The North American Free Trade Agreement (NAFTA)

[image: image1.jpg]LEARNING OBJECTIVES
After reading this chapter you will understand:

® the similarity between provisions in NAFTA
and the WTO

= NAFTA rules for trade in goods
= NAFTA energy and water provisions

= why Canadian culture might not be
protected under NAFTA

m NAFTA rules for trade in services and
movement of labour, and how protection for
trade and labour developed

m dispute settlement methods and the facts
behind the softwood lumber dispute

® the debate about the rights of foreign
investors in Canada




The Canada-US Free Trade Agreement (CFTA, January 1989) and later on the North American 
Free Trade Agreement (NAFTA, January 1994), are treaties whose purpose was to create a free trade area characterized by national treatment, most-favoured-nation (MFN) treatment, and trasparency.

More specifically, the agreement was intended to

[image: image2.jpg]facilitate the cross-border movement of goods and services within the
free trade area;

promote conditions of fair competition within the free trade area;
protect intellectual property rights;

create effective procedures for joint administration of the agreement;
create effective mechanisms to resolve disputes; and

establish a framework for further cooperation to expand and enhance
the benefits of the agreement.




Rules relating to trade in goods

Each NAFTA country retains its own external tariffs that are applied to goods from non-member countries, but levies a lower or no tariff on the goods originating from the other NAFTA members.

Some tariffs remain in place for certain products from Canada's supply-managed sectors(eggs, dairy, and poultry products). In the United States, tariffs remain in place for certain products such as sugar, dairy, peanuts, and cotton.

(Read article on supply management)

Rules of origin 

How do goods qualify as originating?

We consider a good to be an originating good, if it meets one of the five requirements set out in the NAFTA rules of origin.

These five requirements are as follows.  We consider a good to be originating if:


the good is wholly obtained or produced in a NAFTA country (including those goods that are entirely grown, fished, or mined in a member country – it does not include goods purchased in a NAFTA country that were imported from a non-NAFTA country);


the good is made up entirely of components and materials that qualify in their own right as goods that originate in a NAFTA country;


the good meets the requirements of a specific rule of origin for that product, as listed in NAFTA Annex 401;


the good qualifies under NAFTA article 401(d), which only applies to a few cases; or


the good is automatic data processing equipment or parts qualifying under the provisions of Annex 308.1.

Of these five requirements, the most common is the third, which applies to a good that includes any non-originating materials in its production.

What are non-originating materials?

The non-originating materials used to produce the good are those materials or components that would not qualify as originating under the NAFTA rules of origin.

Non-originating materials are:


materials or components you import from a non-NAFTA country; or


materials produced in a NAFTA country but, because of the high level of offshore input used to produce them, do not meet the rule of origin.

Note
You have to treat any material of unknown or unconfirmed origin as a non-originating material.

How do the specific rules of origin work?

NAFTA provides a specific rule of origin for every type of good that incorporates non-originating materials.  In many cases, two different rules may apply to a good, and the good may qualify under either rule.

Generally, a good qualifies as originating in one of the NAFTA countries if its last place of manufacture was within the NAFTA territory, and if the manufacturing process resulted in a significant change in all of the components or materials not of Canadian, American, or Mexican origin.  To test whether a significant change has occurred, we use a tariff classification change test.

When a product is transformed from all materials and components used into the finished good, there is a resulting change from the tariff classifications of the materials and components to that of the finished good.

Technical Barriers to Trade and Technical standards

[image: image3.jpg]NAFTA establishes clear rules aimed at reducing the potential for using
standards as a disguised barrier to trade while, at the same time, reserving
the right of each government to impose standards that are more stringent
than international standards. The principle of national treatment is confirmed
with respect to standards provisions and trade in goods and services. The
parties have agreed not to use standards-related measures to create any
unnecessary obstacles to trade among the countries. The three countries
have also agreed to work jointly to enhance the level of safety and protec-
tion of human, animal, and plant life and health, the environment, and
consumers.




