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Introduction

Terry L . Anderso n

With th e Europea n Communit y settin g th e preceden t fo r trad e liberalizatio n
among a "community" of trading partners, groups of countries around the world
have followe d suit . Thus , toda y virtuall y ever y continen t ha s it s existin g o r
proposed alliances for trade . Overarching man y of these has been the General
Agreement o n Tariff s an d Trad e (GATT ) whic h create s multilatera l trad e
agreements acros s the oceans.

The tremendou s potentia l fo r trad e liberalizatio n i s exemplifie d b y th e
North American Free Trade Agreement or the NAFTA. This agreement would
combine th e world' s largest , eighth-largest , an d thirteenth-larges t economies .
A unified Nort h American marke t would constitute 36 0 million people with a
total purchasing power of $6.2 trillion. (Not e that throughout thi s book where
figures ar e given in dollars, they refer to U.S. dollars a t 199 2 exchange rates,
unless otherwise specified.) Whil e the European Community has more people,
it embodies less income and spending power. Trade between the United States
and Mexico alone in 199 2 exceeded $70 billion, almost triple what it was five
years earlier .

The positiv e impact s o f trad e liberalizatio n notwithstanding , arrivin g a t
such agreement s ha s not been easy. I t took decades t o establish th e European
Community, and parties to the GATT have been at the negotiating table through
many rounds. If the trade liberalization is such a good thing, why the difficult y
in reaching agreements? Isn' t trade a positive-sum game ? Aren't there enough
gains from trad e to make al l parties happy?

The simple answer is that the distribution of gains from trad e is often th e
"trump card." It is true that trade generates a  net increase in jobs, income, and
wealth, bu t th e "net " create s th e stickin g point . I t i s eas y t o sa y tha t thos e
whose jobs are displaced by foreign competitio n hav e additional opportunitie s
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x NAFTA  AND WE ENVIRONMENT

to find new jobs, but for the displaced worker, finding the new job has its costs.
Free trad e doe s littl e fo r th e persona l financial  statemen t o f th e stockholde r
whose company canno t compete with foreign product s even i f the trade does
increase "the wealt h o f nations. " And fo r th e person wh o retains hi s job bu t
breathes dirtier air , trade liberalization ma y not be an improvement .

Hence nearl y al l trad e agreement s fac e a t leas t tw o stickin g points : job
protection and the environment. The former is nothing new to the trade scene.
Indeed, British mercantilism, which stimulated much of Adam Smith's political
economy, wa s a  protectionis t schem e supplie d b y th e Crow n t o th e guilds ,
unions, and monopoly companies in return for tariff revenues. But protectionist
schemes are sometimes too blatant and therefore arise under new and surprising
guises.

With th e recen t roun d o f trad e agreement s an d especiall y th e NAFTA ,
environmentalists hav e joined th e ranks of thos e concerned with th e implica-
tions o f trad e liberalization . Interestingly , much of th e debate an d discussion
regarding the NAFTA has not centered on the economic impacts. Rather, it has
centered o n th e potentia l damag e t o th e environment , th e threa t t o nativ e
culture, and the implications for democracy and human rights. The introduction
of these issues into the trade debate has created some strange bedfellows, to wit
the "greening" of organized labor as it has joined forces with environmentalists
in opposition t o freer trade .

At the same time that trade pacts have been on th e negotiating table , the
concept o f "fre e marke t environmentalism" ha s been increasingly recognize d
as a n alternative t o command-and-control environmenta l policy . Tw o themes
particularly relevant to the trade liberalization debate emerge from free market
environmentalism. The first is that economic growth and environmental quality
generally go hand-in-hand. The logic of the argument is simple; if environmen-
tal qualit y i s typica l o f mos t goods , consumers wil l wan t more o f i t a s thei r
incomes rise.  They may choose more gree n spac e by purchasing large r yard s
or gardens ; the y ma y joi n th e throng s o f "eco-tourists " headin g t o th e rai n
forest; or they may demand that their government enforce stricter environmental
standards on thos e who dispose of thei r waste into the common environment .
And wit h empirica l evidenc e recentl y supplie d b y Gen e Grossma n an d Alan
Krueger and cited by several authors in this volume, the hypothesis that income
and environment ar e positively related cannot be refuted .

A second and somewhat related theme of free marke t environmentalism is
that trade in environmental amenities evolves as consumers demand more of the
good. O f course , i n orde r fo r thi s t o happen , supplier s mus t hav e secur e
property rights to the environment tha t they can sel l to the demanders. If such
property rights  can b e hammered out , environmenta l resource s ca n b e turned
into asset s tha t ar e husbanded . Eco-touris m i s a  prime example . Tourist s ar e
willing t o pay hug e sum s fo r safaris , bu t unti l recentl y thes e sum s ha d littl e
impact on the supply of the environment; it only increased the quality of food ,
transportation, an d lodging . B y givin g native s a  clai m t o th e revenue s fro m
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Introduction x i

elephant hunting and photographic safaris, the government of Zimbabwe has all
but eliminated poaching. Similarly, Amazonian governments ar e searching fo r
ways to give residents a  stake in conserving the forests wher e previously the y
could only profit b y exploitation of the resources. And finally, debt-for-natur e
swaps represent  a n innovativ e marke t response  wherei n environmenta l
organizations have been able to control environmental asset s more directly.

Though there is no guarantee that environmental quality is inevitable with
rising incomes , there is sufficien t evidenc e around the world to give us hope.
Certainly, corrup t governmenta l official s ma y have a n incentive t o turn thei r
countries int o pollutio n haven s o r denuded landscapes , bu t a s see n wit h th e
decline o f communism , suc h corruptio n i s a t leas t a  littl e easie r t o discove r
given modern communications. With significant evidence that markets offer the
most efficient wa y to produce goods and services , there is no reason to shun
such prospects for the production of environmental quality. Trade liberalization
in the context of free marke t environmentalism is the friend no t the enemy of
the environment .

It is within this context that the chapters in this volume were written. They
are not all written by authors who would call themselves free marke t environ-
mentalists, but they all recognize the important ways in which economic growth
can b e harnessed t o the benefi t o f environmenta l quality . Indeed , i t i s hope d
that a s trade liberalization proceeds , more researchers and policy maker s wil l
explore th e prospects fo r including environmental good s in the trade package.
It will no longer do for environmentalists i n rich countries to force the people
in poor countries to subsidize environmental quality, but by opposing free trade
agreements, thi s i s exactl y wha t environmentalist s ar e doing . Trad e barrier s
erected i n th e nam e o f environmenta l qualit y surel y kee p peopl e i n th e les s
developed worl d poore r an d doubtfully improv e th e environment i n th e lon g
run. I f trad e liberalizatio n ca n b e expanded t o include trad e in environmenta l
assets, wealthy environmentalists can put their money where their environment
is, getting the results they want while allowing others to move up the economic
ladder.

This volum e proceed s a s follows . Th e first  chapte r b y Bruc e Yandl e
provides a n overvie w o f th e NAFT A includin g it s genera l linkage s t o th e
environment. I n Chapter 2, Roberto Salinas-Le6n provides a  perspective fro m
Mexico where ther e i s overwhelming suppor t fo r th e NAFTA. I t i s clear that
the NAFT A mean s mor e t o Mexican s tha n th e prospec t o f acces s t o U.S .
markets; it means the possibility of institutionalizing the Salinas government' s
free-market reform s tha t hav e bee n stimulatin g th e econom y sinc e th e lat e
1980s. Steve n Globerman , a  Canadia n economist , provide s a  framewor k fo r
integrating environmenta l asset s int o traditiona l economi c growt h models . In
applying his framework, h e reviews the literature on the linkages between trade
liberalization and the environment, concluding that there is little support for the
contention that the NAFTA will result in environmental harm. Economists Peter
Emerson an d Robert Collinge examine detailed provisions of the NAFTA and
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also conclude that i t is far more likely to improve environmental conditions in
North America . Indeed , Pete r Emerso n ha s bee n a  voic e o f sanit y i n th e
environmental community , recognizin g th e potentia l fo r harnessin g marke t
forces fo r th e betterment o f nature . Chapters 5 and 6 focus more narrowly on
two environmental area s where trade liberalization can have positive environ-
mental effects . A s a  polic y analys t fo r Duck s Unlimite d Canada , Jame s
Patterson argue s tha t competitio n throug h trad e liberalizatio n ma y forc e th e
governments o f bot h th e Unite d State s an d Canad a t o chang e agricultura l
policies tha t hav e subsidize d th e destructio n o f wildlif e habita t fo r severa l
decades. Rober t Deaco n an d Pau l Murph y us e Lati n America n example s o f
debt-for-nature swap s to illustrate the difficulty environmentalist s hav e getting
their demands expressed in the marketplace. By reducing transaction costs, free
trade agreements potentially can encourage capital flows and better environmen-
tal stewardship . Finally , th e volum e end s o n a  less optimisti c politica l note .
Bruce Yandle argue s tha t the same forces tha t bring together bootleggers an d
Baptists i n a  coalitio n agains t th e sal e o f liquo r o n Sunda y ca n coalesc e
protectionists an d environmentalist s i n oppositio n t o fre e trade . Jus t a s th e
bootleggers ca n us e th e virtuou s goal s o f Baptist s t o promot e thei r ends ,
protectionists ca n exploi t environmentalism . The difference i s that , whil e th e
former ma y ge t th e Baptist s wha t the y want , th e latte r i s likel y t o generat e
protection withou t environmenta l benefits . Al l the contributors hop e tha t thi s
volume helps policy maker s avoid such a result.
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Is Free Trade an Enemy of
Environmental Quality ?

Bruce Yandl e

Introduction

The North American Free Trade Agreement (NAFTA) will unambiguously raise
incomes in the region as people in Canada, Mexico and the United States enjoy
the fruits o f Adam Smith's gains from trad e that come when trade barriers are
reduced.1 On February 24-25, 1992, the U.S. International Trade Commission
hosted a symposium on the effects o f the NAFTA, where the results of twelve
econometric studie s wer e reported an d discussed . Th e summar y o f th e sym -
posium stated : "Despit e th e different approache s taken i n these studies , there
is a  surprisin g degre e o f unanimit y i n thei r results regarding  the aggregat e
effect o f a  NAFTA. All three countries ar e expected t o gain from a  NAFTA.
The greatest impact will be on the Mexican economy" (U.S. International Trade
Commission 1992 , vi). Noting that ther e wil l be adjustment costs , the Senat e
testimony of Carla Hills, U.S. Trade Representative, regarding expanded trade
with Mexico captures th e essence of this thinking:

We have drawn on a  variety of economic studies on the impact of freein g
trade and investment between th e United States and Mexico. All point to
a net positive impact on the U.S. Economy. .  . .  The analysis dealing with
the issue shows net job creation in the U.S. . . .  Studies also show .  .  .  that
some sectors might face increased competitive pressures. .  .  . Dr. Clopper
Almon o f th e Universit y o f Maryland , fo r example , estimates tha t unde r
FTA, the United State s woul d gain 88,00 0 jobs an d los e 24,000 over 1 0
years, for a  net gain o f 64,000 jobs. (U.S. Congress 1991a , 31)
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2 NAFTA AND THE ENVIRONMENT

To th e exten t tha t trad e amon g thes e thre e countrie s i s a  precurso r o f th e
momentum that will move south into Central and South America, the potential
for furthe r gain s from trade is enormous.

While th e long term prospects ar e decidedly bright , there is considerabl e
friction betwee n th e wheels o f trade and the axle of the status quo. The mass
of unidentifiable , unorganize d people , especially i n Mexico , who wil l benefi t
from freer trade have little voice and hardly any political muscle. On the other
hand, ther e ar e som e wel l identifie d voca l peopl e wh o ma y bea r adjustmen t
costs if trad e expands. They know about the NAFTA and have lobbyists who
make i t thei r business t o monitor the agreement . Instead of hearing about the
millions whose lives will be improved, we hear of hundreds whose current jobs
will b e threatened . Thi s vie w i s expresse d i n classi c for m i n th e Senat e
testimony o f William H . Bywater , Internationa l Presiden t of th e Internationa l
Union of Electrical Workers:

It i s ou r vie w tha t thi s agreemen t woul d be a disaster fo r IU E member s
and other American workers . . . . A t one time, we had 360,000 members.
Today we have 165,000 . This dramatic decline has been due, in large part,
to the movement of production and jobs out of this country. Multinational
corporations have fled to low-wage labor markets such as Mexico. It is the
American worker s wh o remain  employe d i n thes e industrie s wh o hav e
much t o lose from a  fre e trad e pact with Mexico . .  . .  Our members ar e
outraged that the Bush administration is forging ahead with this agreement,
given th e current recessio n an d increasing job loss i n thi s country . (U.S.
Congress 1991b , 48-9)

If thes e claim s ar e no t enoug h t o crippl e th e agreement , environmenta l
concerns coul d provid e th e deat h knell . The fear i s tha t industria l growt h i n
Mexico will simply increase already significant pollution in that country. Critics
see U.S. industries fleein g t o Mexico, attracte d by a  winning combinatio n o f
cheaper labor and relaxed environmental rules. Hence, both American workers
and the environment wil l suffer .

Is ther e a  soun d basi s fo r thes e fears ? O r hav e specia l interes t group s
exaggerated th e magnitude of adjustmen t costs ? Just how long and tortuous is
the journey to the free trade promised land? Politics dictate that the longer term
gain from  trad e canno t b e secure d unles s th e shor t ter m pai n i s someho w
addressed.

This chapter focuses o n thi s adjustment proces s especially a s it relates to
the environment. The nex t section present s a  general discussion o f free trade.
After considerin g tw o competin g view s represente d amon g th e critic s an d
supporters of the NAFTA, the third section compares Mexico's past and present
trade policies an d the emerging NAFT A wit h the dramatic changes tha t have
occurred i n Europe . Th e fourt h sectio n examine s th e exten t t o whic h U.S .
industries will be affected b y new competition from Mexico . The final section
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Is Free Trade an Enemy of Environmental Quality?  3

brings togethe r th e findings  o f tw o importan t researc h effort s regarding
environmental contro l an d impor t competitio n an d presents the cas e fo r fre e
markets and property rights.

Static and Dynamic View s of Free Trade

The statement s b y Willia m Bywate r an d Carl a Hill s i n th e introductio n
pointedly illustrat e th e stati c an d dynami c view s o f expande d trad e wit h
Mexico. The stati c vie w assume s tha t the world changes ver y little . Accord -
ingly, increase d import s displac e domesticall y produce d good s an d forc e
specialized worker s int o unemployment . I n it s extreme form , th e stati c vie w
sees th e curren t mi x o f skills , productio n techniques , industrie s an d firm s
permanently embossed on the economic landscape. Opening a previously closed
trade door upsets the status quo. Lost jobs, bankrupt firms, unemployed workers
and declining industries can be quantified t o demonstrate the negative impacts
of trade .

The dynamic view of expanded trade sees economic activity as a smoothly
operating process , no t a  froze n mosaic . Instead , th e econom y i s continuall y
being reshaped by the actions of purposeful people seeking to better themselves.
Competition creatively replaces lower valued, inefficient producer s with higher
valued, efficien t producers . Unde r thi s view , there i s n o particula r reason  t o
preserve an industry, firm, or occupation if better opportunities lie in the offing.
People enter and exit labo r markets; firms expan d and contract; new products
and production processes emerge; and wages and prices rise and fall. Of course,
there are adjustment costs , but these are small when compared to the potential
gains.

Though bot h view s recogniz e th e potentia l fo r gain s fro m trade , th e
different polic y implication s ca n b e illustrated wit h a  simpl e example . Gains
from trad e emerg e fro m specializatio n whe n th e butche r specialize s i n mea t
cutting and the logger specializes in wood cutting. The butcher gets wood at a
lower cost ; th e woodcutter enjoy s mor e fresh meat . Because both individual s
are made better off , w e would expect opposition t o governmental policies that
disallowed trade between the two and required all wood cutters to produce then-
own meat and all butchers t o cut their own wood. But if woodcutters discover
a lower cost meat supply, the static view generates different polic y implications.
Butchers are no longer likel y t o sing the praises of free trad e when the winds
of competition forc e change .

The dynamic view , however , recognize s tha t changin g technologie s an d
new products will require transition. If a lower cost substitute for the butcher's
meat i s found , th e butcher ha s severa l options . He can tr y t o meet th e com-
petition, produce a better product himself, or go into some totally different lin e
of work. Though any of these options is costly to the butcher, denying the new
competition is costly to all consumers. Protecting the butchers from competition
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4 NAFTA  AND THE ENVIRONMENT

simply perpetuates higher cost-lower value production and denies overall gains
from trade .

We can se e the impact of these competing views of trade in the histories
of the United States and Mexico. Indeed, Adam Smith (1937, 538) noted these
differences i n 1776. 2 The American colonie s represented a new dynamic trade
order built on expanded freedom, private property, the right to contract, and the
absence o f a n authoritaria n government . Centra l an d Sout h America , o n th e
other hand, perpetuated the static trade order that had prevailed for centuries in
Europe and, until very recently, prevailed in Mexico. Jobs and industries were
protected. Th e mos t vulnerabl e o r politicall y valuabl e industrie s wer e
nationalized. Th e few gaine d much ; th e many gaine d little . Competition wa s
directed from above . Of course there was change and mobility o f people , but
countless peopl e followe d traditiona l path s tha t se t narro w limit s o n thei r
chances for a  better life .

Though the United States has drifted towar d more static trade policies, the
Salinas government in Mexico recently has liberalized trade, reduced regulation
of foreign investment , privatized majo r economic sector s that were previously
nationalized, an d lai d a  foundatio n fo r market-directe d economi c activity. 3

These policie s ar e i n shar p contras t t o thos e se t i n motio n b y th e OPE C
embargo of 197 3 which set a stage for Mexico's political economy of the 1970s
built o n th e nation' s abundan t suppl y o f nationalize d oil . Followin g th e
embargo, huge amounts of wealth moved through political hands. Governmental
debt increased , inflatio n rose , an d economi c growt h declined . I n a n effor t t o
protect the industrializing sector s from foreign competitio n and ownership, the
government instituted a  regime of tariffs , quota s and restrictions. The Mexico
economy bogged down to a slow process of stagflation .

The Salina s reforms  coupled wit h th e NAFT A provid e tradin g potentia l
that exceed s tha t o f th e Europea n Community . Viewe d a s a n ope n tradin g
community, th e new Europe wil l have a  population o f 36 5 million and a  per
capita GNP of $12,931, all based on 198 9 data.4 Compare that to the emerging
open marke t fo r Mexico , Canada, an d the U.S., which wil l have 35 9 million
people an d a  pe r capit a GN P o f $15,545 . NAFT A combine s "th e world' s
largest, eighth-largest , an d thirteenth-larges t economie s int o a  commo n
economic space" that will rival that of the new Europe (Morici 1991 , 45). But
the importan t questio n is : Wil l w e tak e advantag e o f thes e dynami c trad e
opportunities o r revert t o static trade policies?

