone service, though improving, is inadequate and expensive.  Telemex does not offer discounts for 800-lines and companies can experience long delays in acquiring dedicated lines for computer communications.

In the past, less stringent environmental rules and low labor costs have been an attraction.  The former is disappearing, and the latter could prove illusive as U.S. production increasingly moves from the largely nonunion Maquiladora zone to the unionized interior.  Also, firms requiring reliable, nontransient labor forces may find it necessary to become increasingly involved in health care, housing and day care, because local amenities are so poor.

U.S. exporters of consumer goods will find the Mexican market different in several ways.  About, 10 percent of the population is wealthy, 45 percent are middle class and the rest are poor.  Inadequate transportation imposes greater regional fragmentation of markets than in the United States.  Distribution channels are weak.  Infrastructure problems create backups at the border, where transfer companies have often been poorly disguised conduits for bribes.  Delivery times inside the country are unreliable and retail channels are underdeveloped.  As much as 80 percent of Mexico's retailing is done by sidewalk vendors and other informal means.  For example, Grupo Gigante, one of the largest retailers, doesn't sell stereos, because it can't compete with sidewalk entrepreneurs; Sony sells to wholesalers who supply the informal sector.

Direct merchandising, in mode of Lands End or Amway can be equally troublesome.  Amway relies on home delivery to individual distributors.  When expanding into Mexico, it discovered that existing shippers did not offer adequate service; it established regional distribution centers and worked with Estafeta, an express delivery company, to develop an acceptable system.

Historically, the proliferation of state-enterprises and antimonopoly laws that supported import-substitution, encouraged the growth of monopolies and duopolies.  The 25 largest firms account for 47 percent of GDP, as compared to only 4.3 percent in the United States.  Many large firms enjoy profitability about double their U.S. counterparts. Vitro and Telemex have as much as 90 percent of the glass and telecommunications markets, Hylsa and Altos Horn control steel, La Moderna and Cigatem dominate tobacco, and Cemex and Apasco control cement.  Even for the mundane potato chip, Bimbo and Sabritas enjoy 75 percent market shares.

Often, such firms are the Mexican enterprises best situated to modernize, invest and build world-class facilities.  The Salinas government seems little disturbed, because its primary objective is to encourage enterprises that can compete with American firms.  However, this situation could pose difficulties for American firms, especially smaller ones, seeking to penetrate Mexican markets.

Consider the experience of mirror manufacturer Jose Hernandez.  He determined his company, Espejos Nacionales, could source glass at lower cost from Guardian Industries in Texas instead of Vitro in Monterrey.  Hernandez claims: Vitro warned him against choosing this option, and when he persisted, his customers were warned by Vitro not to purchase his products; truckers were told they risked loosing Vitro business if they transported his mirrors; and his sales dropped 20 percent.  To its credit, the Commerce Ministry intervened, but Hernandez still claims business losses and has little recourse under Mexico's 30 year old antimonopoly law.

All of this raises serious questions about how adequately Mexico's legal system will support a market economy or guarantee the security of foreign businesses.  According to Jose Ortiz Pinchetti, "They say things have changed, but they have not. ...Mexico has a long history of restrictive and illegal trade practices.  We've had 45 years of protectionist laws that help big business rather than regulate it."  (Washington Post 11/6/92, p. A20)

The protection of property and the security of contracts is at times ambiguous.  For example, recently, a Mexico City landlord sought to turn a modest apartment building into condominiums; local government officials turned a blind eye when a group organized by an important leftist political party forcibly occupied the building.  In another case, the Mexico City government refused to honor contracts to purchase water purification systems from French businessman Francois Tesson.  After meeting demands for detailed drawings and specifications of purification technology, which Tesson claims disclosed trade secrets that can be passed to local competitors, the City canceled the deal.

Elsewhere, it was common practice for Pemex to permit the oil workers union to tender some of its contracts in exchange for labor peace.  Texas businessman Bill Flanigan has been unable to get Pemex to honor 1984 and 1990 union negotiated arrangements to sell residual crude oil for refining in the United States.

More broadly, business regulations and legal procedures are cumbersome and confusing, making close relations with the bureaucracy important and a good lawyer imperative.  All of this may not be enough, as consistency is not the hallmark of the bureaucracy. According to a General Motors' Mohaterem "one year they let you do something the next year they won't."

Also, vague regulations and a legal labyrinth, coupled with low pay for public servants continues to encourage a system of bribery to expedite permits and favorable rulings.  Some union officials will accept a contribution in place of improved wages and working conditions for workers.  The distinction between persuasion and corruption remains opaque in a country where police solicit bribes from motorists to compensate for inadequate pay.

