1. NAFTA Services and Climate Change

Robert K. Stumberg

Six chapters of NAFTA cover services.! For the first 15 years, the face of NAFTA
services has been a sleep-deprived Mexican trucker. Citing safety concerns, the
United States maintains an indefinite moratorium on Mexican long-haul truck-
ing.2 It does so despite the fact that Mexico filed—and won—the first NAFTA
services dispute against the moratorium under chapter 12, Cross-Border Trade
in Services.* When Mexico finally imposed $2.4 billion in trade sanctions,

the Obama Administration quickly announced its intent to negotiate safe and
gradual access for Mexican trucks.* That was in March 2009.

That was the month that Canada  Qther cross-border services have generated
shifted the spotlight to the north-  controversy about NAFTA,® but trucking and
ern border. In a bicoastal lobby-  energy are the cross-border services where
ing campaign, Canada com- a trade dispute—or the threat of one—has
plained that proposed climate  the power to shape major policy decisions.

measures in the U.S. Congress
and the State of California would discriminate against distribution of crude oil (“bitw
men") extracted from Alberta tar sands. Canada also asserts that state renewable
energy policies discriminate against exports of Canadian hydropower.

Other cross-border services have generated controversy about NAFTA, but
trucking and energy are the cross-border services where a trade dispute—or the
threat of one—has the power to shape major policy decisions.

During the 2008 presidential campaign,® candidate Barak Obama proposed to
“amend” NAFTA.” While recanting ambitions to reopen NAFTAS text, his Admin-
istration is evaluating trade agreements for lessons on how to change the model
for future agreements.®

Several lessons emerge from the trucking dispute and the energy conflict under
chapters 6 (energy) and 12 (cross-border services). Regardless of the outcome, the
debates provides a revealing snapshot of structural imbalance, which NAFTA
shares with its successor free trade agreements. For purposes of national treat
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ment, for example, NAFTA does not provide parallel exceptions (compared to
goods) for measures that relate to cross-border services. In the absence of paralk
lel exceptions for health and resource conservation, a trade dispute based on ser
vices chapters can undermine the exceptions for measures that regulate goods.
These vulnerabilities persist in the most recent free trade agreements (FTAs).

A similar comparison holds between NAFTA and WTO provisions on national
treatment of services. NAFTAS provisions on services have both broader cover
age and more limited exceptions than the WTO's General Agreement on Trade in
Services (GATS). In cases where coverage overlaps, then, NAFTA could constrain
the flexibility built into the WTO system. In theory, NAFTA provides mechanisms
to preserve policy space by carving out new climate agreements and policies as
they emerge. But by the time a policy emerges, the lines of trade conflict are al
ready drawn. In the end, the realistic lesson is to fix NAFTAs shortcomings by not
repeating them. Future agreements should treat goods and services as the parallel
sectors that they are—with parallel exceptions for legitimate policy objectives.

I. NEED FOR REFORM
Dual Coverage: NAFTA and the WTO

Mexico's trucking sanctions remind us that NAFTA rules on services still have
teeth. We may need reminding because a year after NAFTA took effect, the
NAFTA countries joined a broader services agreement with global reach and
additional trade rules, the GATS.? Like NAFTA,® GATS prohibits discrimination
with rules on National Treatment and Most-Favored Nation Treatment (MFN).!!
But GATS goes farther to prohibit non-discriminatory limits on number, quantity
or legal form of services and suppliers.!?

However, the GATS eclipse of NAFTA is only partial. GATS rules apply to specific
“commiitted” sectors, while NAFTA covers all sectors, with only a small number
of measures that are excluded by the annexes.!* Although NAFTA annexes could
exclude state and provincial measures, negotiators never completed the process
for future measures due to complexity and political resistance surrounding such
measures.'*

In addition to broader coverage than GATS, NAFTA provides fewer exceptions.
A NAFTA country can defend a challenge to treatment of goods by invoking

the general exceptions of GATT, the General Agreement on Tariffs and Trade,

for measures “necessary to protect human, animal or plant life or health” or mea-
sures “relating to the conservation of exhaustible natural resources..."
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There is some speculation that GATT exceptions might apply to other WTO
agreements (e.g., procurement, services, subsidies, etc.).!® However, the WTO
agreements demonstrate the intent to selectively include the same exceptions as
GATT in some cases'” and exclude them in others.!®* NAFTA explicitly incorpo-
rates GATT environmental exceptions into its energy chapter, but only for goods
and not for services.”