Dropping the Barriers: An Inch, Not A  Mile

Much of the debate over the NAFTA contends that opening trade with Mexico
will flood the United States and Canada with cheap Mexican goods, but the evi-
dence suggest s tha t th e Nort h America n economie s ar e alread y heavil y inte -
grated. For example, Mexico is the third largest U.S. trading partner, accounting
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Is Free Trade an Enemy of Environmental Quality? 5

for 6  percent of U.S. imports and 7 percent o f U.S. exports.5 However, given
the small relative siz e of th e Mexican economy (3.6 percent of th e U.S. GDP
in 1989), the United States' share of Mexico's total imports reaches a whopping
67 percent . Give n thes e dimensions , Mexico' s expande d trad e wil l hav e fa r
more impact on the Mexican economy than on the U.S. economy.

What Abou t Curren t Trad e Barriers ? A s th e U.S . Internationa l Trad e
Commission put s it , "wit h fe w exceptions , bot h countrie s alread y hav e
relatively lo w tariff s an d nontarif f barrier s t o trad e wit h eac h other " (U.S .
International Trad e Commissio n 1991a , vii) . I n a  rea l sense , th e tarif f wall s
have already fallen. Mexico's move to liberalize trade came in 198 6 when the
country became a member of GATT. As a condition, tariffs ha d to be reduced
and quotas dropped . In 1989 , Mexico's trade-weighted averag e tarif f stoo d at
10 percent of the value of goods received, down from 25 percent in 198 5 (U.S.
International Trad e Commissio n 1991a , 1-2) . I n addition , impor t license s
previously require d fo r al l import s int o Mexic o no w appl y t o onl y 23 0 o f
12,000 items. In short, the Mexican trade barriers are low and falling .

How muc h protectio n fro m Mexica n good s doe s U.S . industry currentl y
receive? In 1989 , the trade-weighted average of tariffs on imports from Mexico
was 3.4 percent (U.S . International Trad e Commission 1991a , 2-2). 6 About 9
percent o f Mexica n import s ente r duty free , an d another 45 percent originat e
under the Generalized System of Preferences, which means the value added in
Mexico to United States produced inputs enters tariff free .

Of te n majo r economi c sector s potentiall y impacte d b y fre e trad e wit h
Mexico, only a  few ar e likel y t o be affecte d i n a  measurabl e way . Conside r
them in turn .

Agriculture

Contrary to many arguments, it is agriculture rather than industry that will
be th e majo r affecte d sector . Again , averag e tariff s ar e lo w wit h th e trade -
weighted average imposed by the United States equal to 7 percent ad valorem
and tha t imposed b y Mexico equal t o 1 1 percent. But bot h countrie s impos e
limitations base d on a combination o f tariff s an d licenses or market orders.

Within agriculture , U.S. horticulture product s ar e th e most vulnerabl e t o
Mexican competition. The average tariffs ar e high on both sides of the border:
35 percent for the United States and 20 percent for Mexico. Moreover, the U.S.
system of marke t orders impose s outright limitation s alon g with tariffs . Sinc e
Mexico is a lower cost producer of citrus products an d winter vegetables that
require stoop labor and the United States is a lower cost producer of processed
food products, free trade will impose adjustment costs on agriculture in Honda,
California an d othe r Sun-bel t states . As wil l b e seen fo r a  few othe r sectors ,
lower paid , unskille d labo r wil l bea r th e burde n o f chang e fo r horticulture .
Oddly enough, much of that labor in the United States is currently Mexican and
migrant labor from elsewhere .
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6 NAFTA  AND THE ENVIRONMENT

Though horticultur e i n th e Unite d State s wil l contract , othe r U.S .
agricultural sector s wil l gain from expande d trade . For example, producers of
grain an d oilseed shoul d see an expansion o f shipment s t o Mexico, as would
producers of meats.

In summary , the rub in U.S. agriculture hit s primarily U.S . producers of
fresh vegetables . Opportunities for lower paid workers will be reduced; higher
paying jobs i n canning and processing wil l expand. Researchers fo r th e U.S.
International Trade Commission examined the overall effects o f open trade on
the U.S. agricultural sector and found tha t "The top job-gaining sectors in the
United States are agriculture, machinery and metal products. Total U.S. employ-
ment increases by 44,500 jobs afte r fiv e years , with the largest gain s (10,600
jobs) in agriculture" (U.S. International Trade Commission 1992 , 15-16).

Steel

The U.S. stee l industry i s often cite d a s a  potential victi m of ope n trad e
with Mexico. Already 1 5 percent of the steel produced in Mexico is imported
into the United State s accountin g fo r abou t 1 4 percent o f al l U.S. imports in
1989.7 However, Mexico's shipments have been limited since 1985 by a system
of voluntary restraint agreements to 1 percent of the U.S. market, and the quota
has seldom bee n binding. 8 Even i f Mexic o shipped al l it s stee l t o the United
States, tha t would amoun t t o only 1 2 percent o f U.S . consumption sinc e the
U.S. internal market is so large. On the other hand, the United States is a major
supplier of stee l to Mexico, with exports amounting to 1  percent of total U.S.
production i n 1989 .

These aggregate data disguise important features of the U.S. and Mexican
steel economies . Stee l marketin g an d ownershi p ar e global . Fo r example ,
Mexico's onl y stainles s stee l producer, Mexinox , is owned partly by Thyssen
Edelstahl of Germany and Acerinox of Spain. 9 North American buyers receive
60 percent o f th e firm's output . In the United States , there are 63 production
facilities wit h extensive foreign ownershi p (U.S. International Trade Commis-
sion 1991b , 3-10, 3-11) . The countries involved includ e Japan , France, South
Korea, Sweden, the United Kingdom, Italy, Brazil, Germany, Canada, China,
Switzerland, and the Peoples Republic of China. When one speaks of the U.S.
steel industry, one is speaking of truly multi-national ownership. 10

If employmen t effect s i n the stee l industry ar e th e crux of th e issue , the
outlook unde r th e NAFTA i s decidedly favorable . Ope n border s wil l lea d to
greater U.S . exports t o Mexico and expanded shipment s t o the United State s
from Mexico , but on balance, the United State s wil l gain more market tha n i t
loses (U.S . International Trade Commission 1991a , 4-37).

Chemical

The U.S . chemica l industr y i s anothe r secto r tha t som e sugges t wil l
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experience dislocation s i f trad e i s opene d wit h Mexico . I n thi s case , th e
dislocations are peculiar to the U.S. petrochemical industry, the world's largest
supplier. A t presen t Mexica n la w prohibit s foreig n investmen t i n petroleu m
related industries. Simply, the United States is locked out of direct investments
in Mexico. U.S. law prohibits th e exportation o f petroleum, and Mexican law
limits th e importation o f natura l gas . Recent modification s i n th e investmen t
restrictions opened the door a bit, but meaningful limitation s remain in effect .

The overall impact of the NAFTA on the U.S. chemical industry i s likely
to b e trivial , othe r tha n fo r investment s tha t migh t b e mad e i n productio n
facilities in Mexico. Such facilities could compete with U.S. producers, but this
is unlikely to be a major problem given that the U.S. chemical industry exports
far mor e t o Mexic o tha n i s imported . Tariff s ar e lo w a t approximatel y 4
percent. An open border would not likely disturb U.S. employment patterns or
capacity utilization .

An exemptio n i s th e U.S . pharmaceutica l industr y whic h woul d gai n
substantially i f th e NAFT A le d t o soli d enforcemen t o f intellectua l propert y
rights. U.S . patent s woul d the n b e protected , an d th e U.S . industr y woul d
expand shipments an d production across the border.

Other Industries

A review of othe r impor t sensitiv e industries generate s littl e evidence of
significant NAFTA impact. Textiles, apparel, electronic products, metal working
machinery, an d machin e tool s al l present different cases , but there i s little to
suggest major dislocations. In the case of textiles, the effects ar e almost neutral.
For machin e tool s an d meta l workin g machinery , however , th e effect s ar e
decidedly favorable .

Producers of lowe r priced, common household glassware are predicted to
suffer significantl y fro m ope n trade . That industr y ha s been buffete d steadil y
by international competitio n an d is stil l i n a  state of transition . I t i s currentl y
protected b y a  2 2 percen t tarif f an d face s a  2 0 percen t tarif f fo r export s t o
Mexico. If th e tariff wall s go down given the size of th e U.S. market relative
to that of Mexico, shipments t o the U.S. will increase markedly .

The best estimates of the impact of the NAFTA indicate that, on balance,
the effects wil l be positive. Overall employment will expand. Incomes will rise.
Producers o f fres h vegetables , citru s products , glassware , an d som e stee l
products will feel the cost of adjustment. When it gets down to particular farms,
plants and towns, the NAFTA will generate change. In some cases, change has
been waiting in th e wings for a  long time, and tariffs an d quotas have simply
delayed th e inevitable . I n thei r absence , adjustment s woul d hav e com e
smoothly, continuously , no t al l a t once. When th e pink slip s come, displaced
workers wil l understandably point the finger of blame at the NAFTA. Specia l
interest group s whos e income s depen d o n controvers y wil l mak e certai n th e
NAFTA i s not forgotten .
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The Environmental  Linkag e

There ar e two ways in whic h th e NAFTA i s linked to environmental quality .
The firs t i s throug h it s impac t o n relocatio n decisions , an d th e secon d i s
through it s impac t o n th e deman d fo r environmenta l quality . Fortunately ,
significant empirica l research is available for both.

In it s analysis of th e connection betwee n free trad e and the environment ,
the Office o f the U.S. Trade Representative developed a "hit list" of industrie s
vulnerable t o the intertwined force s o f reduced tariffs an d high cost pollutio n
control (Offic e o f th e U.S. Trade Representative 1991) . To be on th e list , an
industry ha d t o fac e hig h environmenta l complianc e costs , b e expose d t o
expanded impor t competition from Mexico , have low relocation costs relative
to U.S. environmental compliance costs, and find lower environmental costs in
the new location .

After examinin g 44 5 U.S . industries , th e analyst s foun d 1 1 industrie s
vulnerable t o the effect s o f environmenta l rules , reduced tariffs , an d relaxed
investment restrictions.  The "hit list " industries ar e specialt y steel , petroleum
refining, fiv e categorie s o f chemical s includin g medicina l compounds , iro n
foundries, blas t furnaces an d steel mills, explosives, and mineral wool (Offic e
of the U.S. Trade Representative 1991,141) . Probing deeper, the Commission's
report note s tha t 1 0 o f th e 1 1 industrie s hav e hig h capita l intensity , thu s
reducing th e likelihoo d tha t plant s wil l relocate  t o tak e advantag e o f lowe r
environmental cost s i n Mexico . The gray and ductil e foundry industr y i s the
single industry that best meets the four-part criteria. The report emphasizes that
there is no case for wholesale outmigration of U.S. plants to Mexico. The facts
simply do not suppor t the argument.

But there may be other costs that enter the relocation matrix. For example,
the report  also considered th e cost o f liability rules (Office o f the U.S. Trade
Representative 1991 , 142) . Sinc e th e Bopha l disaste r brough t har d time s t o
Union Carbid e eve n thoug h th e fir m wa s meetin g India' s standards , multi -
national firm s hav e taken a  very conservative environmental stance . Rules of
law caus e the m t o bas e thei r foreign environmenta l standard s o n U.S . rules.
Indeed, For d Moto r Company' s writte n polic y fo r plant s i n Mexic o exactl y
incorporates U.S. environmental standards (Office o f the U.S. Trade Represen-
tative 1991 , 142) . The importan t poin t t o not e i s tha t somethin g othe r tha n
government regulation can discipline firms in their use of the environment (see
Meiners an d Yandl e 1992) . Common la w court s ca n an d do impos e liabilit y
standards tha t ma y affec t environmenta l qualit y mor e tha n bureaucrati c
regulations.

Finally environmental quality may improve because new plants tend to use
the latest technology and equipment which reduce inefficiencies an d pollution.
Even if the dirtiest U.S. plants that cannot afford t o meet U.S. standards move
south, they wil l operate new plants.

Next we turn t o the question of what determines the demand for environ -
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mental quality. What causes environmental rules , property rights enforcement,
and carefu l natura l resources managemen t t o emerge? Ca n w e find a  reliable
driving forc e tha t logicall y lead s t o improvements ? O r mus t w e rely o n th e
fragile force s o f ethics , religion, and environmental awareness ?

The heate d debat e ove r th e impact o f fre e trad e o n th e environmen t le d
Princeton economists Gene Grossman and Alan Krueger (1991) to measure the
relationship betwee n environmenta l qualit y an d highe r income s (industria l
growth). Under the sponsorship of the prestigious National Bureau of Economic
Research, the y examine d th e relationshi p betwee n urba n ai r qualit y an d
economic growth for 42 countries. Specifically, they focused on sulfur dioxide
and suspended particulates. Of course, there is more at stake in Mexico and the
United States than air quality, but this provides a reasonable proxy for environ-
mental quality in general. Their sample included countries with annual incomes
per capit a rangin g a s lo w a s $1,000 an d as high a s $17,000 . Their statistica l
models also adjusted for government form (communist-noncommunist), popula-
tion density , and other characteristics tha t logically affec t ai r pollution.

The Grossman-Krueger results indicate that air pollution rises with income
when incomes are at the very lowest levels of $1,000 to $5,000. Once incomes
are abov e $5,000 , however , ai r pollutio n falls , an d i t continue s t o d o s o a s
incomes rise.  A s a n aside , the y foun d tha t communis t countrie s hav e sys -
tematically highe r level s of pollution, all else equal.

The authors point out tha t the implications for Mexico are rather straigh t
forward. Mexic o is approaching the threshold. Consistent with the Grossman-
Krueger results , Mexic o ha s begu n t o increas e it s environmenta l standards .
Since highe r level s o f incom e yiel d eve n mor e improvements , th e NAFT A
should generate greate r demand for environmental quality in Mexico.

Final Thought s

Is the NAFTA an enemy of environmental quality? The evidence presented here
emphatically suggest s tha t i t i s not . Of course , the stor y i s complex, an d th e
outcomes o f expande d trad e wit h Mexic o wil l surel y generat e instance s o f
environmental degradation . But instead of viewing trade through stati c glasses
and isolated cases, we must focus on the broad general tendencies that emanate
from the dynamic economy. We must consider the case without expanded trade.
What would be the state of environmental quality if trade were reduced? There
is strong evidence tha t it would deteriorate.

We mus t recogniz e tha t fre e trad e itsel f guarantee s ver y little . Wha t i s
necessary i s a  syste m o f wel l establishe d propert y rights  to natura l resource s
and environment. I f individual s hav e the security o f property rights  protected
by a rule of law, each individual has no choice but to account fo r the costs of
his actions . Damage t o property, b e i t environmental o r otherwise, i s a  cause
of action agains t the damaging party. Freer trade under the NAFTA wil l raise
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incomes an d wit h the m th e demand for environmenta l quality . The challeng e
for al l thre e partie s t o th e agreemen t i s t o provide th e stabl e se t o f propert y
rights to the environment tha t will encourage good stewardship. Unfortunately ,
there i s goo d reaso n t o expect tha t specia l interest s wil l mitigat e agains t thi s
outcome and press instead for command-and-control environmental regulations
that wil l erod e potentia l gain s fro m trad e possibl e wit h th e NAFT A (se e
Chapter 7).

Notes

1. Also i n keepin g wit h Smith , ther e ar e supporter s o f th e NAFT A who , in
pursuit of thei r own sel f interests , applaud the prospects of expanded trade in
Mexico. For a sampling of these, see Green (1991, 3A); Paperboard Packaging
(1992, 10) ; Daily News Record  (1992, 11) ; and Denver (1992 , 10A).
2. Fo r a  mor e complet e discussio n o f th e ne w an d ol d orders , se e Nova k
(1982).
3. I t shoul d b e note d tha t fro m Worl d Wa r I I unti l th e 1970s , Mexico' s
economy grew annually a t the rate of 6.7 percent, far exceeding its population
growth an d th e GN P growt h o f it s neighbors . Fo r mor e o n this , se e Moric i
(1991). Also see , U.S. International Trade Commission (1991a , 1-1 , 1-2) .
4. The data here are developed from Moric i (1991, 45).
5. Th e dat a i n thi s sectio n com e fro m U.S . International Trad e Commissio n
(1991a, vii).
6. According t o a study of the Office o f the U.S. Trade Representative (1991 ,
138-9), tariff s d o reach  2 2 percent fo r copper an d 1 0 percent fo r man y stee l
products.
7. This section draws on data in U.S. International Trade Commission (1991a ,
4-35 through 4-37) .
8. The VRAs came in negotiations after Mexican steel producers were charged
with dumpin g unde r U.S . trad e law . T o avoi d penalties , Mexica n producer s
agreed to limit shipments. In a real sense, a cartel is formed that raises the price
of stee l fo r U.S . consumers an d producers . A complete fre e trad e agreemen t
would have to chisel away VRAs.
9. For discussion, see U.S. International Trade Commission (1991b) .
10. The picture becomes even more confusing when actions are taken by "U.S."
firms to stop foreign producer s fro m sellin g stee l in the U.S. at prices belo w
those charged i n th e hom e market. Recently , several majo r U.S . firms file d a
petition wit h th e IT C an d th e U.S . Departmen t o f Commerc e allegin g suc h
dumping. According t o press reports, the charges are filed against "all tradin g
partners," including Canada and Mexico. Of the U.S. firms filing the complaint,
three hav e larg e foreig n ownershi p participation . On e i s totall y owne d b y a
Japanese steel maker, which will be charged with dumping (Wall Street Journal
1992, A6).
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Free Trade and Free Markets:
A Mexican Perspective on the NAFTA

Roberto Salinas-Leo n

Introduction

The recently signed North American Free Trade Agreement (NAFTA) has been
the subjec t o f a  wide arra y o f publi c policy debate s in th e United State s and
Canada. Notwithstandin g th e immens e socioeconomi c benefit s o f fre e trade ,
these debates are unsurprising given the commercial interests especially in the
United State s an d politic s involved. 1 Wha t i s surprising , however , i s th e
interesting new protectionist coalition that has emerged in a more sophisticated
guise.

Nevertheless, th e discussion s abou t th e pro s an d con s o f th e NAFT A
embody highly specific (an d highly peculiar) characteristics. One salient irony
is diat the overwhelming majority o f debates and discussions have centered on
stricdy extra-commercia l concerns : jo b losse s du e t o trad e liberalization ;
environmental degradatio n resultin g from  greate r trad e flow s wit h Mexico ;
democracy and human rights; and even issues of cultural identity and religion.
Absent from thes e argument s ar e severa l importan t questions . I s the NAFTA
trade divertin g o r trad e creating ? Ar e th e establishe d phase-ou t period s
sufficient t o avoid industria l an d commercia l disadjustment ? Ar e the rules of
origin, disput e settlemen t an d intellectua l propert y rights  acceptabl e fo r th e
purposes of expanded trade?2

Another equally salien t irony abou t th e current politics of th e NAFTA is
that it has gained far broade r suppor t in Mexico, a country with a  long statis t
and protectionis t tradition , tha n i n th e Unite d State s an d Canada , suppose d
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bastions o f fre e trad e an d fre e markets . Indeed , th e NAFT A ha s becom e a
centerpiece o f Mexico' s everyda y culture . Ever y newspape r an d magazin e
features a  story about the accord. Most citizens are relatively well-versed on its
implications. An d poll s consistentl y revea l tha t 7 0 t o 8 0 percen t o f th e
country's citizens respond positively t o the challenges of fre e trad e with their
mighty norther n neighbor. 3 I n effect , th e NAFT A ha s becom e symboli c of a
profound positiv e transformation i n Mexican society. 4

In this paper, I will succumb to the arguably irresistible temptation to focus
on the extra-commercial implications of the NAFTA and instead aim to answer
two fundamental questions :

1. Wh y is the NAFTA s o well-received, in a society with an established
reputation for protectionism and state interventionism?