Over the next several years, environmental regulations may prove particularly troublesome.  The federal government is making an earnest effort to begin enforcing a 1988 law, which generally raises standards for air and water quality to U.S. levels.  However, regulators are inexperienced, and 1992 legislation gives greater authority for enforcement to local officials.  In many industries, specific quantitative limits have not been established for pollutants and waste products, giving local officials wide discretion.

Greater local control increases opportunities for corruption, and in any case, makes both community officials and federal authorities important focuses for corporate diplomacy.  For example, Chemical Waste Management was forced by local pressure to close a toxic waste incinerator in Tijuana; apparently, management of the local subsidiary banked on its strong ties with federal officials, while not cultivating adequate local relationships.

Turning to politics, President Salinas has made some efforts to clean up elections, such as implementing voter ID and tighter balloting systems; however he has not addressed the advantages the Institutional Revolutionary Party (PRI) enjoys as the "official party" in campaign financing and media access, and he cannot completely control local party officials, who continue to try to fix elections.  Even when PRI candidates win large margins they can lack legitimacy.  In 1991 and 1992, civil unrest forced Salinas to replace victorious PRI gubernatorial candidates with other PRI officials in St. Louis Potosi and Michoacan; in Guanajuato, he named a National Action Party (PAN) official to replace a newly-elected PRI governor.  Although a PRI Presidential candidate would likely survive similar challenges, if a future President were forced to share authority with opposition on the left, enthusiasm for economic reforms and NAFTA commitments could dwindle.

Coping
The Salinas government has taken steps to improve the basic functioning of the economy.  It has increased spending on infrastructure, granted toll road concessions to private firms, privatized some airport and seaport services.  As a condition of privatization, Telemex is committed to an investment timetable to upgrade service.

NAFTA includes provisions absent from other free trade agreements requiring Mexico to implement modern antitrust and intellectual property regimes but it isn't clear how the dispute settlement and consultative mechanisms can compel Mexico to establish adequate judicial procedures.  NAFTA provides foreign investors with access to international arbitration to enforce their rights but the only real sanction against Mexican intransigence in the face of a politically inconvenient ruling would be withholding some trade benefits.

Salinas has taken assertive steps to reduce public sector and union corruption.  In October 1992, the Comptroller General announced that over 20,000 government employees had been discharged or fined for mismanaging funds over the previous year.  In 1989, Salinas jailed the notoriously corrupt leader of the petroleum workers union and is seeking to clean up seaport administration.

Investors should not expect modernization of the business and legal climate to be instantaneous.  Although the top levels of government and business recognize the need and benefits of change and living up to the pledges made in NAFTA, incentives for ordinary people and attitudes change slowly.

Large producers of basic commodities and standardized manufactures provide some of the best opportunities for sourcing directly from Mexican firms.  Vitro in basic glass products and Cemex in cement are highly competitive companies with multinational investments and capabilities.  These large firms, and others in industries such as basic steel products and autoparts know the ins and outs of the system, and they understand the need to be reliable suppliers and joint venture partners.  However, despite free trade, businesses need to keep a close eye on U.S. import policy; even as negotiators were inking the final NAFTA provisions, U.S. trade officials were investigating Mexican steel producers for dumping and seeking limits on Mexican exports of cement.  NAFTA would not roll back these kinds of trade measures nor would it prevent all future actions.

In areas where inexpensive Mexican labor offers advantages, but domestic manufacturing is fragmented and locally focused, U.S. firms often established Maquiladora plants.  These enterprises were generally nonunion and insulated from many of the hassles of the Mexican economy, because the federal government wanted the export revenues.  As free trade eliminates their tariff advantages, these plants will sell in Mexico, become integrated into the broader domestic economy and face more demands from workers, regulators and community activists.

Elsewhere, many U.S. subsidiaries produced for domestic markets, accepting the inefficiencies and protection imposed by the Mexican system.  They will now face import competition and must adjust.  

Advantages American firms found in Mexico--low wages and a preference for American products--will not disappear; however, they must start thinking about these operations in continental and global terms and meet the problems indigenous to Mexico head on.

For example, Black and Decker has located its global production of cloths irons in Queretaro, where the its 2000 employees receive training in problem solving and cost cutting techniques.  PepsiCo Foods Mexican snack subsidiary, Sabritas, has opened a plant in Sinaloa, which will ship one-third of its products to the United States.