NAFTA does provide one lone exception for services: measures “necessary to
ensure compliance” with a measure that is otherwise consistent with NAFTA 2
However, as interpreted by the NAFTA panel in Cross-Border Trucking, the
measure being defended must enforce “another law,” not itself* In addition, the
measure being enforced must be consistent with NAFTA. That condition is not
met if the law being enforced is the same measure being challenged.?

Dual Coverage: Goods and Services

NAFTA does not define the distinction between “goods” and “services.” Instead,
it defines goods by referring to the Harmonized Tariff System of tariff classifica-
tions. In the case of energy and petrochemical goods, that includes the product
categories for electricity, natural and artificial gas, crude oil, specific refined pe-
troleum products, etc.? For services, NAFTA refers to business activities such as
transmission, distribution and storage of energy and petrochemical goods?* As
with other trade agreements, the question is not whether a law is covered only
by a NAFTA chapter on goods or a chapter on services because both can apply.
For example, California’s Low-Carbon Fuel Standard (LCFS) is likely covered by
NAFTA chapters on:

» Goods—which applies to “trade in goods,” and it incorporates GATT coverage
of internal regulations “affecting the internal sale, offering for sale, purchase,
transportation, distribution or use..."?

» Energy and petrochemicals—because it is a measure ‘relating to ... basic
petrochemical goods originating in the territory of the Parties...and to cross-
border trade in services associated with those goods."

» Cross-border services—because it is a measure “relating to cross-border trade
in services."?’

Each chapter applies to a broader scope of measures than those that directly
regulate goods or services, respectively. A measure that regulates distribution
services can easily “affect” trade in the goods being distributed. A measure that
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regulates a good can also “relate to” distribution services for that good. In other
words, a single regulation can be covered by two or more chapters of NAFTA.

One reason for the absence of service exceptions is that NAFTA provides
alternate routes to safeguard service regulations. One was to carve them out
of the energy chapter, as Mexico did; the other is to carve them out by list-
ing them in Annex II, which the United States could still do through nego-
tiations. The United States did not use either approach for energy or climate

policy.

The bottom line is that even if a NAFTA country could defend a measure under
the exceptions for trade in goods, it could lose a challenge based on national
treatment of services. This distinction comes to life in the context of Canadian
exports of energy services to the United States.

Table 1. Comparing NAFTA's General Exceptions

Goods—Selected Exceptions, Cross-Border Services
Incorporated from GATT art. XX

a. Measures necessary to protect public
morals.

b. Measures necessary to protect human,
animal or plant life or health.

d. Measures necessary to ensure compli-
ance with laws or regulations that are not
inconsistent with the provisions of this
Agreement...

Measures necessary to ensure compliance with
laws or regulations that are not inconsistent with
the provisions of this Agreement...

g. Measures relating to the exhaustion of
exhaustible natural resources...

i. Measures essential to distribution of
products in short supply...

Source: NAFTA article 2101.1, which for measures that relate to trade in goods, incorporates GATT
article XX.

Il. ENERGY AND CLIMATE SERVICES

As Robert Howse and Petrus van Bork observe, “Energy is inherently dynamic
—it is a process of transformation. The product is the process.”?® NAFTAs
chapter 6 requires national treatment of energy goods (like electricity and
petroleum);? and cross-border suppliers of energy services (like distribution
of those goods).*® Chapter 14 covers energy-related financial services (like
trading in carbon credits and offsets). A NAFTA country can challenge a mea-
sure that relates to distribution of goods under NAFTA chapters on goods or
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services or both.*! This is consistent with the WTO's interpretation that both
GATT and GATS can cover the same measure.*

A GATS claim would give Canada the opportunity to ally with other countries,
some of which (e.g., Venezuela and Brazil) have won WTO disputes against the
United States.** And like NAFTA, GATS is also lacking an exception for conserva
tion of resources.* But unlike NAFTA, GATS provides an exception for human
and animal life and health. This exception is untested in a climate context, but
it is theoretically available as a defense’®