2. Wh y does the NAFTA represent a promise for progress and prosperity
in Mexico?5

My argumen t i s tha t th e NAFT A play s a  crucia l strategi c rol e i n Mexico' s
current public policy because it seals the permanence of responsible government
and market-oriente d change . Thi s suggestio n i s importan t fo r assessin g th e
impact o f th e NAFT A o n trilatera l grounds , les t th e standar d argument s
espoused nort h of th e Rio Grande remain unduly centralized an d incomplete .
I shal l conclud e wit h reference  t o th e widesprea d bu t ill-founde d concern s
surrounding the environmental effect s o f the NAFTA in Mexico.

Nationalism an d New Nationalism i n Mexico

In his third presidential address in November of 1991 , President Carlos Salinas
de Gortari expounded on the shift fro m forme r nationalis m to what he labeled
"the new nationalism." Under his definition, ne w nationalism i s that which is
good for th e nation. For example, i f privatization an d free trad e ar e good fo r
the nation, they qualify a s "nationalistic." This new nationalism, so construed,
has been a n important instrumen t t o short-circui t criticisms fro m th e lef t tha t
the Salina s government i s sellin g off th e family jewels t o the gringo rivals of
old.6

While th e ne w nationalis m ma y see m redundant,  i t mark s a  dramati c
turnaround i n th e standard , paternalisti c interpretation s o f "nationa l sover -
eignty." I t also harbors a n important clu e as to why th e NAFTA enjoy s suc h
wide popula r suppor t i n Mexico . The "old nationalism " is reminiscent o f th e
crisis-ridden year s o f th e 1980s , during whic h th e country's currenc y experi -
enced a 47 percent loss in real purchasing power and a 23,000 percent devalua-
tion. Indeed, much economi c havo c ha s been perpetrate d i n the gallan t nam e
of "national sovereignty. " This has both a n historical an d contemporary basis .

Mexico enjoyed thre e decade s o f sustaine d an d stabl e economi c growt h
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prior to the advent of import-substitution policies and massive state intervention
in dail y economic life . I n 1970 , the country averaged 6  percent growt h rates,
low inflation rate s of 4 percent, and a  meager foreign deb t of $4 billion . The
real exchange-rate stood at 12.5 0 pesos per $1 (U.S.) dollar. In 1970 , however,
the Echeverri a Administratio n reversed  th e strateg y o f "stabilizin g develop -
ment" and began a program of import-substitution an d massive state interven-
tion. Thi s wa s justifie d o n th e ground s o f th e nee d t o attai n "nationa l
sovereignty" and a more "equitable" distribution of wealth .

The ensuing years witnessed a dramatic rise in state-run enterprises (going
from 30 0 i n 197 0 t o 1,20 0 i n 1982 ) an d a n explosio n i n th e bureaucrati c
apparatus o f som e 400  percent . I n 1982 , th e Lope z Portill o Administratio n
announced default on external debt interest obligations, drastically devalued the
currency b y 9 0 percent , an d expropriate d al l bankin g assets . B y th e en d of
1987, inflatio n skyrockete d t o 15 9 percent , foreig n deb t escalate d t o $12 0
billion, the second largest in Latin America, and the exchange rate depreciated
to 2,800 pesos per $1 (U.S. ) dollar . Negative growt h rate s henc e becam e the
rule rathe r tha n th e exception . No t surprisingly , capita l fligh t increase d
exponentially, wit h a n estimate d $8 0 billio n findin g a n investmen t hom e
overseas durin g th e 1980s . Becaus e fre e trad e provide s th e antithesi s o f th e
statist an d protectionis t policie s tha t produce d th e "los t decade " o f 1980s ,
Mexican citizens and the Salinas government have embraced the NAFTA as the
only viable alternative to overcome rampant poverty and stagnation .

The Makings o f a  Modern Mexic o

Mexico ha s experienced dramati c changes i n economi c an d structura l reform
since Salina s d e Gortar i assume d offic e i n 1988 . It ha s repudiated  excessive
state intervention and encroaching protectionism, embracing open markets and
open commerce . Formerly a  perpetual lan d of "maiiana" with blea k hop e fo r
a brighte r future , Mexic o i s no w forgin g a  dynamic polic y o f globalization ,
competitiveness, and sustained economic growth. Last year, despite an unfavor-
able world economy, the rate of growth registered 2.7 percent , an d surpasse d
the rate of demographic growth for the fifth straight year .

Mexico's newfoun d prominenc e i n globa l chang e reflect s a  positiv e
reputation a s a  countr y wit h a  superio r investment s regime.  I n 1992 , i t
experienced a n inflo w o f ove r $1 0 billio n i n foreig n investments—thereb y
augmenting hard currency reserves to a high of $18 billion. The once-fantastical
target of $24 billion for the Salinas presidential term has already been met, two
years ahea d o f schedule . I n 1988 , total foreig n investmen t wa s 5  percen t of
GDP. Today, this figure has grown t o 1 5 percent of GDP.

This autonomou s improvemen t i n confidenc e an d th e climat e o f invest -
ment, reflects th e success of revolutionary transformations designe d to give the
private sector a pivotal role in revitalizing and securing growth. To this end, the
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government ha s privatize d an d liberalize d severa l area s o f th e econom y
previously considere d th e exclusiv e domai n o f stat e management , includin g
telephones, highways , th e banks , mining , agriculture , pensions , water , an d
housing. Thi s proces s o f interna l reform  ha s bee n complemente d wit h
aggressive trad e liberalization , whic h ha s mad e domesti c businesse s mor e
competitive and more diverse. Ten years ago Mexico's principal exports were
drugs, illega l workers , an d populis t rhetoric . Today , the y ar e refrigerators,
aluminum, computer keyboards, electronic parts, and auto engines.

In effect , fre e market s an d fre e trad e hav e becom e th e nation' s ne w
economic way of life, and the pace and process of reform have been significant .
The program of structural change has developed as a four-dimensional package,
based o n fisca l discipline , deregulation , privatization , an d multilatera l
commercial opening . I t i s a n integrate d progra m whic h ha s successfull y pu t
forth a  frontal attac k on the economic disequilibrium inherited from the 1980s.

In the rubric of fiscal discipline, the government boast s severa l landmark
accomplishments, includin g balance d budget s an d fiscal  health . I n 1992 , i t
registered a  budget surplu s of 0.4 percent of GDP in federal finances, its first
in modern times. It has a stronger projection fo r 1993 , of 1. 7 percen t of GDP,
which doe s no t includ e windfal l revenue  obtaine d vi a th e sal e o f remaining
state enterprises . The fiscal  defici t wa s 16. 9 percent o f GD P only fou r year s
ago. Th e consisten t practic e o f fiscal  disciplin e vi a austerit y an d substantia l
debt amortization (foreign an d domestic) have enabled the present government
to heal public finances, fortify investmen t flow expectations, and halt runaway
inflation. Indeed , th e inflatio n rat e ha s bee n drasticall y reduced,  fro m 15 9
percent i n 198 7 t o 11. 5 percen t las t year . Now , single-digi t inflatio n rates ,
something the country has not enjoyed sinc e 1971 , will become reality.

In the rubric of deregulation, critical initiatives have been taken in sectors
including transport, highway construction, aquaculture, and private provision of
potable water services. 7 In 1992 , the government authorized a private pension
program for worker retirement funds, simila r in spiri t to the highly successfu l
liberalization of social security services in Chile. This will improve the quality
of retirement funds fo r Mexico' s vas t labor force , an d serv e a s a  catalyst fo r
strengthening domesti c savings . Mos t recently , a  broad-base d initiativ e t o
deregulate housin g wa s introduced , whic h include s provision s t o permi t ful l
foreign ownershi p and investment o f housing services.

Mexico enjoys on e of th e world's mos t important privatization program s
which ha s successfull y privatize d 92 6 state-ru n companies . Recen t landmar k
privatizations includ e th e telephon e company , stee l mills , ports , banks , an d
fertilizer an d minin g concerns . Overall , th e privatizatio n progra m ha s ha d a
three-fold impac t on th e efforts t o revamp the economy. First, i t has divested
unprofitable concern s an d thereb y helpe d t o hea l publi c finances. A  case i n
point is the sale of the steel companies, AHMSA and SICARTSA, which for -
merly absorbe d u p t o $70 0 millio n annuall y t o finance  thei r inefficien t
activities. Second, it has improved business performance. A salient example of
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renewed efficiency i s the airline, AREOMEXICO (formerly AEROMAYBE due
to terrible on-time departure rates), which in a small space of three years went
from one of the world's worst to one of the world's best. It has reached record
performance i n on-tim e departur e an d i n baggag e handling . Third , man y
privatization effort s hav e contributed toward spectacula r stock marke t growt h
(currently the eighth most attractive worldwide, notwithstanding highly volatile
behavior i n 1992) . Th e internationa l placemen t o f TELME X (L-type , non -
voting) shares, for example, attracted unprecedented sums of capital investment.

The modification s o f constitutiona l provision s i n Articl e 2 7 t o allo w
property ownership of ejido land plots is arguably the most significant under -
taking in privatization efforts t o date. The new legislation is crafted to stimulate
several joint ventures between business and ejidatarios, al l across the country.
They ar e called "association s o f participation " an d ar e inspire d b y th e enor -
mously successfu l join t venture in the region of Vaquerias, in Nuevo Le6n.8

In 1993, the government has announced an ambitious privatization program
of port and airport services , provision of potable water, infrastructure projects ,
and companies suc h a s the insurance conglomerate , ASEMEX, th e larges t of
its kind in Latin America . Overall , the privatization initiativ e ha s reduced the
number of stat e entities from 1,20 0 i n 198 2 to 260 ten years later. 9

The fourth item of economic reform, trade liberalization, has been vital to
the economic policy that has injected much dynamism in Mexico's global trade
performance. A crucial (and often unacknowledged ) trai t of the country's new
trade regime is its multilateral character: open borders north and south, east and
west. In addition to the NAFTA, a free trade agreement has already been signed
with Chile , and many simila r agreements ar e underway wit h numerou s Lati n
American countries . This, in turn, has set a healthy precedent in the region. In
effect Mexic o i s leadin g it s souther n neighbor s i n th e realization  o f th e
Enterprise fo r th e Americas , whic h foresee s th e creation o f a  vas t free-trad e
region spanning from Alaska to Argentina.10 One of the most important aspects
of Mexico' s multilatera l trad e policy i s tha t i t avoids th e dangers o f limitin g
Mexico's participatio n i n on e regional  trad e bloc , fre e o n th e insid e bu t
protected on the outside. Most certainly, the signing of the NAFTA signals the
end o f decade s o f bilatera l uneasines s betwee n th e thre e Nort h America n
countries.

The Mexica n Econom y Unde r th e NAFT A

Mexico's unconteste d progress in economic reform and liberalization o f trade,
has made the goals of reaching a  free econom y a  fully realizable option. Yet ,
while muc h ha s been done,  much also remains to be done. The inflation rat e
still needs to come down to guarantee monetary stability. In addition, a stronger
effort t o de-bureaucratiz e economi c activit y an d simplif y ta x structure s i s
required t o harnes s th e economi c energie s require d t o compet e i n a n
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increasingly sophisticate d an d demanding international trad e market .
In fiscal an d investment matters , the challenge remains to ensure stability

and confidence. This requires provisions to allow more foreign flows of invest-
ment, already needed t o finance a  growing current accoun t deficit, a s wel l as
fiscal incentive s t o guarante e tha t incomin g capita l stay s home . I n addition ,
labor la w reform  i s required  t o improv e th e institutiona l condition s fo r
successful smal l an d medium-siz e busines s competitiveness . Today , a  smal l
business mus t spen d a n amoun t equivalen t t o capitalization cost s t o mee t a
burdensome 1,20 0 labo r regulations.

Perhaps th e greates t institutiona l challeng e lie s i n th e aren a o f privat e
property ownership rights. Such rights are the institutional basi s of a free an d
thriving economy , ye t ar e sorel y absen t i n th e nation' s lega l framework . I n
particular, structura l reform  i n th e "economi c chapter " o f th e Constitutio n
(Articles 25—28) is required to eliminate uncertainty and provide full guarante e
of ownership rights. A  stable and sustainabl e rate of developmen t i s unlikely
to ensu e unde r lega l provision s o f stat e rectorshi p an d clause s whic h allo w
government direction of economic affairs i n all sectors of society. 11

The NAFTA wil l help sustain th e economic progress that has been made
in the last few years in four fundamental ways . First, it will reduce transaction
costs b y providing a  more formal lega l structur e o f th e flourishing trad e tha t
already exists . Thi s lega l environmen t wil l includ e mechanism s fo r disput e
settlement. Provision s governin g intellectua l property o r trademar k rights  ar e
included in the NAFTA and were necessary to by-pass problems of piracy and
to open up each nation's substantia l service markets. Other investment-related
provisions reduce  transaction cost s by ensuring ful l regional  access t o capital
flows.

The secon d argumen t fo r th e NAFT A i n Mexic o i s diversification . I n
effect, ope n trad e liberalizatio n ha s diversifie d Mexico' s expor t secto r awa y
from dependenc e o n oil . Manufactured good s are growing a t a  steady rate of
15 percent per annum, and represent 55 percent of the country's total external
output. In 1991 , despite the fall in international oil prices, Mexico consolidated
its expor t potentia l b y becomin g th e twentiet h mos t importan t expor t natio n
worldwide. In contrast , prio r to trade liberalization , oi l exports dominated the
external sector by some 75 percent. Today, oil sales abroad constitute less than
30 percent o f al l exports . So seen , the NAFT A constitute s a n opportunit y t o
further diversif y Mexico' s export s an d t o attai n highe r level s o f domesti c
competitiveness vi a duty-free marke t access.

The concep t o f competitivenes s supplie s th e third fundamenta l argumen t
for the NAFTA. Mexico's private sector has begun to adapt to global economic
change and the challenges of world integration. The NAFTA is crucial to forge
a stron g an d sufficientl y competitiv e busines s sector , abl e t o compet e
worldwide, penetrat e ne w market s abroad , an d maximiz e comparativ e
advantages. The NAFTA lays the foundations of competitiveness, by providing
broad-based rule s t o allo w fo r long-ter m planning , acces s t o update d
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technology, incentives to specialize, and free entry to the largest market in the
world.

The trend toward modernization is already visible. With trade liberalization,
Mexico ha s recorde d explosiv e curren t accoun t deficits , a s a  result  o f a n
increase in private investment inflows of $21 billion in 1992,6 percent of GDP.
The hig h surpluse s i n th e capita l accoun t hav e bee n use d t o financ e inter -
mediary durables and capital-intensive goods, which together account for some
88 percent o f tota l ne t imports . This i s the same pattern whic h othe r nation s
such a s Germany , Spain , Portugal , Japa n an d th e Pacifi c Ri m "tigers " have
followed.12

The NAFT A represent s a n opportunit y fo r Mexic o t o increas e it s com -
petitiveness i n world markets in other ways. Though the existing Generalize d
System of Preferences enable s many Mexican goods t o enjoy duty-fre e statu s
in the U.S. market, trade quotas and other quantitative and technical restrictions
inhibit a number of Mexican firms from reducing costs by capturing economies
of scale . The NAFT A stipulate s tha t 8 4 percent o f al l Mexica n good s (som e
7,300 products) will receive full duty-free and quantitative-free treatment , as of
January 1 , 1994 . By phasing out duties and other restrictions on 40 percent of
U.S. and Canadian goods, the NAFTA will increase Mexico's competitivenes s
by making high technology and modern equipment more available. In this way,
Mexico wil l hav e acces s t o capita l an d intermediat e product s fre e o f tarif f
restrictions an d thereb y accelerat e th e urgen t proces s o f modernizin g th e
productive plant . Mediu m an d small-siz e companie s wil l gain a n opportunit y
to specialize a t fa r greate r degrees.

The possibility of improved opportunities from being more competitive also
mean that many firms wil l have to become lean and mean. Firms which grew
and maintained pac e unde r high-tarif f protectionis m mus t no w redeploy thei r
assets an d moderniz e thei r operations . Otherwise , th e norma l demands o f a n
open consumer market will lead them to bankruptcy. This is a constant sourc e
of fea r among Mexico' s busines s sector , but i t is a fear they accept .

To be sure , competition wil l stiffe n significantly , bu t the number of ne w
opportunities defie s comment . Afte r all , a trade arrangement lik e the NAFTA
expands the consumer market for Mexican firms from a relatively impoverished
80 million consumers , t o a relatively rich 360 million. Of course , t o reap the
full benefit s o f unrestricte d trad e and meet th e severa l challenges o f regional
competition, Mexico' s interna l privat e secto r wil l require larg e investmen t i n
human capital an d development. A modern approach focusing on training and
educational skill s i s essentia l t o cultivate a  competent labo r forc e capabl e o f
meeting th e requirements o f competition an d trade performance .

A fourth and potent argument for the NAFTA in Mexico is that this accord
will balance out the capital needs of a severely undercapitalized economy. The
financial burden s o f reconstructin g th e economie s o f Russi a an d Easter n
Europe, the high cost of unifying the two Germanys, and the ferocious fight fo r
new capita l flo w i n underdevelope d nation s ar e factor s tha t translat e int o a
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fiercely competitiv e scenari o fo r attractin g globa l investment. 13 I f onl y 2 5
percent of the world capital stock is destined to the less developed world, it is
imperative fo r Mexic o t o continue attractin g th e capital necessar y t o financ e
investments estimate d t o b e $15 0 billio n pe r yea r fo r th e nex t decade . I n a
sense, the NAFTA arrangement was negotiated to meet this challenge. It is less
a trad e accor d tha n a n investmen t strateg y intende d t o generat e resources t o
finance new jobs. This is an extra-commercial aspec t of the accord, albei t one
that is crucially importan t t o the economic strateg y in place.

With th e NAFTA , Mexic o stand s o n th e threshold of becomin g a  majo r
force i n globa l trade . This would enable Mexico to enjoy membershi p i n the
largest marke t i n th e world , wit h $6. 2 trillio n i n economi c produc t an d a
consumer market of 360 million people . This market is 25 percent larger than
the twelve nations that make up the EC. The United States already is Mexico's
most importan t commercia l partner . I n 1992 , two-wa y trad e exceede d $7 0
billion, almost triple the amount in 198 6 when Mexico jointed GATT. Seventy
percent of Mexico's imports come from the United States, and some 65 percent
of its exports find a home in U.S. markets. Similarly, 64 percent of total foreign
investment comes from th e United States . Mexico represents a very attractiv e
market for U.S . exports and is already the United States ' third largest trading
partner, ahead of powerhouses like the United Kingdom and Germany. In 1992,
Mexico overtook Japan's place in manufactured trading , and is on the brink of
becoming number two in the United States ' trading priority. Such facts reveal
that a future agreemen t on trade matters was inevitable.