Sanitary and Phytosanitary Measures

Article 2 - Basic Rights and Obligations

1. Members have the right to take sanitary and phytosanitary measures necessary for the protection of human, animal or plant life or health, provided that such measures are not inconsistent with the provisions of this Agreement.

2. Members shall ensure that any sanitary or phytosanitary measure is applied only to the extent necessary to protect human, animal or plant life or health, is based on scientific principles and is not maintained without sufficient scientific evidence, except as provided for in paragraph 7 of Article 5.

2. Members shall ensure that their sanitary and phytosanitary measures do not arbitrarily or unjustifiably discriminate between Members where identical or similar conditions prevail, including between their own territory and that of other Members. Sanitary and phytosanitary measures shall not be applied in a manner which would constitute a disguised restriction on international trade.

3. Sanitary or phytosanitary measures which conform to the relevant provisions of this Agreement shall be presumed to be in accordance with the obligations of the Members under the provisions of GATT 1994 which relate to the use of sanitary or phytosanitary measures, in particular the provisions of Article XX(b).

Selected areas on interest or controversy

Anti-dumping (AD) and countervailing duty provisions(CVD)

Each country would retain its own AD and CVD laws, but a system of binational panels would oversee the competent investigating authorities in each country and determine whether they were applying their own law fairly to the situation.

Energy


Energy provision apply to crude oil, natural gas, refined products, basic petrochemicals, coal, electricity, and nuclear energy.

Canada is the US' largest foreign supplier of oil, natural gas, and electricity.

Canada wanted unimpeded access to the US market, and the American wanted to limit Canada's ability to jeopardize access to these energy sources at reasonable prices.

Agriculture

the NAFTA decision on Canadian butter, dairy, poultry, and egg tariffs.

In 1994 the WTO prohibited the practice of imposing quotas on agricultural imports for the purpose of 

protecting domestic markets. This new rule required such quotas to be converted to tariffs, which would be more transparent and would eventually be lowered through successive WTO neogtiating rounds.

[image: image4.jpg]Canada, having negotiated protection for these quotas in the CFTA and
NAFTA, imposed very high tariffs (as high as 300 percent in some cases).
Canada believed these tariffs were authorized under the protection it had
negotiated and the provision in NAFTA that states in Article 103:

The Parties affirm their existing rights and obligations with respect to
each other under the General Agreement on Tariffs and Trade and other
agreements to which such Parties are a party.

The United States objected to the very high tariffs on the basis that no
new tariffs could be imposed under NAFTA. A panel was appointed under
Chapter 20 of NAFTA to resolve the dispute, and it found in favour of
Canada. As a result, Canada was able to maintain its very high tariffs.




The Canadian wheat board(CWB)

The CWB is a state trading enterprise. State trading enterprises are permissible under WTO rules as long as their practices are non-discriminatory and their sales or purchases are made in accordance with commercial practices.

The operations of the CWB are based on three principles:

1. single-desk selling

2. price pooling

3. and a government guarantee of the initial payment to producers

Cultural industries

· printed publications

· film and video

· music recording

· music publishing

· broadcasting

Cultural industries are exempted from NAFTA.

Government Procurement

[image: image5.jpg]An entire chapter of NAFTA is devoted to government procurement (the
purchase of goods and services by governments) because the value of
government-purchased goods and services in the three NAFTA countries is
substantial—approximately US $800 billion. Procurement is defined to in-
clude leases and rentals as well as the sale of goods and services. Governments
and government-owned enterprises are affected by this provision. Member
countries are committed to give providers of goods and services from other
NAFTA countries treatment no less favourable than that extended to do-
mestic providers. A transparent non-discriminatory process for tendering
and bid review has been established. This includes advance publication of
invitations to bid, requirements for qualification of suppliers, time limits
for tendering, requirements on documentation, and a procedure for review
of the bidding process by an independent body in each of the member
countries.

One weakness of these provisions is that they do not clearly apply to
subnational governments (provinces, for example) or their agencies as was
illustrated in a recent Chapter 11 dispute, described below.