Assuming that a country wants to challenge a measure based on national treat-
ment of services, the threshold question is whether the measure is covered un-
der NAFTA, GATS, or both? As noted above, NAFTA covers measures that “relate
to” cross-border supply of energy,” whereas GATS applies national treatment

to measures that “affect” trade in sectors where the United States has a specific
commitment.*® The United States has a commitment on wholesale distribution
of goods (including petroleum products)”® and other existing and proposed com-
mitments.® In short, there is a reasonable prospect of coverage under both GATS
and NAFTA services chapters.

Canada could use these services chapters to frame its discrimination argument
against two state-level measures. While a full analysis exceeds the scope of this
paper, two important lessons can be highlighted. First, the scope of NAFTA
services conflict is not likely
to be over the environmental The scope of NAFTA services conflict is not
objective, per se, but over how likely to be over the environmental objective,
governments “count things per se, but over how governments “count

as green” or “how green they things as green” or “how green they are.”
are."#! Second, neither NAFTA

nor GATS allows a country to defend a services claim with the natural resource

exception that applies to trade in goods.

Tar Sands Oil from Canada

Canadian production of crude oil made from Alberta tar sands is projected to
grow 158 percent between 2007 and 2015, with most of the oil to be exported to
the United States.*? Expansion of exports above 2007 levels will require invest-
ments of $31 billion in new pipelines, mixing stations and refinery capacity,
much of it between Alberta and refineries in Oklahoma and Texas:#

The Future of North American Trade Policy: Lessons from NAFTA 15



Some of this increase will reduce dependence on “foreign” sources,* but unfortu-
nately, tar sands crude releases three times more greenhouse gas (GHG) than con-
ventional crude oil.** Since 2004, GHG emissions from oil extraction in Canada have
increased 57 percent, largely from tar sands crude destined for the U.S. market.®

The government of Canada is lobbying against U.S. climate measures that might
constrain Canada’s share of the crude oil market. These measures include a fed-
eral LCFS and border “adjustment” on the carbon content of products.”

The governments of Canada® and Alberta® also complain that California is de-
veloping its state-level LCFS in a way that discriminates against tar sands crude.
The California LCFS (March 5, 2009) requires fuel suppliers to meet a carbon
intensity standard.® The baseline for measuring petroleum products is a “lookup
chart,” which applies to 98 percent of the fuels sold in California in 2006, but not
tar sands crude.?! The letters from Canada translate into a NAFTA national treat-
ment argument along the following lines:

Like service. NAFTA requires California to give Canadian fuel suppliers treat-
ment that is no less favorable than it gives, “in like circumstances,” to suppliers
from California or elsewhere in the United States. To challenge the LCFS, Canada
would have to establish the “likeness” of its suppliers before it could assert that
they are being treated less favorably. On the surface at least, the LCFS rule treats
new suppliers differently only because their production “path” is more carbon-
intensive (that is, not comparable) than the California baseline average. That
California average was based on diverse sources of crude oil consumed in 2006,
including heavy crude from within the state of California>?

Canada has yet to present a services argument under NAFTA. However, Canada
has highlighted facts that support an argument that distribution of tar-sands
crude is a comparable “like service” to distribution of the heavy crude oil within
California’s 2006 fuel mix.> Distributors blend oil from many sources, and crude
oil sources vary in carbon intensity>* Alberta has commissioned a study to prove
that the carbon intensity “of conventional crude oils, domestic and imported,

is significant and in some cases comparable to heavy oil and oil sands derived
crude.” In other words, Canada is likely to argue that distributing tar sands
crude is “like” distributing the crude oils within California’s baseline with respect
to extraction process and carbon intensity.