As Salina s de Gortar i i s fond o f stating , Mexico seeks to "export goods ,
not people." The NAFTA is designed to provide Mexico with the wherewithal
to generat e annua l growt h rate s o f 6  percent . S o construed , th e treat y ha s
explosive job creatin g potential , somethin g Mexic o sorely requires  to service
the 1. 5 millio n worker s tha t join th e labor force every year .

But th e NAFT A mean s mor e tha n expande d trad e opportunities ; i t i s
symbolic o f th e profoun d transformation s undertake n durin g th e Salina s
government. It is a supra-national and institutional guarantee that the future of
Mexico has changed for the better. The NAFTA, therefore, is both a  culmina-
tion of the process of trade liberalization and, more importantly, a public policy
item which consolidates the process of internal, economic structural reform. In
other words , it symbolizes the irreversibility of market-based policies, making
changes independen t of th e political whims y of futur e administrations .

Mexico i s eage r t o becom e par t o f th e Firs t World . I n th e past , illega l
immigration, corruption , paternalis m an d stat e giantis m hur t th e country' s
potential an d prospects fo r economi c growth . Now, the "lost decad e i s over"
and a  ne w epoc h lie s ahead . Mexic o i s a  natio n o f 8 2 millio n persons , 6 0
percent o f who m ar e unde r ag e 30 . To realize its ful l potentia l a s a  leadin g
trade player, however, more work remains t o be done, both in entrepreneuria l
and institutiona l matters . I t i s i n thi s latte r are a wher e th e NAFT A i s a
fundamental strategi c instrument : i t force s th e governmen t t o follo w a
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competitive publi c polic y an d t o generat e th e institutiona l condition s fo r
developing a  prosperous society .

The Strategic Side of the NAFTA

Some opponent s o f th e NAFT A constru e th e accor d a s culminatio n o f a
"fortress" strateg y intende d t o shiel d th e Nort h America n blo c fro m outsid e
competition. Thi s clai m i s highl y dubious , bu t deserve s carefu l scrutiny .
Moreover, by putting it to task, we gain a better appreciation of the tremendous
strategic value of th e NAFTA for Mexico.

The contention tha t the NAFTA i s a  "trade-diverting" attempt to build a
regional fortres s blo c overlook s th e fac t tha t capita l investmen t i s a  highl y
scarce commodity. To repeat, the NAFT A wa s crafted i n Mexic o to give the
country an important advantage over other underdeveloped nations in generating
an attractiv e investmen t climate . Thi s i s see n i n Mexic o a s a n all-importan t
feature of the NAFTA. Indeed, in a dramatic expression of the commitment to
the treat y an d i n rhetorica l respons e t o claim s tha t th e NAFT A shoul d b e
renegotiated, high authorities have recurrently reassured the public that the text
will unde r n o circumstance s underg o an y changes . I n th e word s o f Trad e
Minister Jaime Serra , "not a  comma wil l change."

The proble m remains , nonetheless , whethe r th e NAFT A constitute s a n
"exclusionary" trading bloc , designed no t t o expand world trade flows bu t to
restrict the m to a single specifi c region . There are three well-founded reason s
why thi s is no t true . One is that al l three nations are members of GATT, and
GATT allows a trading agreement in large unified zones only if those zones are
consistent wit h open multilatera l trade . This rules out discrimination. Anothe r
reason i s tha t th e NAFTA' s tex t contain s a n accessio n clause , potentiall y
allowing for a greater number of nations to join the trading arrangement. So far,
Chile and New Zealand have expressed interest. Finally, in the case of Mexico,
there i s a  highl y systemati c effor t t o pursu e a  multilatera l trad e polic y tha t
opens borders north, south, east, and west. In effect, th e Salinas administration
has expresse d th e willingnes s t o negotiate , bilaterall y o r otherwise , wit h
whichever nation i s interested .

Note, however, that whatever the virtues of a multilateral trade policy and
whatever th e investmen t benefit s create d b y a  commercia l accor d lik e th e
NAFTA, th e establishmen t o f a  continenta l free-trad e region , necessaril y
requires a proper institutional scheme. It is essential for the debates forthcoming
in th e U.S . Congress t o facto r thi s strategi c elemen t o f th e NAFT A int o th e
analyses an d arguments , as legislators no w prepare t o probe whethe r suc h a n
initiative i s beneficia l t o th e Unite d States . Yet , ther e i s n o coincidence tha t
trade liberalization has accompanied the best moments in the bilateral relation-
ship between th e United State s an d Mexico. Free trade is the basis of peace.

Regional agreements like the NAFTA embody an often unnotice d strategic
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benefit in making countries more competitive in economic and monetary policy.
Hence, crucial change s i n agrarian law , port and airpor t privatization , privat e
management o f highwa y infrastructure , wate r deregulation , an d muc h more ,
constitute results of th e salutary effects tha t trade liberalization has on making
extant economic structure s mor e competitive.

Indeed, Mexico' s trad e liberalizatio n progra m an d grea t lea p forwar d i n
multilateral free trade underscore its ambitious reform process. Many structural
steps remain in th e country's economic regime, but the temporal logic seem s
to point positively toward s the direction of reform in other sectors of society ,
notably oil and electricity.14 The strategic value of the NAFTA derives directly
from it s potentia l impac t i n literall y forcin g government , a  characteristicall y
whimsical an d arbitrar y institutio n i n Mexico , to behave in a  globally prope r
and responsible fashion. Thi s means tha t a policy whic h inhibits competitive-
ness wil l either disappear or adapt to change.15

The consensus amon g Mexico' s populac e i s tha t th e NAFTA constitute s
a device t o push th e countr y awa y fro m it s statis t an d protectionist pas t an d
towards more institutional transformations in society. It is believed, in turn, that
this restructuring  wil l mak e possible th e abandonment o f Thir d Worl d statu s
and consequentl y th e amelioratio n o f a  poverty-stricke n society . Thi s i s th e
NAFTA's fundamenta l contributio n t o Mexico' s curren t driv e towar d
modernization.

Curiously, therefore , marke t acces s constitute s a  secondary , albei t
important, concer n fo r Mexico' s effort s t o pursue close r trad e tie s unde r th e
NAFTA.16 Th e treat y hold s a  promis e o f progres s an d prosperity , precisel y
because i t function s a s a  ke y devic e t o lock i n market-oriente d policie s an d
thereby forg e a  confiden t climat e o f investment . I n essence , thi s i s the mai n
argument for th e NAFTA i n Mexico.

Conclusion

The strategi c sid e o f th e NAFT A an d it s positive effect s i n forcing Mexico' s
government t o follo w a  responsibl e economi c cours e ar e virtuall y absen t i n
most discussions in the United States and Canada relating to the effects o f the
NAFTA. Yet a broad analysis of the role of the NAFTA in Mexico's economic
future reveal s tha t ther e i s muc h mor e a t stak e tha n merel y a n optio n t o
capitalize on its large pool of "inexpensive labor." 17

Consider, fo r example , th e sundr y environmenta l concern s surroundin g
current policy debates on the NAFTA in the United States. Notwithstanding the
inclusion o f explici t environmenta l clause s i n th e text of th e treaty ( a featur e
which ha s wo n th e NAFT A th e popula r labe l a s "th e greenes t treat y eve r
negotiated"), radica l environmenta l group s lik e Friend s o f th e Earth , Publi c
Citizen, and the Sierra Club continue to decry free trad e and the NAFTA as a
source o f immens e ecologica l ills . The standar d argument s i s tha t a  NAFT A
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will increase pollution along the Rio Grande border, as well as drive many U.S.
businesses sout h o f th e borde r t o tak e advantag e o f Mexico' s allegedl y la x
environmental regulations and enforcement practices. In addition, there is much
worry tha t U.S . standard s wil l b e compromise d fo r th e purpose s o f greate r
trade.

It is very difficult t o prove that such allegations are , by and large, smoke
screens fo r veste d interest s (thoug h ther e i s n o doubt tha t oppositio n t o th e
NAFTA "helped" the AFL-CIO effect a n environmental turn) . Nonetheless, it
is very difficult t o resist this conclusion. Whatever the motives, notice that none
of th e concern s incorporate s th e Mexica n viewpoint . Fo r thi s reason , suc h
allegations ar e incomplete.

In addition , the y ar e ill-grounded . Commo n sens e logi c suggest s tha t
greater trade brings greate r economic growth which, in turn, generates greate r
resources to finance ecologica l protectio n programs . An d specialize d studie s
bear this logic out wit h empirica l evidence to show tha t beyond a  certain per
capita income, a greater environmental attentio n to pollution an d other factor s
ensues.18 Similarly , researc h reveal s tha t la x environmenta l enforcemen t
generally constitute s a  tiny incentive for busines s relocation. If suc h were the
case, moreover, U.S. companies would be quickly relocating in other countries
with even more lax ecological standards .

Mexico ha s expressly state d tha t i t does no t wish t o become a  pollution
haven. To this end, a significant number of steps have been taken to ameliorate
the country' s admittedl y sever e environmenta l problems . These includ e ne w
legislation modele d upo n U.S . standards , a s wel l a s a  tenfol d increas e i n
resources for enforcement . Th e newly formed Border Environmental Plan , for
instance, assign s $18 0 millio n annuall y fo r th e nex t thre e year s t o financ e
projects of water and waste improvement. The amount is equivalent to roughly
0.5 percen t o f th e country' s GDP , fa r superio r i n real  terms t o the resources
committed by the U.S. government.

In thi s chapter , I  hav e argue d tha t th e NAFT A i s a  crucia l ite m fo r
Mexico's attempt to modernize and develop. Yet open trade is not a zero-sum
game. Indeed , al l argument s fo r th e NAFT A ar e ultimatel y reflection s o f a
simple (but universal) truism that the voluntary exchange of goods and services
enlarges th e size of th e pie so tha t everyone, including th e environmentalists,
can have a larger piece.

Notes

1. For further developmen t o f this thesis , see Salinas-Le6n (1993) .
2. Another relevant  an d highl y interestin g issue , forcefull y pointe d ou t b y
Milton Friedma n an d Jame s Buchana n o n variou s occasions , i s whethe r th e
establishment o f a  free-trad e zon e i s a  necessar y conditio n fo r fre e trade . I
concur with Friedman an d others that unilateral opening is all that is required.
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Indeed, as Brink Lindsey from the Cato Institute pointed out to me, the NAFTA
could be contained in a single sheet of paper expressing the commitment of the
three membe r nation s t o eliminat e al l barrier s t o trade . Instead , w e hav e a
2,000-page documen t couche d i n highl y comple x legalese ; se e Salinas-Le6 n
(1992c).
3. The firs t o f suc h polls appeared in a  leading Mexican magazine Este Pais,
(April 1991) . The latest comes from another leading weekly, Epoca (December
21, 1992) , whic h report s a  7 4 percen t publi c support . Thes e number s hav e
become standard.
4. In fact , Decembe r 17 , 1992 , th e dat e whe n th e NAFT A wa s signed , i s
already considered an historic date for Mexico. The atmosphere during that day
in Mexico City seemed t o suggest a  cause for national celebration .
5. This formulation is based on the text of a congressional testimony I delivered
before the U.S. Congress in support of free trade and "fast-track," Subcommit -
tee on Commerce , Consume r Protection , and Competitiveness, Committee on
Energy and Commerce, U.S. House of Representatives, Washington, DC, May
15, 1991 . The text was subsequently published (Salinas-Leo n 1991a) .

Of course, it goes without saying that such a view is hardly universal. The
Washington, D.C.-based Economic Policy Institute has systematically attacke d
NAFTA, as have representatives of the "leftist" intelligentsia in Mexico. Jorge
Castaneda, one of Mexico's leading social critics, claims that NAFTA involves
an intolerably "high price to pay" for Mexico . See Salinas-Le6n (1992f ) fo r a
rejoinder t o Castaneda.
6. For a more thorough elaboration of these notions, see Salinas-Le6n (1992d).
8. For more on the renowned Vaqueria s project, se e Salinas-Le6n (1991d) .
9. For mor e on th e virtue s an d vice s o f Mexico' s privatizatio n program , se e
Salinas-Leon (1990 ) an d (1992e) .
10. I develop the role of Mexic o in the EAI in Salinas-Leon (N.d.) .
11. For a  detaile d assessmen t o f th e failing s o f Mexico' s syste m of propert y
rights, se e Sarmient o (1992 , A13) ; Dam m (1991 , 30-6) ; an d Salinas-Le6 n
(1991c, 8) and (1992b, 112-117) .
12. For more on th e specia l natur e o f Mexico' s curren t an d trade deficit , se e
Salinas-Leon (1992a) .
13. Of course , ther e i s fa r mor e behin d th e competitive force s tha t drive th e
flow o f today's capital . See Clark and McKenzie (1991).
14. Thus, witness th e recen t restructurin g o f th e stat e oi l monopol y PEME X
(long-time sacre d cow ) an d th e recen t decisio n t o sel l of f secondar y petro -
chemical operations , fo r a n estimate d wort h o f $ 6 billion . I n addition , th e
Salinas government i s currently allowin g private provision of hydro-electrica l
services, as well as encouraging private capital participation in the state-owned
Federal Electricit y Commission . Thes e tw o bureaucrati c monstrositie s wil l
inevitably find themselves in a process of privatization, due in large part to the
forces o f unrestricte d trad e an d it s impac t i n framing a  consistent regulator y
regime.
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15. I owe the basis of this argument to Lawrence H. Summers (1992, 299-300).
See also Rubio (1991).
16. Notice, indeed, that market access merely builds upon a  substantial reduc-
tion in tariffs under trade liberalization. Since 1986, Mexico slashed tariffs fro m
an averag e o f 8 0 to 1 0 percent an d eliminated 9 6 percent o f import licenses .
The phase-ou t o f zer o tarif f level s i n a  maximu m perio d o f fiftee n year s i s
seemingly conservative in comparison to the previous adjustment. Fo r Mexico,
therefore, there is more to the NAFTA tha n gaining broader market access.
17. Indeed, Mexican labo r is far from cheap . If measured in terms of produc-
tivity output , i t turn s ou t tha t U.S . labo r i s les s expensive . Afte r all , wha t
companies see k i s no t necessaril y chea p labor , bu t productiv e labor . Se e
Salinas-Leon (1991b) .
18. See the already classi c paper by Grossman and Krueger (1991) .
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The Environmenta l Impact s o f Trad e
Liberalization

Steven Globerman*

Introduction

From the outset of negotiations between Canada, Mexico, and the United States
to implement a North American Free Trade Agreement (NAFTA), environmen-
tal concern s feature d prominentl y i n th e publi c polic y debate . Specifically ,
opponents o f th e NAFT A argue d tha t furthe r trad e liberalization , especiall y
between Mexico and the United States , would result in significant incrementa l
environmental damage . In order to win Congressiona l approva l t o negotiate a
NAFTA alon g th e "fast-track, " th e Bus h administratio n agree d t o carr y o n
parallel negotiation s concernin g environmenta l issue s alongsid e th e trad e
negotiations, and President Clinton has said that these parallel negotiations are
imperative.

Now tha t a  NAFT A ha s bee n negotiated , th e debat e ha s becom e mor e
sharply focuse d aroun d th e questio n o f whethe r th e specifi c agreemen t doe s
enough to recognize environmental concerns (see Canada 1992) . While govern-
ment official s i n th e thre e countrie s hav e toute d th e NAFT A a s bein g th e
"greenest" trad e agreemen t eve r produced , opponent s o f th e NAFT A ar e
claiming i t does no t g o fa r enoug h t o recognize an d remediate th e damagin g
effect tha t increased trade wil l have on the environment .

Specific environmenta l provisions in the NAFTA are similar to provisions

* Th e author thanks Brian Globerman and Daryl Madill for research assistance.
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in th e Genera l Agreemen t o n Tariff s an d Trad e (GATT) . Fo r example , th e
NAFTA allows specific environmental agreements among Canada, Mexico, and
the United States to take precedence over the NAFTA provisions. The NAFTA
affirms th e righ t o f eac h countr y t o chos e it s ow n leve l o f environmenta l
protection. Moreover , eac h countr y ma y maintai n an d adop t standard s an d
phytosanitary measures , includin g thos e mor e stringen t tha n internationa l
standards, to secure its chosen leve l of protection.

There are provisions in the NAFTA which establish standards subcommit-
tees to work to make compatible standards-related measures in specified area s
including vehicl e emission s an d othe r moto r carrie r environmenta l pollutio n
levels. The parties also agree to promote making compatible standards-relate d
measures tha t ar e develope d o r maintaine d b y state , provincia l an d loca l
authorities and private sector organizations (Canada 1992 , Annexes 913 A-C);
however, ther e i s nothin g i n th e agreemen t whic h oblige s countrie s wit h
"stricter" environmental standard s t o harmonize thei r standard s "downwards "
to match those of their more "lax" trading partners. On the contrary, a country
is free t o raise it s environmental standard s to any level.

To be sure, disputes may arise over whether specific environmenta l provi-
sions ar e merel y disguise d trad e barriers . I n dispute s regardin g a  country' s
standards that raise factual issues concerning the environment, that country may
choose to have the dispute submitted to the NAFTA dispute settlemen t proce-
dure rathe r tha n t o procedure s unde r anothe r trad e agreemen t suc h a s th e
GATT.

The same option is available for disputes concerning trade measures taken
under specified internationa l environmental agreements . The panel hearing the
dispute wil l presumabl y see k t o determine i f th e actio n take n i s credibl e o n
environmental (o r related ) ground s o r whethe r i t i s transparentl y a  trad e
protectionist measure . In dispute settlement , the complaining country bears the
burden o f provin g tha t anothe r NAFT A country' s environmenta l o r healt h
measure i s inconsistent with th e NAFTA.

In what i s arguably a  departure fo r a n internationa l trad e agreement , th e
NAFTA contain s genera l statement s tha t th e signatorie s wil l wor k jointly t o
enhance th e protectio n o f human , anima l an d plan t lif e an d healt h an d th e
environment. The agreement also embodies a general statement that no NAFTA
country shoul d relax  it s health , safety , o r environmenta l standard s fo r th e
purpose o f attractin g o r retaining  investmen t i n it s territory . A  part y t o th e
agreement who feels tha t another has offered suc h an encouragement ma y re-
quest consultations wit h the other party. If the two parties cannot resolve their
dispute through consultation , the dispute can be sent to an arbitration tribunal .
In short , the NAFTA embodies provisions t o protect environmental amenitie s
and ensure tha t these amenities ar e not sacrificed t o attract investment .

The purpose o f thi s chapte r i s t o asses s environmenta l criticism s o f th e
NAFTA includin g the broad argumen t tha t stronge r environmental provision s
should be written into the current version o f th e NAFTA. The study proceed s
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by identifying th e main potentia l interactions betwee n trad e liberalization an d
the environment and by setting out the important empirical relationships bearing
upon th e interactions . Th e availabl e evidenc e surroundin g th e identifie d
relationships i s discusse d i n th e third section . The fourth sectio n consider s a
number of potentia l indirec t linkages betwee n trad e patterns an d the environ-
ment, including the potential for two-way interaction between trade liberaliza -
tion and environmental protection. The chapter ends with a summary and some
policy conclusions .