[image: image6.jpg]BOX 5.1 CANADIAN COMPANY FAILS IN NAFTA
ACTION TO ENFORCE NON-DISCRIMINATION IN
GOVERNMENT PROCUREMENT

ADF Group Inc. v. United States of America
(NAFTA Arbitral Tribunal, 2003)

In the late 1990s, ADF, a subsidiary of a Canadian company, subcon-
tracted to supply structural steel for the Springfield Interchange highway
improvement project in northern Virginia. As contemplated by a combi-
nation of state and federal law that funds state highway projects, the




[image: image7.jpg]ADF subcontract contained a “Buy America” clause providing that only
US steel could be used in the project.

ADF submitted a claim to arbitration against the United States in mid-
2000, asserting that the “Buy America” law prevented it from fabricating
the steel for the project in Canada and violated NAFTA’s investment
chapter. ADF claimed $90 million in damages.

In the unanimous award, the tribunal rejected ADF’s claims under two
NAFTA provisions because those provisions do not apply to government
procurement such as the supply of steel for the Springfield Interchange
project. Although on the face of it, the “Buy America” clause violated the
Article 1106 provision prohibiting a government preference for the
goods and services of the country’s own territory, this provision was su-
perseded by Article 1108 of NAFTA whereby these obligations do not
clearly apply to all actions by state or provincial governments.




Dispute Settlement under Nafta

[image: image8.jpg]BOX 5.2 CHAPTER 19—THE ANTI-DUMPING (AD) AND
COUNTERVAILING DUTY (CVD) DISPUTE RESOLUTION
MECHANISM UNDER NAFTA

- originally insisted on by Canada under the CFTA as a substitute for
common rules;

« provides binational panel review of final AD and CVD determinations;

« the panel issues a single, binding decision—it is empowered to
remand the case to the national competent investigating authorities;

+ the interested parties may request a panel and have a right to be
heard; and

- apanel decision is binding subject to an “extraordinary challenge.”
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Short Title Corresponding

BIT Provisions NAFTA Article Nature of Obligation in NAFTA

Scope and Coverage of 1101 Defines qualifying investors and investments. Parties

various public services reserve the right to exclusive performance of activities
reserved to the state in annex III, and to provision

General Standards

of Treatment

National treatment 1102 Parties shall accord treatment no less favorable than
accorded in like circumstances to its own investors

Most-favored-nation 1103 Parties shall accord treatment no less favorable than

treatment accorded in like circumstances to investors of any other
party or of a non-party

Standard of treatment 1104 Parties shall accord the better of national treatment and
MEN treatment

Minimum standard 1105 Parties shall accord treatment in accordance with

of treatment international law, including fair and equitable treatment

Performance 1106 No party may impose or enforce performance requirements

requirements in connection with the establishment, acquisition, expansion,
management, conduct or operation of an investment

Transfers 1109 Parties agree to permit all transfers relating to investment
freely and without delay

Expropriation 1110 No party may directly or indirectly expropriate an
investment or take a measure tantamount to expropriation,
except for a public purpose, on a non-discriminatory basis,
in accordance with the due process of law, and on payment
of compensation

Dispute settlement 1115-1138 After consultation or negotiation, investor may submit

claim to arbitration under ICSID Convention, additional
facility rules of ICSID, or UNCITRAL arbitration rules





[image: image10.jpg]BOX 5.3 METALCLAD CORP. v. UNITED MEXICAN STATES
(BC Supreme Court, 2001)

Metalclad, a US firm, had obtained all necessary federal permits and as-
surances from the Mexican government to operate a hazardous waste
disposal facility in the state of San Luis Potosi, but was denied a permit
by the local municipality and by the state government, which declared
the land in question to be an ecological preserve, once it became clear
how much local opposition there was to the activities of the US com-
pany. Metalclad, no longer able to proceed with its planned operation,
proceeded against the Mexican government under Chapter 11 of NAFTA,
alleging a violation of Article 1105, failure to provide treatment of a for-
eign investor in accordance with international law, including fair and
equitable treatment, and a violation of Article 1110, the expropriation
section.