Less-favorable treatment. Canada asserts that the California LCFS will treat sup-
pliers of tar sands crude less favorably. Its suppliers will have to calculate their
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unique carbon intensity,*® which will require extensive new record keeping and
changes in supply chain management.>’ Since their oil is more carbon intensive
than the 2006 average, they will also have to take measures such as carbon
sequestration in order to sell into the California market (or any other state that
adopts a similar fuel standard).>® California-based suppliers can use the baseline
average as their measure of carbon intensity, but Canada claims that some of
the California crude is “similar to or higher than” the GHG emissions from tar
sands.®’ Canada has not presented evidence that California heavy crude is as
carbon-intensive as tar-sands crude. However, California’s LCFS report acknowl
edges that 16 percent of California’s baseline oil came from sources that required
steam extraction,®® as does oil from tar sands. In short, Canada may be able

to prove that the state-level LCFS gives California’s dirty oil an advantage over
Alberta’s dirty oil.®*

In considering “less favorable” treatment, the NAFTA panel in Cross-Border
Trucking reasoned that differential treatment is justified so long as it is no more
trade-restrictive than necessary to achieve a non-discriminatory purpose of regu-
lation.®2 The NAFTA panel’s necessity test for trucking regulations sounds a lot
like the exceptions (measures necessary to protect public morals, human health,
etc.) that NAFTA pointedly does not provide for services. Eric Leroux observes
that the panel’s approach is “surprising and appears unjustified and in conflict”
with NAFTA exceptions.®®

Nonetheless, even without reference to general exceptions, several GATT deci
sions recognize that a legitimate regulatory purpose can justify differential treat
ment of like products that compete with each other (e.g., asbestos vs. asbestos-
free insulation).* In other words, GATT allows governments to treat products
differently if one poses a threat the other does not, even if they are “like” in
terms of commercial use.

Natural Resources Canada does not contest the legitimacy of California’s regula-
tory objective. Instead, it offers alternatives to the LCFS treatment of tar sands oil
as a special case: either assign all crude oil the same carbon intensity, or “treat
each pathway on its own merits."® Alberta asserts that six additional alternatives
will meet California’s objectives.%

Exception. If Canada succeeds in proving less favorable treatment, then the
United States would not be able to invoke the sole services exception for “mea-
sures necessary to enforce” a NAFTA-consistent measure. The measure being
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defended must enforce another law, not itself. The California LCFS is authorized
by state legislation, but it does not enforce another NAFTA-consistent measure,
as the exception requires.®” Further, the measure does not meet the “consistent
with NAFTA" test if it is the subject of the NAFTA dispute

There is one more NAFTA article about exceptions that deserves mention be-
cause it is controversial in Canada. A coalition of environmental advocates is urg
ing the Canadian government to ban extraction of tar sands oil and stop exports
to the U.S. market.®” NAFTA article 605 says that NAFTA parties may not use the
GATT exception for conserving exhaustible natural resources, article XX(g), to
defend a measure that reduces exports or changes the export proportion among
“specific energy goods” (e.g., tar sands bitumen versus conventional crude).”
Known as the “proportionality” rule, article 605 basically says that Canada
cannot itself try to limit exports of tar sands oil and then use the exception for
conserving resources to defend itself in a subsequent trade dispute should the
United States challenge the measure. As the tar sands industry builds out its
infrastructure for expanded bitumen exports, article 605 could be a constraint
on Canadian federal climate policy”™ It turns off a NAFTA exception for trade in
goods, but it does not change the scenario for a services dispute simply because
there is no services exception to turn off.

To summarize, a NAFTA panel might recognize that California’s LCFS serves a
legitimate regulatory purpose. However, it would apply a necessity test akin to
some exceptions in GATT article XX and GATS article XIV. “Necessity” is a more
demanding exception than the one for measures that “relate to” conservation of
exhaustible resources. This means the California LCFS would face a higher bur-
den of proof if the United States has to defend a NAFTA services challenge than
a comparable challenge under GATS or NAFTA provisions on energy goods.