Economic Incentives an d the Environmen t

While a host of seemingl y heterogeneous concerns have been raised about the
impacts of free trade, most can be related to, what economists call, substitution
and income effects. I n order to identify thes e effects i n a  relatively integrate d
fashion, it is useful to outline a conceptual model of the direct linkages between
international trad e and the environment. 1

A Conceptual  Model

Any economic activity can be characterized as a transformation of differen t
quantities o f input s into quantities of outputs. For example, the production o f
a personal compute r requires plastic, integrated circui t boards , machinery and
labor. The production of a motoring vacation requires motor vehicle, fuel, and
the time and expertise of the driver.

While economists hav e traditionally focused o n labor an d capital inputs ,
it i s increasingl y recognize d tha t productio n activitie s involv e th e direc t o r
indirect usag e o f th e environmen t (se e Dasgupta 1990) . Hence th e motorin g
vacation als o generates a  by-product o f carbon monoxid e fume s whic h affec t
air quality. The production o f personal computers may result in an increase in
solid wast e materia l whic h mus t b e store d in landfill s tha t may creat e visua l
pollution o r healt h hazards . O f course , som e economi c activitie s wil l us e
environmental input s mor e intensivel y tha n others. 2 Indeed , eve n withi n an y
given economi c activity , e.g. , oi l refining , ther e are likely t o be more or less
environmentally intensiv e production alternatives .

In thi s context , th e environmenta l impac t o f an y policy , suc h a s trad e
liberalization, ultimately can be equated to the impact of that policy on the cost
of environmental inputs. Two cost measures might be identified: (1) the change
in th e absolut e cos t o f environmenta l input s use d an d (2 ) th e chang e i n
environmental intensit y o r th e shar e o f environmenta l cost s i n tota l costs .
Presumably, individual s wh o believe any deterioration i n th e natura l environ -
ment is unjustified wil l be concerned with absolute increases in environmental
costs, whereas thos e mor e amenable t o a trade-off betwee n economi c growt h
and environmenta l preservatio n ma y b e mor e concerne d wit h change s i n
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relative environmental effects .
There ar e als o alternativ e productio n processe s availabl e t o produc e th e

product, eac h proces s reflectin g a  differen t degre e o f substitutabilit y amon g
inputs includin g th e environment . Fo r example , th e us e o f scrubbin g an d
filtering equipmen t i n plant s represent s a n indirect substitutio n o f capita l fo r
environmental inputs . Th e actua l substitutio n amon g input s wil l depen d on ,
among othe r things , change s i n th e relativ e inpu t price s reflectin g scarcity ,
technology, and governmental policy. The relative prices of different input s can
vary both across producers and across geographic regions.

This framework point s toward potential linkages between trade liberaliza-
tion and environmental impacts . It suggests that the absolute level of environ-
mental inputs used by the economy wil l be a function of :

1. th e overal l leve l o f economi c activity . Al l othe r thing s constant , th e
higher the overall level of production activity, the greater the absolute
cost of environmental inputs .

2. th e mi x o f output . Shift s i n deman d towar d activitie s tha t ar e mor e
environmentally intensive will, other things constant, result in a higher
cost of environmental inputs .

3. change s in production technology. Technological change can reduce all
inputs in proportion to one another (unbiased technological change), or
it ca n reduc e th e us e o f on e inpu t relativ e t o anothe r (biase d tech -
nological change). In either case, if technological change improves the
efficiency wit h which environmental inputs can be used, it will reduce
the environmental intensity o f production .

Implementing the  Framework

This conceptual framework can help identify the relationship between trade
liberalization an d the environment. Obviously, the impacts of trade liberaliza -
tion on different aspect s of economic performance wil l depend on the precise
nature o f an y agreement . For our purposes , the most importan t featur e o f th e
NAFTA i s it s cal l fo r th e ultimat e remova l o f al l tarif f an d nontarif f borde r
restrictions amon g th e thre e countries . A  related  featur e i s tha t domesti c
environmental an d health standard s wil l continue t o be se t b y each sovereig n
government, althoug h nationa l treatment wil l be accorded foreign companies. 3

Increased demand.  The eliminatio n o f trad e barrier s wil l influenc e th e
overall level of economic activity in the free trade area. Specifically, i t will lead
to highe r incom e level s b y promotin g increase d efficiency . Highe r incom e
levels, in turn, should encourage increased demand for goods and services with
corresponding increase s in consumption an d production activities. 4

While higher real incomes resulting from improved allocative and technical
efficiency wil l increase overall demand, the impact this has on the environment
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will als o depen d o n relativ e shift s i n deman d betwee n product s an d relativ e
shifts i n production technologies . Tha t is , income elasticities o f deman d wil l
differ acros s the various products. Indeed, entirely new products might enter the
economy a t higher incom e levels . The demand fo r som e products , especially
those that are environmentally "dirty " or "unsafe" might actually decline. For
example, used cars might be retired faster as people buy new, environmentally
"cleaner" cars. As another example, people may build better insulated houses ,
thereby burnin g less wood or coal. To the extent tha t demand increases more
rapidly fo r good s tha t ar e les s environmentally intensive , the use of environ -
mental inputs might actually decrease as total production increases. Whether an
increase i n overal l deman d increase s th e us e o f environmenta l inputs , i s
ultimately a n empirical issue which wil l be reviewed later .

In the context of the NAFTA, available research suggests that real income
effects wil l b e smal l fo r th e United State s an d Canada, wherea s the y wil l b e
absolutely and relatively large for Mexico.5 This implies that the greatest impact
on change s i n Nort h America n consumptio n pattern s wil l b e associated wit h
changes in Mexican real income levels.

Relocation of economic activity. The major concern of many environmen-
talists with respect to a NAFTA is that it will indirectly encourage an increase
in the demand for environmentally intensive production activities. 6 To see this
more clearly , imagin e tha t ther e ar e tw o productio n activities , A  an d B ,
corresponding to the production of two products. Further assume that there are
two way s t o produc e eac h product . Th e first  technique , i n eac h case , i s
relatively environmentally intensive . The second is relatively capital intensive.
On average , product A  i s mor e environmentally intensiv e tha n produc t B . In
country X, legislation severel y restricts the ability of firms to use environmen-
tally intensive techniques . In country Y , there are no meaningful restrictions .

Assume tha t tarif f level s betwee n th e two countries ar e initiall y s o high
that no trade takes place. Presumably, producers of both products in country Y
are usin g th e environmentall y intensiv e technique s relativel y mor e tha n
producers i n country X , bu t thi s is particularly tru e in th e case of produc t A .
Now al l barrier s t o trad e ar e removed.  Presumably , ther e i s increase d
specialization of production such that production of product A, on net balance,
shifts towar d countr y Y  an d awa y fro m countr y X . Tha t is , producer s o f
product A  i n countr y X  ar e attracte d t o Y  b y th e abilit y t o us e th e mor e
environmentally intensive production technique. At the same time, there will be
some shift , o n balance , o f produc t B  production toward s country Y . This , in
turn, implies a reduction in the use of the environmentally intensive technique;
however, given that B was not as environmentally intensive as A, a substantial
portion o f it s productio n i n countr y Y  may hav e taken th e for m o f th e non -
intensive technique anyway. On balance, demand for environmentally intensive
techniques wil l increase relative to non-intensive techniques . Depending upo n
the nature of the reallocation of production activities, there could be an increase
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in the absolute and relative use of environmental inputs. For example, environ-
mentalists argu e tha t wit h it s weake r recor d o f environmenta l protection ,
Mexico wil l attrac t pollution-intensiv e activitie s tha t ar e increasingl y uneco -
nomical to carry out in North America. Within our conceptual framework, thi s
is analogous to saying that specific production activities in Mexico will become
cheaper under free trad e and, therefore , tha t these activities wil l be in greate r
demand. A t highe r level s o f intensity , the y wil l lea d t o increase d us e o f
environmental inputs .

The relevance  o f th e relocation  argumen t therefor e depend s ver y muc h
upon th e impac t o f environmenta l standard s o n th e choic e o f productio n
technique. I f th e significanc e i s limited , openin g u p th e "productio n set " t o
include mor e environmentally intensiv e techniques ma y have littl e impac t on
producer behavior. If this opening of the production set is country specific, e.g.,
you can use environmentally intensive techniques in Mexico, the insignificance
of environmental standard s as a  determinant o f production technique s implie s
that they wil l have limited impacts on industria l relocation decisions.

Improved efficiency  and increased  transportation. Increase d competitio n
associated wit h trad e liberalizatio n shoul d encourag e improve d technica l
efficiency a s firm s utiliz e optimall y size d plant s an d specializ e productio n
within plant s t o realize  economie s o f scale. 7 Increase d competitio n shoul d
stimulate a  faste r rat e o f adoptio n o f bes t practic e technology , includin g
technology associate d with the direct or indirect use of environmental inputs.8

On balance, this is likely to lead to a more efficient us e of all inputs, including
the environment .

Increased regional specialization could lead to increased intra-industry trade
which migh t imply greate r cross-border shipment s of products Transportatio n
tends to be relatively intensive in its use of environmental inputs. By itself, this
should result i n increased usage o f environmenta l inputs ; however , i f ther e is
a redirection of th e flow s o f traffi c an d i f differen t geographi c regimes  have
different standard s for vehicle emissions, it is conceivable that the total use of
environmental input s need not increase.

As with relocation, th e use of environmental input s tied to transportatio n
activities will increase (decrease) if transportation increases (decreases) in "low
standard" areas relative to "high standard" areas. For example, to the extent that
the enforcement o f environmental standard s in Mexico is less stringent than in
the United States , an increase in the relative amount of transportation betwee n
countries relative to within countrie s migh t actually reduce the environmenta l
intensity o f transportatio n activities .

The underlying logi c of thi s assertion i s that any vehicle travelling in the
United States must meet U.S. standards, whether it is entering Mexico from the
United State s o r entering th e United State s from Mexico . If i t i s increasingl y
profitable fo r vehicles to do relatively more travelling within the United States,
it is increasingly profitable fo r vehicle owners to adopt less pollution intensive
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transportation activities . This substitution effect, o f course, could be more than
offset b y an overall increase in transportation activities, both pollution and non-
pollution intensive , tied to higher levels of economic activity, as well as longer
distances travelled, on average. The implication here is that the environmental
impact o f trad e liberalizatio n depends , amon g othe r things , upo n th e precis e
response in terms of transportation activities. 9

Technological change. Changes in technology ma y permanently alte r the
input structure of consumption or production activities. For example, improved
heat recirculation an d monitoring system s may reduce the demand for energy
inputs i n residentia l an d commercia l spac e heatin g suc h tha t ther e i s a
permanent substitutio n o f capita l fo r energ y a t al l possible relativ e price s o f
these inputs . Fre e trad e ca n b e expecte d t o spee d u p th e adoptio n o f ne w
technology; however , i t i s no t obvious tha t i t wil l bia s technologica l chang e
towards or away from th e use of environmental inputs. 10

Empirical Evidenc e Linkin g Trade and the Environmen t

In this section, we consider some available evidence on several of the important
relationships identifie d i n the preceding section . One important relationship i s
the impac t o f highe r incom e level s o n th e deman d fo r differen t economi c
activities. Most directly, the income elasticities of demand for environmentally
intensive activities may differ from those for non-intensive activities. Hence, as
income levels rise, consumption may increase for one se t of activities relative
to another , possibl y resultin g i n lowe r absolut e level s of environmenta l inpu t
usage.

Less directly, i f a  clean environment i s itsel f a n income elastic good , the
legislating and enforcing o f environmental standard s may become stricter as a
country's income level increases. In effect, the relative price of environmentally
intensive production activities will increase leading to a substitution in favor of
non-intensive production activities .

The foregoing discussion suggests that the relationship between real income
levels and the use of environmental input s may no t be linear. That is , over an
initial rang e o f income , th e dominating influenc e wil l b e the overal l leve l o f
economic activit y whic h encourage s environmenta l inpu t usage , al l els e con-
stant. Bu t beyon d som e point , th e changin g mi x o f activitie s toward s les s
polluting ones will come to be the dominating influence, and environmental in-
put usage may decline. The "switchover point" is ultimately an empirical issue.

Evidence on  Income Effects

In the absence of accurate forecasts of real income changes and the income
elasticities of demand for different products (including environmental amenities,
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per se) , i t i s impossibl e t o b e precis e abou t thes e direc t an d indirec t con -
sumption effects; however , it can be reasonably asserted that as Mexico's real
income leve l increases , consumption pattern s wil l a t som e point increasingl y
favor non-environmentall y intensiv e activities . I n particular , deman d fo r
services will grow relative to demand for manufactured goods . The former are
less environmentall y intensiv e tha n th e latter . Moreover , deman d fo r health ,
visual amenitie s suc h a s landscap e views , recreationa l amenitie s involvin g
relatively clean wate r and so forth ar e highly income elastic.

Some available studies provide support for the hypothesis that the demand
for a  cleane r an d healthie r environmen t i s strongl y an d positivel y relate d t o
higher rea l incom e levels , a t leas t beyon d som e threshol d incom e level . Fo r
example, Grossman an d Krueger (1991) correlated the level of sulfu r dioxid e
and smok e with pe r capita incom e an d foun d tha t th e level of pollutio n rises
until income reaches $5,000 per head (in 198 8 dollars) and then starts to fall.11

Mexico's rea l incom e leve l pe r capit a i n 1991 , measured a s gros s domesti c
product per capita in U.S. dollars, at $2,365 was below th e $5,000 threshold .
By itself, this suggests the potential for the mix of economic activities in North
America t o becom e mor e environmentall y intensiv e i n th e earl y year s o f a
NAFTA; however, the continued economic growt h of Mexico associated with
die NAFTA would ultimately reverse this conclusion. That is, to the extent that
die NAFTA accelerates the growth of the Mexican economy, it will lead to less
sulfur dioxid e pollution i n the long-run, sinc e i t will shorten th e time it takes
Mexico to reach the "crossover" income level.

It migh t b e note d tha t estimate s b y th e Worl d Ban k als o indicat e a
curvilinear relationship between the average ambient level of sulfur dioxide and
real income per capita; however, the World Bank places the switchover income
level a t close r to $2,500 (se e Economist  1992 , 8). This latte r estimate woul d
suggest that the effects o f the NAFTA are likely to be benign in both the short
and long run, since Mexico will cross this income threshold in the near futur e
with or without a NAFTA in place.

Some additional evidenc e on th e relationship between incom e level s and
environmental amenities is provided in a study by Walter and Ugelow (1978).
Based on questionnaires sen t to national officials i n developed and developing
countries, they found tha t while the strictness of environmental policies varied
within each group , the level o f strictnes s wa s nonetheles s higher , on average,
in develope d countries . This findin g i s als o consisten t wit h observation s tha t
urban sanitatio n tend s t o b e a n increasin g functio n o f incom e a t al l incom e
levels, whil e ambien t level s o f particle s ten d t o b e a  decreasin g functio n o f
income a t virtually al l income levels (se e Economist  1992) . This latter obser-
vation suggest s tha t th e NAFTA wil l unambiguousl y reduc e pollutio n relate d
to sewage and ambient particles to the extent that it accelerates income growth
in Mexico and, to a lesser extent, in Canada and the United States.

To be sure , some form s o f environmenta l pollutio n increas e wit h highe r
national income levels. For example, carbon dioxide emissions tend to increase
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fairly uniforml y wit h highe r incom e levels , a s doe s soli d wast e {Economist
1992). These observations qualify a n unambiguous conclusion tha t the income
effects o f a  NAFT A wil l eithe r b e benig n o r favorabl e fo r environmenta l
amenities in North America. Nevertheless, taken on balance, one must conclude
that economi c growt h stimulate d b y a  NAFT A ma y wel l b e positive , o n
balance, for the environment in terms of reducing the utilization of environmen-
tal amenities . Th e mai n effec t her e i s th e increase d deman d fo r a  cleane r
environment which is associated with a shifting awa y from pollutio n intensive
activities.12

Evidence on Relocation Effects

There is a fairly substantia l body of evidence bearing upon the relocation
effect of trade liberalization. The evidence, by and large, suggests that the effect
is likel y t o b e ver y modes t an d restricte d t o a  fe w industries. 13 Give n th e
importance o f thi s phenomeno n i n th e debat e surroundin g th e NAFTA , i t i s
worth reviewing the available evidence i n detail.

In on e study , Leonar d (1984 ) foun d n o evidence i n overal l statistic s o n
foreign investments by U.S. companies and U.S. imports of manufactured goods
that ke y hig h pollutio n industrie s hav e shifte d mor e productio n facilitie s
overseas in response to environmental regulations. Yet in a few high pollution,
hazardous productio n industries , environmenta l regulation s an d wor k plac e
health standard s hav e become a  more prominent an d possibly decisiv e facto r
in industria l locatio n an d hav e le d U.S . firm s t o mov e productio n abroad .
Examples of such industries ar e those that produce highly toxic , dangerous or
carcinogenic products, such as copper, zinc and lead. For these latter industries,
environmental regulation s hav e combine d wit h othe r changin g locationa l
incentives and economic problems to speed international dispersion of capacity.

In a  simila r vein , Walte r (1982 ) report s tha t certai n coppe r smelters ,
petroleum refineries, asbestos plants and ferroalloy plants have reportedly been
constructed abroad rather than in the United States for environmental reasons.
There ha s als o bee n som e resiting of petrochemica l complexe s an d chemica l
plants withi n Europ e fo r environmenta l reasons . Moreover , som e recen t
Japanese pollution-intensiv e industrie s hav e reportedl y bee n channele d t o
developing countrie s i n Southeas t Asi a and Latin America ; however , there i s
no evidenc e o f a  "massive " environment-induce d locationa l shiftin g o f pro -
duction capacity. Moreover, a significant amoun t of the observed geographica l
mobility o f productio n involve s case s wher e majo r project s wer e absolutel y
barred for environmenta l reasons.

Rubin an d Graha m (1982 ) conclude tha t during the decade of th e 1970s ,
when complex environmental regulations and high pollution costs were imposed
on industries , the overall foreig n investmen t an d import trends o f th e mineral
processing, chemical and pulp and paper industries did not differ fundamentall y
from thos e of U.S. manufacturing industrie s in general. The former industrie s
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are arguably amon g thos e tha t shoul d hav e bee n mos t adversel y affecte d b y
environmental legislation implemented in the United States. In fact, only slight
shifts a t the margin could be detected in these industries . Specifically , onl y a
few U.S. industries within branches of the chemical manufacturing secto r have
increased productio n oversea s a s a  direc t o r indirec t result  o f environmenta l
regulations. Two reasons are offered fo r thi s minor effect: (1 ) environmenta l
control costs are a relatively small proportion of total production costs, and (2)
most industries that have been hit hard by environmental regulations have been
able t o adap t t o the m b y changin g thei r productio n processe s o r b y usin g
different ra w materials .