As in the United States, General Motors must raise productivity and cut sourcing costs.  In addition to ambitious employee training programs, it is going into supplier plants to suggest ways to boost productivity and quality.

As competitive pressures mount--for example, Volkswagen and Nissan have ambitious expansion programs underway--firms may become increasingly involved in compensating for the shortcomings of the Mexican public sector--for example, in financing roads and establishing schools.  Recognizing the link between workforce stability and improving the quality of life, Ford has embarked on a housing program at its Hermosillo assembly plant that converts rents into equity as a reward for longevity.

Cultivating and seasoning local managers is the most important element in achieving high quality.  However, keeping professionals, who have much wider opportunities in a modernizing economy than their American counterparts, may require much more generous salary scales and opportunities for assignments in the United States and elsewhere.

Elsewhere, privatizations and liberalized and streamlined regulations for private and foreign investment in mining offer important opportunities for direct investment and joint ventures.  Recently, new investments have been made by Phelps Dodge, Bismarck, Vulcan, and Cyprus Minerals.

Reflecting the need to access expertise to penetrate markets, strategic alliances through acquisitions, equity participation, licensing, and cooperative distribution arrangements have been proliferating.  Nabisco Foods initially licensed its Ritz and Premium brand names to Grupo Gamesa, a major producer of snacks and other food products.  In 1991, it acquired Lance, a leading biscuit and pasta manufacturer, following PepsiCo's acquisition of Gamesa, it bought back its brand name rights and purchased five units making pasta, sweets, dessert mixes, pet food and nuts.  Elsewhere, Philip Morris will distribute Marlboro cigarettes through Grupo Carso and Coors has purchase a stake in a brewer, Femsa.

In one of the most ambitious alliances, Vitro and Corning are combining their consumer housewares divisions.  Access to Corning's U.S. and global distribution systems will permit Vitro to aggressively expand sales of high quality glass and lead crystal tableware.  Corning will improve exports of Pyrex and Corning Ware and be able to offer a more complete line-up of consumer products worldwide.

Piggybacking on the expertise and experience of U.S. firms already established in Mexico can be an attractive option for firms without a good fit with a potential Mexican partner or not wishing to endure the distractions and expense of building a distribution network.  For example, Crisoba Productos Consumidor, owned by Scott Paper and local investors, distributes Glad bags for First Brands and tampons for Tambrands.  Although Clorox manufactures in Mexico, it distributes through Colgate-Palmolive.

The weakness of Mexican retailing offers important opportunities for firms.  They need not achieve cost effectiveness on a par with U.S. operations; however, they must upgrade Mexican standards and outwit the informal sector.  Wal-Mart has joined forces with Cifra, a major retailer, to open a chain of discount warehouse clubs and supermarkets; combining American methods and local knowledge of Mexican system, they offer smaller merchants and consumers better value and less hassle.  For example, shoppers at the hugh Club Aurrera enjoy lower prices, more reliable quality and avoid tipping police and self-appointed parking attendants in downtown Mexico City.

Tandy is forming a joint venture with Gigante, which owns a major supermarket chain, to operate Radio Shake outlets attached to food stores.  Also, Gigante is strengthening its performance through a joint venture with Fleming Company, the largest food wholesaler in the United States.  Other retailers expanding in Mexico  include Sears, True Value, I Can't Believe It's Yogurt, McDonald's, and Blockbuster Video.

Similarly, the recently privatized banking system will undergo significant consolidation, and NAFTA opens major opportunities for U.S. equity participation and technology transfers.

Conclusions
Overall, Mexico has achieved tremendous progress in opening up a closed, statist economy.  NAFTA should lock in much of the progress achieved to date, and instigate continued evolution to an open, market economy.  However, Mexico remains very much a developing country. Partnership with Canada was easy, whereas, doing business in Mexico poses problems NAFTA cannot altogether address.

Inadequate infrastructure, shortages of competent managers and skilled labor, cumbersome and complex regulatory structures, an unreliable legal system, an unstable political system, and a history of deep state involvement in the economy should not be ignored in framing investment decisions and marketing strategies.  Attacking infrastructure and labor problems head-on, establishing constructive relationships with career government officials and politicians, accessing local knowledge and experience, and recognizing the limitations and requirements of the Mexican system are essential to a successful business plan for sourcing, marketing and investing.   With these positive actions, Mexico can become one of most significant growth opportunities in a global corporate strategy.




     �Generally located near the border, Maquiladora factories assemble U.S. components for reexport to the United States.  Operating in bond, U.S. components enter Mexico duty free, and U.S. duties are assessed only on Mexican value added.  These plants use very few Mexican materials.