The tribunal, in a decision that has been widely criticized by legal ob-
servers, found that there had been a violation of Article 1105 because the
Mexican government had failed to provide a “transparent and predictable
framework” for the investor, and a violation of Article 1110 on the basis
that the municipality’s action amounted to an indirect expropriation.




[image: image11.jpg]The decision was reviewed by the BC Supreme Court (in accordance
with the provisions of the arbitral rules) at the request of the Mexican
government. The BC court disagreed with the tribunal’s finding of a
breach of Article 1105 and with the finding of indirect expropriation under
Article 1110.The BC court did find, however, that the state government had
effectively rendered the complainant’s investment worthless by declar-
ing the concession an ecological preserve and this amounted to a direct
expropriation. Thus, although the outcome to the complainant was not
changed by the BC court’s review, it was made clear that the Metalclad
tribunal had effectively turned a relatively straightforward direct-takings
case into a more complex indirect taking. Any persuasive effect of this tri-
bunal’s decision was thus neutralized by the BC court’s decision on appeal.




[image: image12.jpg]BOX 5.4 LOEWEN GROUP,INC. v. UNITED STATES OF AMERICA
(ICSID Tribunal, 2003)

The investor, Loewen, a Canadian funeral home operator, claimed under
Chapter 11 as a result of a judgment awarded against it in a Mississippi
state court for approximately $500 million. The commercial transaction
that was the subject of the litigation had been worth less than $5 million,
but the jury, encouraged by various prejudicial comments about foreign
multinationals versus “good ole Mississippi boys,” awarded punitive dam-
ages “to teach” the foreign interlopers “a lesson.” Loewen was unable to
meet the bonding requirements for an appeal, which were 125 percent
of the judgment and were thus set at $625 million. Loewen was forced to
settle the case “under conditions of extreme duress” and agreed to pay
$175 million to the plaintiff, O'Keefe. Largely as a result of this case,
Loewen encountered financial difficulties and filed under US bankruptcy
legislation and ceased to exist as a business entity. All of its business op-
erations were reorganized as a US corporation. Immediately before going
out of business, Loewen’s interest in the NAFTA claim was assigned to
Nafcanco, a Canadian subsidiary of the acquiring US corporation. The
claim under NAFTA alleged that the trial court’s failure to curb extensive
prejudicial testimony and counsel comment was a violation of Article
1102 (national treatment), as well as Article 1105 (treatment in accordance
with international law), and that the excessive verdict and judgment and
the Mississippi court’s arbitrary application of the bonding requirements
were also a violation of the standard of treatment obligation (Article
1104)—specifically, fair and equitable treatment. Loewen also claimed a
violation of Article 1110—the expropriation provision.




[image: image13.jpg]The tribunal found that the Mississippi court decision was “clearly im-
proper and discreditable and not consistent with minimum standards of
international law and fair and equitable treatment”; however, Loewen’s
case failed on the ground that all available domestic remedies—notably
the Supreme Court option—had not been pursued. The tribunal also
stated that the issues in the case were not properly the province of the
tribunal because they were, in essence, local issues of justice administra-
tion. In consequence, the tribunal found that Loewen had failed to show
a violation of customary international law and a violation of NAFTA for
which the United States is responsible. For this reason it did not qualify
for damages under Article 1105. A further reason that Loewen could not
succeed, in spite of the findings of substandard treatment, was that the tri-
bunal ruled that there must be continuous national identity at the time
the claim arose and through the date of resolution of the claim. Because
Loewen'’s business operations had been reorganized as a US corporation,
it did not have the necessary standing and, for this reason, the tribunal
had no jurisdiction under NAFTA to make a determination.




Rewiew questions

What is the significance of rules of origin and what is area treatment? Is it necessary for goods to be wholly obtained or produced in North America to qualify for area treatment.
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