Stafford (1985 ) examine d whethe r traditiona l factor s suc h a s acces s t o
markets, and differences i n costs of labor and materials remain predominant in
manufacturing locatio n decision making, despite the recently added dimension
of environmenta l regulation s introduce d unde r th e Nationa l Environmenta l
Policy Act . Specifically , persona l interview s an d maile d questionnaire s wer e
used to identify th e factors that were most important in the location of 16 2 new
branch plants of U.S. corporations. For most of the locational decisions investi-
gated, environmental regulations did not rank among the most important factors
considered. Whe n suc h regulation s wer e o f som e significance , uncertaintie s
about when the necessary permits would be obtained were more important than
spatial variation s i n direct cost . Stafford (1985 ) concludes tha t environmenta l
regulations hav e ha d n o consistent effec t o n th e siz e o f th e searc h area , th e
number of sites considered, the sizes of facilities built or the decision to expand
existing plants versus building new plants.

Bartik (1988) used a database of new manufacturing branc h plants opened
by Fortun e 50 0 companies betwee n 197 2 and 197 8 t o determine i f busines s
location decisions are affected substantiall y by state environmental regulations.
Two measures of stat e water pollution regulations and four measure s o f stat e
air pollutio n regulation s wer e use d a s variables . The stud y di d no t fin d an y
statistically significan t effec t o f state environmental regulations on the location
of ne w branc h plants . Eve n sizeabl e increase s i n th e stringenc y o f stat e
environmental regulations were found unlikely to have a large effect on location
decisions fo r th e averag e industry ; however , fo r som e highl y pollutin g
industries, the results cannot rule out the possibility of effects o f environmental
regulation o n plant location .

Finally, McConnel l an d Schwa b (1990 ) estimate d a  statistica l mode l t o
investigate the impact of a variety of country characteristics on the locations of
50 ne w branc h plant s i n th e moto r vehicl e industry durin g th e perio d 1973 -
1982, a  period whe n ther e were wide variation s i n environmenta l regulation s
among regions. Most of the results indicate that environmental regulations do
not exert an important influence on location decisions. At the margin, however,
there i s som e evidenc e tha t firms  ma y b e deterre d fro m locatin g wher e th e
ozone problem i s severe and emission controls are correspondingly stringent .

In summary , th e conclusio n on e migh t seemingl y dra w fro m existin g
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studies i s tha t geographi c difference s i n environmenta l standard s hav e a
relatively smal l impac t o n th e locatio n decision s o f firms . Indeed , an y
significant impact s appea r concentrate d i n resource-base d sector s tha t ar e
arguably relocating from the United States for other reasons. Moreover, if these
activities di d no t migrate t o Mexico, they might migrate t o other location s in
the hemispher e wher e environmenta l standard s ar e eve n lower . I n short , th e
relocation criticism of the NAFTA seems quite overstated in light of the small
share o f cost s i n mos t industrie s ascribabl e t o pollutio n abatemen t an d th e
already low levels of U.S. tariffs i n industries facing hig h pollution abatemen t
costs (see Office o f the U.S. Trade Representative 1991) .

With respect to the linkage between trade liberalization and transportation
patterns, it can be expected that cross-border traffic wil l increase with increased
international trade. Indeed, congestion along the Mexican-U.S. border at major
crossings in Texas and California is seen as being suggestive of the even larger
problems that will emerge under a free trade agreement Without gainsaying the
wisdom of improving the transportation arteries between the United States and
Mexico, i t i s unclea r whethe r additiona l transportatio n implie s significan t
increases i n vehicl e emissions . A s note d earlier , a n importan t facto r i n thi s
regard is what happens to Mexican transportation vehicles. Specifically, t o the
extent tha t there i s a  decline in the average age of thes e vehicles , along wit h
improvements i n emissio n contro l equipment , increase s i n transpor t mileag e
need not translate into equivalent increases in vehicle emissions.

Trade Agreements an d Environmental Legislatio n

Trade negotiation s leadin g t o trad e liberalizatio n agreement s ca n hav e a
potentially important indirect effect on environmental conditions by influencing
environmental policie s i n the trading partners. In this regard, a concern raise d
by environmentalist s i s tha t increase d competitio n associate d wit h trad e
liberalization wil l lead domestic producers t o "cheat" with respect to obeying
environmental standards . Alternatively, or in addition, it will lead to increased
lobbying effort s t o hav e environmenta l standard s relaxe d (se e Emerso n an d
Mikesell 1991) .

The argument that firms facing the competitive pressures of free trade will
abandon environmenta l responsibilit y an d ignor e codifie d (o r uncodified )
standards, i.e. , us e illegal , pollution intensiv e production techniques , beg s the
question wh y they would not have cheated prior to the implementation o f fre e
trade i f the y though t the y coul d d o s o wit h impunity . Perhap s th e risks  o f
getting caught ar e worth takin g when one is faced wit h th e prospect o f bank -
ruptcy; however , massiv e increases in bankruptcy risks cannot b e realistically
contemplated as a possible consequence of a  NAFTA.

A more plausible scenario is that national governments will be less inclined
to pass and enforce environmenta l standard s give n industria l dislocations an d
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short-term unemploymen t associate d wit h adjustment s t o trad e liberalization .
Indeed, governments might rely upon reduced regulation of business as a form
of "adjustment assistance " for domestic industries. A related possibility is that
governments wil l lowe r domestic environmenta l standard s i n orde r t o permi..
domestic firm s t o compet e o n a  "leve l playin g field " wit h firm s base d i n
countries wit h "lower" environmental standard s or enforcement practices.

The assertion that trade liberalization leads to a de facto harmonization of
environmental standards at the "lowest common denominator" is not supported
by th e evidence . For example , United State s an d Canadian tariff s hav e bee n
reduced ove r time  t o imports fro m a  wide range of countrie s havin g weake r
environmental standards , ye t ther e ha s bee n n o retractio n o f standard s o r
enforcement base d upon these imports. As another example, by mid-1991, the
European Community had adopted numerous directives and regulations dealing
with environmenta l matter s alon g wit h liabilit y standard s i n case s involvin g
pollution. Whil e man y membe r countries wer e unaggressive i n enforcin g th e
European Community' s environmenta l rules , pressur e fro m thos e countrie s
enforcing th e rule s an d adoptin g thei r ow n toug h antipollutio n law s i s
apparently bringing about compliance by all members (see Portaria 1991,52-3) .

Environmentalists argue that the trade agreement should be used as a lever
by Canad a an d th e Unite d State s t o extrac t stronge r environmenta l commit -
ments on the part of Mexico. But we must recognize the potential for the social
costs of pollution control to exceed the social benefits. If so, pressure to extract
higher standards from lowe r income countries raises the prospect of excessiv e
reductions i n th e us e o f environmenta l input s fro m a n overal l welfar e eco -
nomics perspective.14 A more flexible position on the part of environmentalists
might hol d tha t cross-borde r pollutio n i s intrinsicall y a  matte r o f bargainin g
between countries wit h stric t and relaxed environmental regime s and that har-
monization o f regime s shoul d full y an d fairl y acknowledg e cross-borde r
environmental spillovers .

The issue in the context of this report is whether trade liberalization makes
it more or less likely that cross-border pollution externalities will be recognized
and effectively deal t with by the countries involved. Alternatively, should trade
liberalization be made contingent upon the trading partners dealing with cross-
border pollution? Unfortunately , ther e is no unequivocal theoretica l answe r to
this question . Tha t is , argument s ca n b e mad e pro an d co n th e positio n tha t
environmental an d trad e negotiation s shoul d b e directl y linke d i n orde r t o
ensure that international pollution spillover s are addressed by polluters.15

What can be theoretically established is that it is rarely welfare improvin g
for countrie s t o impose trad e restrictions i n respons e t o thei r being "pollute d
upon" by another country's producers or consumers (Lloyd 1992) . This obser-
vation, combined with the recognition that lobby groups will use environmental
issues to extrac t protection agains t imports , suggests th e wisdom, on balance ,
of separatin g th e treatment o f environmenta l problem s fro m th e treatmen t o f
trade issues.
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Experience does suggest that the negotiation of environmental standards is
likely t o b e a  difficul t an d costl y process . Fo r example , evidenc e fro m th e
European Communit y (EC ) experienc e support s thi s perception , especiall y
attempts t o establis h aut o emissio n standards . I n th e latte r case , Franc e ha s
historically argued for lower exhaust emission standards, whereas countries such
as Holland, Denmark an d Greece have argued for highe r standard s (se e Wall
Street Journal 1988 ; also see Cairncross 1990) . However, if the EC experience
attests to the difficulties i n harmonizing environmental standards across trading
partners, i t also suggest s tha t a  convergence of standard s wil l ultimately tak e
place in the direction o f th e more restrictive se t of standards as noted above.

In summary, closer linking of trade and environmental negotiations might
lead t o improved cooperatio n amon g tradin g partners in addressin g problem s
of transborde r pollution . O n th e othe r hand , an y suc h linkag e impose s a
substantial risk  tha t environmenta l concern s wil l be used by lobbyists t o gain
protection from imports . Indeed, there is an added risk that the trade liberaliza-
tion process will unravel with the resulting costs of protectionism far exceeding
whatever direct or indirect environmenta l benefit s migh t have resulted.

In the last analysis , the level of intergovernmental cooperation t o address
border pollutio n problem s i s th e singl e mos t importan t facto r affectin g
environmental conditions in the member countries (see Office of the U.S. Trade
Representative 1991) . A contentious international trade environment is unlikely
to promote an atmosphere of cooperation for intergovernmental agreement s to
address cross-borde r pollution . Furthermore , th e expertise neede d t o addres s
trade issue s doe s no t necessaril y overla p th e expertis e neede d t o negotiat e
international environmenta l agreements .

If attempt s b y develope d countrie s t o enforc e stricte r standard s i n
developing countrie s throug h withholdin g trad e liberalizatio n lead s t o a
breakdown o f th e liberalizin g process , i t coul d als o hav e significan t indirec t
adverse consequence s fo r environmenta l amenities . A s note d earlier , trad e
liberalization i n itsel f ma y encourag e a  mor e "enlightened " environmenta l
stance on the part of weak enforcement regimes to the extent that it encourages
more economica l pricin g o f natura l resources . In man y developing countries ,
in particular , deliberat e "underpricing " o f petroleu m products , chemica l
fertilizers an d th e lik e encourage s th e adoptio n o f environmentall y intensiv e
production techniques. 16 A  move towards marketization o f economic activity ,
which is often a  concomitant of trade liberalization, could encourage a marked
reduction i n th e relativ e us e o f environmenta l input s b y promotin g a  mor e
economically rationa l se t o f price s fo r input s tha t heavil y pollut e th e
environment.

As well , th e NAFT A a s negotiate d shoul d lea d t o som e geographica l
dispersion o f productio n capacit y awa y fro m th e Mexico-U.S . border . Unde r
the relevan t legislation , Maquil a plant s ar e encourage d t o locat e alon g th e
border. Th e crowdin g alon g th e borde r i s arguabl y exacerbatin g pollutio n
problems there , since the natural environment has a limited capacity to absorb
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and proces s waste . I f fre e trad e betwee n Mexic o an d th e Unite d State s wa s
derailed b y environmenta l complaints , th e benefit s o f whateve r geographica l
dispersion woul d take place wil l be obviated.

Summary an d Conclusion s

Environmental criticism s o f th e NAFT A assum e tha t trad e liberalizatio n
inevitably lead s t o furthe r environmenta l degradation ; however , relativel y
simple modellin g o f th e relationshi p betwee n th e trade an d th e environmen t
suggests tha t th e relationshi p i s complex , an d eve n th e directio n o f th e
relationship i s uncertain. Certainly, one can make a credible argument that , in
the long run, free trad e will lead to less intensive use of environmental inputs,
both i n relative  an d absolut e terms . The primar y sourc e o f thi s resul t i s th e
certainty that , a s countrie s becom e wealthier , a n increasin g deman d fo r a
cleaner environment eventuall y lead s societies to choose less environmentall y
intensive production an d consumption activities .

Linking trade liberalization t o the environmental policies implemented by
a country' s tradin g partner s ca n arguabl y b e a n instrumen t t o "encourage "
relatively lax countries to impose and enforce tighte r environmental standards .
Whether wealthy countries should "dictate" policy for purely local environmen-
tal problem s i s beyon d th e scop e o f thi s study , a s i s th e issu e o f whethe r
developed countries should pay developing countries to cease certain practices
which are offensive t o environmentalists from developed countries. What must
be acknowledge d i s tha t a  linkag e ca n potentiall y focu s th e recalcitran t
countries' minds on dealing with cross-border pollution.

At the same time, linking trade law to environmental policy invites a risk
that protectionist forces wil l seize upon differences i n environmental standard s
as a n excus e t o trigge r countervai l duties , anti-dumpin g penaltie s an d othe r
nontariff barrier s to imports. It certainly invites a risk that the trade liberaliza-
tion proces s wil l b e derailed . Th e resulting  consequence s ar e certai n t o b e
adverse for bot h the developed an d the developing country .

Environmentalists have implicitly or explicitly expressed skepticism about
trilateral negotiation s focuse d directl y o n environmenta l issue s producin g
meaningful results ; i.e. , leadin g t o commitment s t o dea l wit h transborde r
pollution problems . Experienc e fro m th e E C suggest s tha t negotiation s
surrounding the harmonization of environmental standards does not necessarily
lead to harmonization aroun d th e lowest standards . Indeed, i t is not clear that
linking trade liberalization t o the negotiation of environmental standard s leads
to a harmonization o f standard s a t a  higher level than would otherwise be the
case. Ther e i s a  risk  tha t th e underlyin g trad e liberalizatio n proces s wil l b e
curtailed an d with i t a  growing economic interdependenc e amon g the trading
partners. Economic interdependenc e i s arguably th e most importan t factor , i n
the long run, leading t o cooperation on other matters among governments .
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In th e final  analysis , a  failure o f th e NAFTA negotiation s coul d lea d to
increased pollutio n fo r a t leas t tw o possible reasons : (1 ) i t could lea d t o the
disruption of growing cooperation between the U.S. and Mexican governments
to addres s borde r pollutio n issues; 17 an d (2 ) withou t a  NAFTA , increase d
emphasis migh t b e place d o n th e maquilador a secto r wit h eve n greate r
environmental stresses being placed on U.S.-Mexico border regions. This latter
observation suggest s tha t th e nature , a s wel l a s th e extent , o f economi c
integration can affect th e important linkage between economic growth and the
utilization o f environmental inputs .

Notes

1. A more formal developmen t of this framework i s available from th e author
on request.
2. It should be explicitly acknowledged that, in many instances, producers and
consumers wil l utiliz e environmenta l input s withou t incurrin g an y persona l
explicit costs . Rather , th e cos t i s born e a s a n externalit y b y others . I n thi s
analysis, cost s o f environmenta l input s ar e viewed i n th e broa d socia l sense ;
i.e., they reflect the opportunity cost of the environmental resources "used up"
regardless o f whethe r a n explici t pecuniar y cos t i s impose d upo n set s o f
producers or consumers.
3. National treatmen t implie s tha t a  singl e se t o f domesti c environmen t an d
health and safety standard s will be applied for foreign an d domestically owned
firms. I n accordanc e wit h it s commitmen t t o Congres s t o obtai n fast-trac k
authorization, th e U.S . governmen t informe d Canad a an d Mexic o tha t i n a
NAFTA i t mus t maintai n th e right t o prohibit th e entry o f goods tha t d o not
meet U.S . health, safety , pesticide , foo d an d drug an d environmental regula -
tions, so long as such regulations are based on sound science, do not arbitrarily
discriminate against imports or constitute a "disguised" trade barrier. See Office
of th e U.S. Trade Representative (Octobe r 1991 , 2).
4. If trad e diversio n discourage s import s fro m nonmembe r countries , ther e
could be a decline i n levels of economic activity outside North America .
5. For a review o f this evidence, see Globerman (1992) .
6. For example , Shrybma n (1991 , 27 ) argue s that : "On e wa y i n whic h th e
principles o f fre e trad e o r deregulate d trad e hav e operate d t o undermin e
environmental regulation i s by making it easier for corporations to establish or
relocate operations to jurisdictions where the cost of doing business, including
the cost of environmenta l regulation , i s lowest. "
7. Such rationalizatio n i s a  ubiquitou s respons e t o trad e liberalizatio n
agreements. Fo r a  comprehensiv e revie w o f th e evidence , se e Globerma n
(1988).
8. Similar points are made in a GATT report. Specifically, th e report notes that
the opportunitie s fo r countrie s t o trad e i n worl d market s fo r technolog y
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facilitates th e implementatio n o f neede d environment-improvin g processes .
Similarly, trad e ca n hel p consumer s mak e environmentall y beneficia l
choices—for instance , import s o f lo w sulphu r coa l ca n encourag e the m t o
abandon th e us e o f pollutin g hig h sulphu r coal . Se e Genera l Agreemen t o n
Tariffs an d Trade (1992).
9. It also obviously depends upon whether there is a harmonization of allowable
emission level s an d othe r vehicl e relate d pollutant s a s par t o f th e NAFTA ,
either towards more or less restrictive standards .
10. It ca n b e argued , however , tha t marke t reforms  associate d wit h trad e
liberalization migh t lead to the reduction of domestic subsidies . In developing
countries, includin g Mexico , energ y input s an d agricultura l chemical s ar e
frequently subsidized . The elimination of these subsidies wil l arguably lead to
reduced use of these environmentally intensiv e inputs and, presumably, to less
disruption o f environmental amenitie s a t al l income levels.
11. Also see studies in Braden an d Kolstad (1991) .
12. Note tha t suc h shiftin g ca n als o reflec t greate r utilizatio n o f pollutio n
abatement equipment in activitie s that were relatively pollution intensive .
13. This is also the conclusion of a comprehensive review of the environmental
economics literatur e whic h ascribe s thi s result  t o th e fac t tha t th e cost s o f
pollution contro l not , i n fact , loome d ver y larg e eve n i n heavil y pollutin g
industries, i.e. , o n th e orde r o f onl y 1  to 2. 5 percen t o f tota l cost s i n mos t
pollution-intensive industries . See Cropper and Oates (1992) .
14. The economically efficient se t of environmental standards , i.e., the set that
leads t o th e us e o f environmenta l input s u p t o the poin t wher e th e margina l
social benefit equal s the marginal social cost will vary from country to country
depending upon a  host o f factor s includin g topography , climate , demography
and so forth. Fo r a discussion o f thi s issue, see Pearson (1987) .
15. For a  discussion o f these points, see Lloyd (1992).
16. See Anderso n an d Blackhurs t (1992) . I n th e cas e o f th e NAFTA , freel y
traded energ y product s migh t als o encourag e Mexica n energ y user s t o bu y
cleaner fuels suc h as natural gas and energy from th e United States to replace
the use of high sulphu r fuel oil .
17. In som e models , th e leve l o f intergovernmenta l cooperatio n t o addres s
border pollutio n i s th e singl e mos t importan t facto r affectin g environmenta l
conditions i n th e membe r countries . Se e Office o f th e U.S . Trade Represen -
tative (1991).
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The Environmental Sid e of North America n
Free Trade

Peter M . Emerson an d Rober t A . Collinge

Introduction

Trade between th e countries of North America account s for nearly one-fourt h
of al l world trade. It affects th e scale and composition o f economic activity at
home and abroad. Reflecting th e decisions of millions of individual producer s
and consumers , thi s economi c activit y generate s wealt h an d contribute s t o
environmental degradation . Mos t trad e an d financia l transaction s i n Nort h
America occur betwee n th e highly-developed economie s o f th e United State s
and Canada , whic h signe d a  free trad e agreemen t i n 1989 . The United State s
and Canada also share environmental an d natural resource problems, and have
entered int o severa l international agreement s t o help solve them.