Renewable Electricity from Canada

The United States is also Canada’s customer for cross-border distribution of elec-
tricity, 96 percent of which comes from large dams (greater than 30 megawatts).”
However, use of large hydro is excluded by Renewable Portfolio Standards (RPS),
which have been adopted by 28 states as a way to stimulate development of
renewable sources. RPS obligates utilities to purchase a growing percentage of
their electricity from renewable sources including wind, solar, geothermal, bio-
mass, and small-scale hydro (less than 30 megawatts).” Canada’s trade ministry
argues that state RPS laws deny national treatment.”
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Like service. Canada argues that large-scale hydro is comparable to “like”
renewable sources that the RPS laws favor. There is a long-standing debate about
whether renewable and nonrenewable energy are “like” products.”” However,

a Canadian challenge of RPS would likely frame the comparison between two
renewable service suppliers; one is included (small hydro), and one is not (large
hydro).”® In defense, the United States could argue that large-scale hydro is ex-
cluded because it blocks salmon migration, causes sedimentation, concentrates
toxins, and, in some boreal settings, increases GHG emissions.”

Less-favorable treatment. The RPS laws provide less favorable treatment of
large hydro by excluding it from the program altogether. In defense of the RPS
programs, they treat U.S. hydro the same as they treat Canadian hydro. A NAFTA
panel might accept the objective of protecting salmon habitat, but it might not
accept the extraterritorial application of that objective.”

Exception. If Canada makes its national treatment argument, the United States
would not be able to invoke an exception. RPS programs do not enforce another
NAFTA-consistent measure, as the exception requires.”

lll. OVERARCHING PRINCIPLES AND GOALS FOR REFORM

This brief review shows that NAFTA retains the power to constrain public poli
cies in service sectors other than trucking, notably the cross-border supply of
transportation fuels and electricity.

The overarching principle for reform is to preserve policy space, especially for
measures that evolve beyond the status quo of 1994 when NAFTA took effect.
Specifically, NAFTA does not provide parallel exceptions (compared to goods) for
measures that relate to cross-border services. In the absence of parallel excep-
tions, a trade dispute based on services chapters can undermine the exceptions
for measures that regulate goods.

Instruments for Reform

The absence of health or resource exceptions for NAFTA services chapters is a
structural problem; it would require renegotiation of NAFTA in one of these formats:

» Exceptions for trade in services. For measures that regulate services, NAFTA
could provide exceptions that parallel the ones it provides to trade in goods
under GATT article XX, including measures necessary to protect public mor
als, life and health, and conservation of exhaustible resources.
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» Exclusion of measures under Annex II. The United States did not avail itself of
the opportunity to exclude (or “reserve”) future energy, environmental or cli-
mate measures in U.S. Annex IL. It is not an accident that the energy measures
sparking NAFTA controversy arise from new and experimental policies at the
state level. Back in 1993, NAFTA negotiators did not complete the framework
of exclusions that NAFTA authorizes for future state and provincial measures.
When confronted with political resistance from some provinces and too many
proposed exclusions from some states, the negotiators simply gave up
Furthermore, in addition to state and provincial measures, In the post-NAFTA
FTAs, the U.S. schedule to Annex II carves out measures from coverage by
market access rules to the extent that the measure is not covered by the U.S.
schedule of GATS commitments.® That carve-out could be broadened to read:
“The United States reserves the right to adopt or maintain any measure that
is consistent with U.S. obligations under the General Agreement on Trade in
Services.” This broader language would synchronize NAFTA and GATS with
respect to national treatment.

» New environmental agreement. Another way to negotiate an exception is
to add an environmental agreement to Annex 104.1. However, the excep-
tion would be limited by a necessity test that requires implementing mea-
sures to be the least-restrictive alternative 8 On the other hand, NAFTAS
proportionality rule under article 605 would not apply to measures that
enforce an environmental agreement.

The last option shows how myopic NAFTA is. At its inception in 1994, NAFTA
sought to preserve policy space to implement the leading environmental agree-
ments of the day. Neither the U.N. Framework Convention on Climate Change
nor the Kyoto Protocol existed when NAFTA was drafted in 1994.

NAFTA provides mechanisms to preserve policy space by carving out new en-
vironmental agreements and policies as they emerge. But the lesson of NAFTA
is that by the time a new policy emerges, the lines of trade conflict are already
drawn. The realistic lesson is to “fix” NAFTA' shortcomings (Mr. Obama’s words
as a candidate) by not repeating them in future agreements

Future trade agreements should treat goods and services as the parallel sectors
that they are—with parallel exceptions for legitimate policy objectives. The
United States should also learn from its neighbors and carve out sectors where
policy requires experiments to evolve.
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