In 1987 , Mexic o joine d th e Genera l Agreemen t o n Tariff s an d Trad e
(GATT). Sinc e then , trad e barrier s hav e bee n reduced an d trad e betwee n th e
United State s an d Mexico has grown significantly . I n 1990 , President Salina s
approached President Bush to negotiate a free trade agreement with Mexico. A
few months later , Canada joined the negotiations and the three countries began
working fo r a  North America n Fre e Trade Agreement (NAFTA). 1

The proposed NAFTA has stimulated a vigorous debate about the benefit s
and cost s o f suc h a n agreement , especially a s they relate t o the environment ,
public health , an d industria l locatio n an d employment . Th e stimul i fo r thi s
debate mos t likel y includ e th e followin g factors : wid e differential s i n th e
standards of living between the countries; a weak economy in the United States
and Canada ; growin g awareness of environmenta l an d public health problem s
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along th e United States-Mexic o border ; an d Mexico City's unfortunat e statu s
as the world' s wors t metropolitan ai r polluter.

This chapte r first  examines th e nexus betwee n trad e policy an d environ -
mental protectio n i n Nort h America . Whil e ther e ar e man y unanswere d
questions, ther e i s littl e doub t tha t th e environmen t wil l b e on e o f th e mos t
important trade issues of th e 1990s . The questions tha t wil l be debated i n the
trade contex t are : to wha t exten t doe s free r internationa l trad e exacerbat e o r
ameliorate environmenta l problems ; an d what steps , if any , must b e take n t o
reduce the negative impact of trade on the environment?

From a  U.S . perspective , th e chapte r the n discusse s th e environmenta l
aspects o f th e proposed NAFTA an d severa l options tha t remain a s the trade
agreement i s take n u p b y th e Clinto n Administratio n an d a  ne w Congress .
Environmentalists certainl y d o no t wan t th e trad e agreemen t t o weake n
environmental laws. Instead, at least some environmentalists look to freer trade
and economic growth as a means of improving environmental protection for all
people (Emerson 1991 ; Hair 1991 ; Goebel 1992) . It seems likely that a lasting
effect o f th e NAFTA debate wil l be a "greening" of futur e trad e pacts.

Freer Trade and Environmental Protection: Are They Compatible?

Free trade in its ideal sense means that governments place no restrictions on the
transfer o f goods , services , capita l an d othe r resource s acros s nationa l
boundaries. In this ideal world, wealth is increased and efficiency enhance d as
long a s th e producer s o f th e good s an d service s mus t pa y th e ful l cos t o f
production, includin g th e us e o f th e environmen t a s a  receptacl e fo r wast e
products. Whe n thes e environmenta l cost s ar e no t full y accounte d fo r b y
producers, however , governmenta l regulation s ma y be required t o protect th e
environment and public health. The question then arises as to whether free trade
and environmental protectio n ca n complement each other and promote public
welfare (Reinstei n 1992 ; U.S. Congress 1992) .

International trade agreements, such as the NAFTA, provide detailed rules
aimed a t reducin g barrier s t o commerce , settlin g dispute s amon g tradin g
partners an d otherwis e regulatin g trade . Give n politica l factor s an d othe r
constraints, the objective o f trad e negotiator s i s t o move th e countrie s i n th e
direction o f freer trade .

The NAFT A doe s no t liberaliz e trad e ver y much , sinc e trad e barrier s
between the countries of North American already have been reduced. However,
even withou t a  dramatic lowerin g o f barriers , i t may stil l hav e a  pronounced
effect i n term s o f promotin g economi c activity . Th e reaso n i s tha t th e
agreement adds certainty. I t provides a  guarantee that lower trade barriers and
other economi c reform s bein g pursue d i n Mexic o wil l continu e beyon d th e
tenure o f curren t politician s o r politica l parties . The long-ter m plannin g thi s
allows serve s to hasten adjustmen t b y businesses on both side s of the border ,
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resulting in more investment an d increased trade . Thus, even i f the agreement
does no t result i n larg e reductions i n trade barriers, it stimulate s internationa l
business b y offerin g som e assuranc e tha t curren t policie s towar d trad e an d
investment wil l continue into the future .

The case for free r trad e is based on the argument that trad e according to
each country's comparative advantage increases the total value of output in the
trading countries. Unrestricted prices in competitive markets achieve this result
by signalin g each country t o produce those goods for whic h i t has the lowes t
opportunity cost , an d t o trad e fo r th e rest . I n th e shor t run , ther e wil l b e
winners an d losers; but ultimately, efficient producer s prosper and consumers
receive large r volume s o f good s an d service s a t lowe r price s (Colling e an d
Emerson 1992) .

Unfortunately, free trade does not lead to optimal trade patterns if there are
externalities—such a s transborde r pollutio n damages—tha t ar e no t correcte d
through publi c policy . I n th e contex t o f trad e betwee n th e United State s an d
Mexico, these externalities ma y be significant . Specifically , th e danger i s that
some of the environmental cost s from productio n in one country, say Mexico,
may be borne by "third party" residents in another country (the United States).
Without a  mechanis m t o forc e producer s t o bea r thes e costs , ther e i s littl e
incentive to reduce pollution, and there is an inefficient advantag e to polluting
industries in Mexico over less-polluting competitors in other countries. In this
context, policy measures ar e needed to "internalize" the transborder damages .

Relative t o th e statu s quo , freer trad e withi n th e contex t o f th e NAFT A
may prov e beneficia l t o th e environment . On e reaso n ha s t o d o wit h th e
existing maquiladora program , which allows factories locate d on the Mexican
side of the border to trade freely wit h the United States, under provisions that
products must be sold in the United States. The NAFTA in effect broaden s the
scope of the maquiladora program to include all of Mexico and eliminates the
requirement tha t good s mus t b e exported t o th e Unite d States . Liftin g thes e
constraints i s likely to prompt som e of the maquiladora plants to move to the
interior o f Mexico , thu s reducing  pollution alon g th e Ri o Grand e an d othe r
border areas. By itself, the NAFTA is unlikely to attract many new factories to
border areas , sinc e mos t factorie s tha t woul d fin d borde r location s attractiv e
would be oriented toward the U.S. market and already had access to free trad e
under the maquiladora program. Hence, they are likely to be located along the
border already.

Although environmental regulations in the United States and Mexico may
be comparable, enforcement i s often la x in Mexico. For instance, much of the
hazardous waste generated in Mexico is thought to be dumped illegally (Kleis t
1992). Lower level s o f environmenta l qualit y i n Mexic o can b e explained i n
large part by the lower per capita income of Mexican residents. Environmental
quality i s wha t economists cal l a  normal good , meaning tha t a s incomes rise,
people wil l be willing t o devote more income to obtaining a  cleaner environ -
ment. This demand wil l be manifested i n a  variety of ways including toughe r
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regulatory enforcement , fo r whic h citizens pay , in part , through highe r prices
resulting from increase d production costs .

Environmental damages can be divided into two overlapping categories: (1)
direct externalities resulting in first-order damages and (2) indirect externalities
resulting in second-order damages. First-order damages represent the value of
losses occurring t o individuals, plants and wildlife , buildings , and other man-
made an d natura l asset s a s a  resul t o f direc t exposur e t o a  pollutan t o r a
destructive productio n o r consumption process . Examples could includ e birt h
defects caused by a toxic emission, the loss of species due to deforestation, and
illness caused by the release of raw sewage . Residents breathing th e smog of
Los Angeles o r Mexico City ar e victims of first-orde r damages .

Second-order damage s g o beyon d direc t exposure-respons e impact s t o
account for losse s which occu r to individuals becaus e they value the environ-
ment beyond thei r own physical proximity, or because they are concerned fo r
the well-being of others. For instance, some people feel a loss if rain forests are
logged or if the health of residents i n Mexico City, Los Angeles or elsewhere
is diminished. The cost of pollution and environmental degradation is found by
summing the value of first-orde r damage s and second-order damages.2

Whenever such environmental costs are ignored, polluting activities receive
an implici t subsid y an d consumers hav e to o littl e environmenta l quality . Fo r
instance, residents i n proximity t o the border complain o f various transborde r
damages. Maquiladora plants—often owne d by U.S. firms—pollute the border
environment. Untreate d sewag e fro m borde r communitie s flow s int o th e Ri o
Grande, resulting i n first-orde r damage s t o downstream users , both Mexican s
and Americans.

This outcome leads to the possibility that the introduction of environmental
regulation (i.e. , a n effor t t o internaliz e environmenta l costs ) ma y chang e
international trade, but enhance social welfare by removing the implicit subsidy.
Specifically, an y damag e t o th e U.S. (Mexican) environmen t fro m pollutant s
originating in Mexico (United States) represents an external cost to the United
States (Mexico ) of tha t production . Decisio n maker s i n eithe r country canno t
be expected to consider these costs unless international agreements and policies
induce them to do so.

The regulatory task is complicated by two factors. First, since the domain
of environmenta l damage s ma y b e eithe r domestic , transborder , o r global ,
uniform standard s acros s regiona l an d nationa l border s ma y no t b e justified .
Second, the optimal amount o f environmental quality ma y differ significand y
between tradin g partner s becaus e o f difference s i n preferences , income , an d
assimilative capacities .

For example , transborde r pollutant s aside , first-orde r damage s fal l o n
domestic residents, and provide the primary impetus for domestic policy action.
The Mexican government's decision to restrict taxicab emissions and industrial
output in Mexico City was based on first-order externalities. Relative to citizens
of other countries, domestic residents are far more affected b y their own first -
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order pollution, and therefore are in a better position to determine whether they
are willin g t o pa y th e pric e fo r a  cleane r environmen t Likewise , pollutant s
emitted in Mexic o wil l generally hav e thei r strongest physical impact s within
that country .

Consider the second-order damages associated with the genuine concern of
United States and Canadian citizens over the welfare of Mexican residents who
must live wit h unhealth y level s of pollution , or the concern o f al l people fo r
rainforest preservation . Rather than being a concern over pollution or environ-
mental degradatio n pe r se , thi s i s a  concer n ove r th e welfar e o f curren t an d
future generation s of people as it is impacted by broad concepts of ethics and
equity. Thus, the concern i s really over the standard of living in all its facets .

As noted above, the greater levels of pollution in Mexico can be traced to
the lowe r Mexica n pe r capit a incom e tha t force s Mexican s t o choos e lesse r
amounts o f al l goods , including environmental quality . This suggest s tha t the
second-order externality of interdependent utility functions i s best addressed by
promoting economi c growth , rathe r tha n throug h targetin g pollutio n policie s
directly. The NAFTA offers a  way to promote economic growth, which in turn
is likely to increase th e willingness an d ability of Mexicans to pay to enforc e
pollution control s in their own country.

Some people are concerned tha t when production costs are not equal be-
tween countries , th e countr y wit h th e lowe r cost s wil l attrac t industr y fro m
higher cost countries. The specte r of large scale unemployment i n the country
opting fo r highe r qualit y environmenta l an d labo r standard s motivate s thes e
well-meaning peopl e t o oppos e fre e trade . The y d o no t wis h t o reward a
country fo r choosing to become a  "haven" for pollution o r labor exploitation .
Fortunately, whil e som e migratio n o f industr y t o "pollutio n havens " migh t
occur, the effect o n domestic output and employment is likely to be negligible.

There are two reasons that pollution havens have not resulted in large scale
job losses . First, for many production processes , environmental cost s ar e only
a small portion of the firm's tota l costs and research shows that environmental
factors hav e no t bee n majo r determinant s o f ho w companie s allocat e thei r
investments among countries (Pearson 1987 , 124). The second reason revolves
around th e natur e o f trad e itself . N o countr y sell s it s product s t o anothe r
country unless it can receive something just as valuable in return. For instance,
a Mexican textil e make r might sel l blanket s i n the United State s i n exchange
for dollars. Those dollars are then respent on United States products either by
the textile maker or, through the foreign exchang e market , by someone else.

The foreign exchang e marke t between th e United State s and Mexico can
be thought of as equilibrating th e desires of Mexicans to purchase U.S. goods,
services, an d investment s wit h th e correspondin g desire s o f U.S . citizens t o
purchase Mexican goods, services and investments. In effect, dollar s and pesos
never leav e thei r hom e countries . The y hea d fo r th e borde r but , throug h th e
foreign exchange market, bounce right back home. The result is that job losses
in som e sector s ar e offset b y job gain s in other sectors . Therefore, whil e thi s
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section ha s identifie d som e legitimat e concern s ove r differen t level s o f
environmental protection among the NAFTA signatories, the concern regarding
job migration t o pollution haven s i s not paramount.

There ar e vali d reasons fo r allowin g environmenta l qualit y t o vary fro m
place to place. To some extent, concerns over differing environmenta l standards
can be traced back to comparative advantage . At the current stage of develop-
ment, th e opportunit y cos t o f providin g environmenta l qualit y i s highe r i n
Mexico than in the United States and Canada. In the developed nation, citizens
have higher income, and thus choose to consume a higher level of environmen-
tal qualit y alon g wit h mor e an d bette r housing , food , clothing , an d al l othe r
normal goods. As Mexican incomes rise, we will see the same pattern emerge
in that country. In the interim, production costs are lower as workers are willing
to provid e thei r labo r i n exchang e fo r les s o f al l thes e things . T o requir e
Mexican citizen s t o suppor t th e sam e leve l o f environmenta l qualit y a s U.S.
citizens choose , suggest s requirin g Mexican s t o bu y th e sam e qualit y food ,
clothing and shelter as their northern neighbors but on a lower budget. The big
question i s whethe r environmenta l policie s reflec t th e desire s o f th e peopl e
directly involve d o r whethe r thos e policie s ar e simpl y a  wa y o f subsidizin g
production a t the expense of th e environment .

Care must be taken in negotiating and implementing a trade agreement that
trading partners do not use environmental regulation as an excuse to establish
protectionist policies . On the other hand, trade agreements must recognize the
possibility that environmental policy (or lack thereof) can be used as an implicit
subsidy o n production . I f thes e caveat s ar e recognized , policie s tha t promot e
freer trad e an d environmenta l protectio n ca n complemen t eac h othe r an d
contribute t o public welfare .

Tackling Environmenta l Problem s Relate d to Trade

From a U.S. perspective, progress has been made in dealing with environmental
problems sinc e th e beginnin g o f th e NAFT A negotiations . Thi s ha s bee n
accomplished throug h so-called "parallel" discussions and agreements, and by
integrating trade-related environmenta l issue s into the text of the agreement .

As promised b y the Bush Administration , th e first phase (1992-1994) of
a binational border environmental cleanup program is now being implemented
(U.S. Environmenta l Protectio n Agenc y 1992 , 50). Mexico has committed t o
invest at least $460 million over the next three years in environmental project s
along it s norther n border . Abou t one-hal f o f thi s fundin g i s earmarke d fo r
sewage system s an d wast e wate r treatmen t plant s i n Mexica n borde r citie s
(Embassy o f Mexic o 1992 , 25) . Presiden t Bus h requeste d a  budge t o f $24 0
million t o protec t th e borde r are a environmen t i n 1993 . While thes e fundin g
levels are small relative to the overall needs of the region, the increase in cross-
border cooperation resulting from the NAFTA process is noteworthy. Building
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on the 1983 La Paz Agreement, Mexico and the United States are now working
together t o achiev e a n importan t commo n goal : th e long-ter m protectio n o f
human health an d natural ecosystems in the border region.

The NAFT A negotiation s hav e als o le d t o mor e cooperatio n o n th e
environment betwee n Canad a and Mexico . A major boos t t o this cooperation
occurred in March 1992 , when Canada's Secretary of State for External Affair s
and Ministe r o f th e Environment announce d project s value d a t $1 million t o
assist Mexic o i n environmenta l monitorin g an d enforcemen t (NAFT A
Environmental Review Committee 1992,94). The Canada-Mexico environmen-
tal initiative wil l strengthe n Mexico' s capabilit y t o enforce it s environmenta l
law. I t wil l als o demonstrate Canadia n publi c an d private secto r expertis e in
environmental technology , thereb y openin g th e doo r t o futur e commercia l
collaboration betwee n the two countries.

For it s part , Mexic o i s strivin g t o improv e it s environment . I n 1988 ,
Mexico enacted a comprehensive environmental law called the General Law on
Ecological Equilibrium and Environmental Protection (Genera l Ecology Law).
This law , whic h broadl y seek s t o preven t an d contro l pollution , i s indee d
similar t o U.S . statutes . I n som e instances , suc h a s requirin g environmenta l
impact statements prior to private construction, Mexico's law goes beyond U.S.
requirements.

President Salinas has vowed that Mexico will not become a pollution haven
for dirt y companie s fro m th e Unite d State s o r elsewhere . On e indicatio n o f
Salinas' commitmen t t o th e environment i s tha t h e ha s increase d th e federa l
government's environmental spending more than tenfold sinc e 198 9 (Embassy
of Mexic o 1992 , 16 ) The Salinas governmen t ha s cracked dow n on som e in-
dustrial polluters. In 1991 , the government permanently closed a major Mexico
City oil refinery a s part of a larger effort t o improve air quality; and efforts ar e
being mad e t o direc t ne w busines s investmen t awa y fro m heavil y pollute d
metropolitan areas . President Salinas was awarded the 199 1 Earth Prize by the
Nobel family and the United Nations for outstanding environmental statesman-
ship.

In Ma y 1992 , th e Mexica n Congres s approve d th e creatio n o f th e
Secretariat o f Socia l Development (SEDESOL) . This ne w agency , headed by
Luis Donaldo Colosio , is designe d t o integrate environmenta l protectio n wit h
social an d developmen t policies . SEDESOL' s environmenta l function s ar e
divided betwee n th e Nationa l Institut e o f Ecolog y an d th e Offic e o f th e
Attorney Genera l fo r Protectio n of the Environment .

Under th e directio n o f Dr . Sergi o Reye s Lujan , th e Nationa l Institut e
conducts research, supervises planning, and develops environmental regulations.
Mexico's ne w attorney genera l fo r th e environment, Santiag o Onate Laborde,
is responsible fo r investigating complaints an d for enforcement . To p priorities
include workin g wit h stat e an d loca l government s t o get more environmenta l
inspectors o n th e job an d increasin g citize n participatio n i n solvin g problems
(Solis 1992) .

www.fraserinstitute.org



52 NAFTA  AND THE ENVIRONMENT

Nevertheless, much can be done to improve enforcement of environmental
laws in Mexico. For example, a recent U.S. General Accounting Office repor t
(1992, 3) found tha t none o f si x new U.S. majority-owned maquiladora s tha t
established plant s i n Mexic o betwee n Ma y 199 0 an d Jul y 199 1 prepare d
environmental impact assessments as required by the Mexican government. To
achieve bette r environmenta l protection , Mexic o need s t o devot e additiona l
resources to implement it s General Ecology Law.

A review of the NAFTA text reveals that many of the 22 chapters contain
provisions tha t coul d affec t th e environment . However , th e specifi c commit -
ments of the countries to address trade-related environmental considerations in
the agreement are reflected in severa l key provisions. These environmentally-
friendly provisions are presented in table below and discussed in the following
paragraphs.

In th e Preamble , th e thre e countrie s mak e a  commitmen t t o "promot e
sustainable development" and to "strengthen the development and enforcement
of environmenta l law s an d regulations. " Furthermore, the Preamble explicitl y
requires tha t al l commercia l objective s o f th e agreemen t b e undertake n "i n a
manner consistent wit h environmental protection and conservation."

Each trading partner has signed several international environmental agree-
ments, that contain specifi c obligation s regarding trade and environment (e.g.,
the 198 7 Montreal Protoco l o n Substance s tha t Deplete the Ozone Layer) . In
Chapter 1  (Objectives) , Articl e 10 4 ensure s tha t th e obligation s o f certai n
international environmenta l an d conservation agreement s t o which th e parties
are member s wil l tak e precedenc e ove r thei r NAFT A obligations . The inter -
national environmenta l an d conservatio n agreement s are : (a ) th e 197 3
Convention on Internationa l Trad e in Endangered Specie s of Wild Fauna and
Flora; (b) the Montreal Protocol; (c) the 1989 Basel Convention on the Control
of Transboundary Movements of Hazardous Wastes and their Disposal; (d) the
Canada-U.S. agreemen t concernin g hazardou s wastes ; (e ) th e Mexico-U.S .
border are a environmen t agreement ; an d (f ) an y subsequen t internationa l
agreement tha t the parties agree shal l be included.

In addition, should a disagreement arise concerning the implementation of
Article 104 , th e respondin g part y coul d elec t t o hav e th e disput e settle d
exclusively under provisions of the NAFTA. The guarantees provided in Article
104 are a major exception to existing international trade law. For the first time,
trade provision s i n a t leas t th e name d internationa l environmenta l an d
conservation agreements woul d take precedence over the disciplines contained
in an international trad e agreement. There is, however, uncertainty concernin g
international environmental agreements that are omitted from the NAFTA text,
and how future agreement s wil l be handled by the parties.

The question o f whethe r the NAFTA permit s challenges t o U.S. environ-
mental law s o r regulations require s revie w of it s standard s provisions . These
provisions ar e found i n Chapte r 7 , whic h set s ou t sanitar y an d phytosanitar y
measures, and in Chapter 9, which sets out all other standards-related measures.
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Key Environmental Provision s
of the North American Free Trade Agreement

The Preambl e t o th e NAFT A specificall y identifie s environmenta l pro -
tection an d conservatio n a s a  primar y objective . I t als o identifie s th e
promotion of sustainable development, and strengthening the development
and enforcement o f environmental law s and regulations.

Chapter 1  (Objectives) include s a  broad exception fo r specific trad e obli-
gations se t ou t i n certai n internationa l environmenta l an d conservatio n
agreements.

Chapter 7 (Subchapter B: Sanitary and Phytosanitary Measures) would per-
mit a NAFTA country to establish th e level of protection tha t it considers
appropriate t o protec t human , anima l o r plan t lif e o r healt h withi n it s
respective territories. Each party agrees to base its sanitary and phytosani-
tary measure s o n scientifi c principle s an d ris k assessment , whe n appro -
priate to the circumstances.

Chapter 9  (Standards-Relate d Measures ) woul d protec t th e right  o f a
NAFTA country to determine the level of environmental protection that it
considers appropriate . It would require the three countries to work jointly
on enhancin g th e level o f environmenta l protection , an d prohibits down -
ward harmonization. The chapter sets forth broad legitimate objectives, and
requires th e creatio n o f a  committe e t o follo w u p on issue s suc h a s th e
development an d enforcement o f standards-related measures .

Chapter 1 1 (Investment ) contain s a n importan t provisio n tha t woul d
formally discourag e a  governmen t fro m lowerin g it s own environmenta l
standards for th e purpose of encouraging investment .

Chapter 20 (Institutional Agreement s and Dispute Settlement Procedures )
would provid e ne w mechanism s fo r th e submissio n o f environmenta l
concerns to dispute settlement panels, and would require the panels to take
such concerns into account in making thei r decisions. It would also allow
a responding party to require that any disagreement pertaining to a named
international environmenta l o r conservation agreement , or any standards -
related measure affecting it s environment, be considered exclusively under
the NAFTA dispute settlemen t mechanism .

Source: Office o f the U.S. Trade Representative (1992 ) and NAFTA Environ-
mental Review Committee (1992 , 10-36) .
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While there are major differences betwee n the two chapters, the following
language emphasize s tha t th e NAFT A wil l no t creat e ne w pressur e fo r
"downward harmonization, " o r otherwise caus e a  party t o lose contro l o f it s
own environmental and public health standards. For example, Article 754 states
that:

• "Eac h party may .  .  . adopt, maintain, or apply any sanitary or phyto-
sanitary measur e necessar y fo r th e protectio n o f human , animal , o r
plant life o r health in its territory, including a measure more stringent
than an international standard , guideline or recommendation

Articles 904 and 905 specify that :

• Partie s ma y adopt , maintain , an d appl y standards-relate d measures ,
including those relating to safety, the protection of human, animal and
plant life and health, the environment and consumers, and measures to
ensure their enforcement o r implementation; and

• Thi s provision shal l not be construed to prevent a party in pursuing its
legitimate objectives, from adopting and applying any standard-relate d
measure tha t results  i n a  higher  level  o f protectio n tha n woul d b e
achieved through an internationa l standard ; and

• "Legitimat e objectives" are defined to include safety; the protection of
human, anima l an d plan t lif e an d th e environment ; an d sustainabl e
development.

Collectively, the provisions of Chapter s 7 and 9 are an improvement over
comparable provision s pendin g i n th e GAT T negotiations . The y striv e fo r
equality an d fairnes s i n trade , and restrai n th e abilit y o f government s t o use
environmental regulations fo r primarily protectionist purposes . However, they
do no t preven t jurisdiction s a t an y leve l o f governmen t fro m adoptin g an d
enforcing th e leve l o f environmenta l protectio n tha t the y woul d dee m
appropriate. In Article 906, the text explicitly recognizes the role of standards-
related measure s in promoting legitimate objectives (defined above), and directs
the parties to work jointly t o enhance the level of environmental protection .

If a sanitary or phytosanitary measure is challenged a s a trade barrier, the
responding part y does not have the benefit of the broad definition of "legitimate
objectives" found i n Chapte r 9 . Instead , th e party mus t demonstrat e tha t th e
measure i s base d o n scientifi c principle s an d i s n o mor e restrictiv e tha n i s
necessary t o maintain th e party' s "appropriat e leve l of protection , takin g into
account technical an d economic feasibility. "

The NAFTA permits a party to prohibit the importation of any product that
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would har m it s environment , o r th e healt h o f it s people , animal s o r plants ,
provided the same standards are applied to like domestic products and are not
undertaken primarily to provide a commercial advantage to domestic producers.
However, becaus e th e NAFT A seek s t o follo w GAT T i n rejectin g th e
"extraterritorial" applicatio n o f nationa l law , i t may b e argue d tha t a  party i s
not allowed t o enforce it s process-related environmenta l standard s i n anothe r
country. Instead , th e partie s ar e directe d t o resolv e problem s dealin g wit h
process-related environmenta l standard s o n a  cooperativ e basi s throug h suc h
mechanisms a s the Committe e o n Standards-Relate d Measures . On th e othe r
hand, U.S . regulation s designe d t o protec t th e environmen t fit  withi n th e
legitimate objectiv e exceptio n t o th e "unnecessar y obstacles " provisio n o f
Chapter 9. There are no provisions limiting the territoriality of thi s exception.

Chapter 1 1 (Investment ) specifie s tha t th e NAFT A countrie s shoul d no t
lower health , safet y o r environmenta l standard s a s a  mean s o f attractin g
investment. Articl e 111 4 state s tha t "th e partie s recogniz e tha t i t i s inap -
propriate t o encourag e investmen t b y relaxin g domesti c health , safet y o r
environmental measures. " Furthermore, if a  party has offered suc h encourage-
ment, anothe r part y ma y reques t consultation . Th e tw o partie s woul d the n
consult with a  view of avoiding such encouragement .

This importan t provisio n i s aime d directl y a t preventin g th e creatio n o f
"pollution havens " and avoidin g subsequen t pressur e t o lower environmenta l
standards i n othe r NAFT A countries . I f successfull y implemented , thi s
provision means that environmental measure s would take precedence over the
investment objective s o f th e agreemen t unde r certai n circumstances . A
weakness is that the agreement does not provide an enforcement mechanism to
ensure that the parties are complying with this provision.

Chapter 20 (Institutional Arrangements and Dispute Settlement Procedures)
recognizes the importance of taking environmental considerations into account
in th e settlemen t o f trad e disputes . I t provide s ne w mechanisms—includin g
technical exper t an d scientifi c revie w boards—fo r introducin g environmenta l
sciences before a  dispute settlement panel. It places the burden of proof on the
party tha t challenge s th e consistenc y o f a n environmenta l measur e wit h th e
provisions o f th e agreement . I f ther e i s an y doubt remaining wit h th e dispute
panel, th e environmenta l regulation  o r polic y win s out . Finally , Chapte r 2 0
would allow a  responding party to require that any disagreement pertaining to
a name d internationa l environmenta l o r conservatio n agreement , o r an y
standards-related measur e affecting it s environment b e considered exclusivel y
under the NAFTA dispute settlement mechanism rather than under the narrower
provisions o f th e GATT.

As in other trade agreements , the NAFTA's dispute settlemen t process i s
designed t o resolv e disagreement s betwee n governments . I t doe s no t allo w
citizens o r environmenta l group s t o submi t unsolicite d briefs , no r doe s i t
provide rules settin g specifi c standard s o f review fo r th e dispute process.

In additio n t o the above environmenta l provisions , the NAFTA broaden s
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the environmental exceptions in the GATT to include environmental measures
necessary t o protec t human , anima l an d plan t lif e an d health , an d measure s
related to the protection of living and non-living exhaustible natural resources.
The NAFTA text also includes extensive notification and publication provisions
that woul d permi t intereste d citizen s an d environmenta l organization s t o
influence th e environmenta l standard s o f al l partie s t o th e agreement .
Restrictions o n technica l expert s workin g i n th e environmental sector s o f th e
three countries are eliminated and all tariffs on environmental equipment would
be removed within 1 0 years.

Consistent wit h th e objectiv e o f maintainin g sovereignty , th e NAFT A
recognizes th e unilatera l right  o f a  part y t o protec t it s ow n environmen t
However, i t doe s no t provid e a  unilatera l righ t t o dictat e th e condition s o f
production o r consumption i n a  foreign country . For example , the agreemen t
does no t giv e th e Unite d State s governmen t th e right  t o enforc e th e sam e
environmental regulations on U.S. firms operatin g in Mexico and Canada that
exist i n the United States . Nor, does i t giv e the United States , or an y tradin g
partner, th e right  t o lev y countervailin g dutie s o n import s equa l t o th e
difference i n th e cos t o f complyin g wit h environmenta l regulations  betwee n
trading partners . La x enforcemen t practice s o f a  tradin g partne r ar e no t
recognized a s explicit trade distorting subsidies .

Completing th e Task

On Decembe r 17 , 1992 , President s Bus h an d Salina s an d Prim e Ministe r
Mulroney each signed the North American Free Trade Agreement. If approved
by the legislatures of the three countries, the agreement will enter into force on
January 1 , 1994.

In th e Unite d States , th e fat e o f th e NAFT A wil l b e determine d b y th e
Clinton Administratio n an d a  ne w Congress . Whil e ther e i s n o limi t o n th e
amount o f tim e tha t ma y b e use d t o prepar e a n implementin g bil l fo r th e
agreement, whe n th e bil l an d it s supportin g document s ar e submitte d t o th e
Congress, the President wil l have the benefit o f the "fast track " procedure. By
statute, the Congress will have 90 session days to vote on the implementing bill
with n o amendments.

In an October campaign speec h on international trade , then-Governor Bil l
Clinton announce d hi s suppor t o f th e NAFTA , bu t insiste d tha t h e woul d
modify th e implementin g legislatio n an d negotiat e supplementa l agreement s
with Mexico and Canada on worker's rights, health standards and environmen-
tal protectio n (Clinto n 1992) . Since hi s successfu l election , Clinto n ha s me t
with Presiden t Salina s an d agree d no t t o see k t o renegotiat e th e text . I n
addition, he has selected Senator Lloyd Bentsen, a NAFTA proponent, to lead
the Treasury Department .

The new U.S. Congress may be somewhat unpredictabl e o n trad e policy.
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With Bentsen moving to the Executive Branch, the Senate Finance Committee
will be chaired by Senator Daniel Patrick Moynihan of New York. In the past,
Moynihan ha s opposed th e NAFTA expressing reservations abou t negotiatin g
"the first free trade agreement .  . . with a country that isn't free" (Pastor 1993).
In th e Hous e o f Representatives , th e Ways an d Mean s Committe e wil l hav e
many new members. Some of these members probably campaigned against the
NAFTA an d others may wish to move slowly on the issue. Th e mood of the
new Congres s suggest s tha t the Clinton Administration wil l allow ample time
to deal with th e concerns of key Committees .

Given this political setting , environmentalists wil l probably pursue one of
two options. On the one hand, some environmentalists have already labelled the
NAFTA tex t unacceptabl e an d called fo r it s renegotiation {Washington  Post
1992). These people believ e that the agreement wil l undermine U.S. environ-
mental standards , and they are concerned that Mexico does not have ability to
enforce it s own environmental laws. It appears that they will urge the Congress
to reject th e NAFTA.

Other environmentalist s vie w th e NAFT A an d it s relate d paralle l
agreements as new commitments by the countries of North America to improve
the environment. They will likely work with the Clinton Administration and the
Congress t o strengthen these commitments. For instance, in the United States,
environmental concerns can be dealt with in a Side Letter Agreement betwee n
the parties, without reopening the NAFTA text; and in domestic implementing
legislation.

The term s o f th e Sid e Letter Agreemen t shoul d b e resolved prio r t o the
passage o f implementin g legislation . Th e agreemen t woul d includ e severa l
priority issues . Fo r example , th e partie s coul d exten d th e lis t o f Articl e 10 4
international environmental agreements that take precedence over the NAFTA.
The partie s coul d als o agre e t o provid e automati c acceptanc e o f futur e
amendments t o these agreements .

Another priority for the Side Letter Agreement is to define the relationship
between th e North American Commission on the Environment, created by the
parties i n Septembe r 1992 , and the environmental provision s o f th e NAFTA .
One possibilit y i s t o delegat e t o th e commissio n th e powe r t o ac t a s th e
NAFTA bod y wit h regar d t o Chapter 9  environmental standard s an d Chapte r
11 investment issues . Such a  delegation woul d increase the likelihood that the
NAFTA's Committe e o n Standards-Relate d Measure s wil l systematicall y
improve enforcement program s and help resolve environmental issues relating
to method s o f productio n an d processes . Whil e th e NAFT A reject s th e
"extraterritorial" application of national law, a party has a valid concern if weak
process-related environmenta l standard s i n anothe r countr y caus e transborde r
or globa l damages . Th e partie s shoul d als o agre e o n th e specifi c step s th e
commission wil l follow i n resolving these problems.

The Sid e Lette r Agreemen t can b e used to bette r defin e th e consultatio n
process calle d fo r i n Chapte r 1 1 when ther e i s a  concern tha t environmenta l
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standards are being reduced to attract investments. Furthermore, the consultation
process migh t b e extended to address the general problem of lax enforcemen t
of environmenta l law s amon g th e parties . Fo r example , th e tradin g partner s
would first commit to better enforcement o f their own laws as in the Preamble.
Then, they would agree to hear complaints about lax enforcement an d to work
together t o resolv e problem s tha t distor t busines s activit y an d har m th e
environment. A  cooperative approac h t o better enforcement o f environmenta l
law i s preferable t o the use of trade sanctions o r other measures tha t threate n
the sovereignty o f a  nation.

To facilitate thi s extension o f the environmental languag e i n Chapte r 11,
the powers of the commission should be clearly delineated. With respect to both
investments and enforcement, authorit y is needed to thoroughly investigate the
allegations o f a  part y an d t o prepar e a  forma l recommendation . Also , eac h
country shoul d agre e t o contribute t o an annua l repor t an d public hearing o n
environmental standards and enforcement practices across North America. Such
a proces s woul d hel p th e countrie s se t prioritie s fo r solvin g environmenta l
problems i n a  stage d fashio n ove r severa l year s an d woul d creat e a n oppor -
tunity fo r citizen participation .

It seem s likel y tha t th e U.S . implementin g legislatio n wil l b e drafte d
through consultation s betwee n th e Clinto n Administratio n an d th e Congress .
This proces s ma y tak e severa l months . Th e implementin g legislatio n ca n
contain an y provisions tha t the President and Congress decide to include in it .
There may be some overlap with issues covered in the Side Letter Agreement .

A top priority of environmentalists will be to ensure that the implementing
legislation obligates th e U.S. government t o fully fun d it s share of the United
States-Mexico borde r pla n an d th e Nort h America n Commissio n o n th e
Environment. Fundin g migh t b e provided throug h genera l appropriation s an d
from earmarke d revenu e sources . Fo r example , th e U.S . Custom s Servic e
collects about $230 million per year from its value-added duty on imports from
Mexico. Revenue from thi s duty could be dedicated to environmental project s
for a  period of time, say 1 0 years, and then eliminated under the terms of the
agreement

Dispute resolutio n an d consultatio n unde r th e NAFT A ar e initiate d b y
governments o f th e parties , no t b y privat e individual s o r organizations .
Therefore, environmentalists are likely to seek a provision in the implementing
legislation givin g them th e right to petition th e U.S. government t o challenge
objectionable environmenta l practice s o f a  party , an d t o becom e involve d i n
formulating government policy with respect to a dispute. For example, allowing
public participatio n i n disput e settlemen t proceeding s challengin g U.S .
environmental la w is important .

Environmentalists will also seek provisions in implementing legislation: (1)
stating explicitl y tha t th e agreemen t doe s no t preemp t federa l o r stat e
environmental laws ; (2 ) requirin g U.S . investor s operatin g abroa d t o full y
comply with host countries environmental laws; and (3) directing U.S. Customs
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to block th e impor t o f product s tha t d o no t mee t U.S. health , sanitatio n an d
environmental standards . These provisions ar e consistent wit h NAFTA's goa l
that commercial activitie s o f th e parties be undertaken i n a manner consisten t
with environmenta l protection an d conservation.

Conclusion

President Salinas' s decision to break with the past and seek to dismantle trade
and investmen t barrier s i s a  hopefu l sig n fo r Mexico' s future . Th e principa l
problems on the environmental agend a in North America stem not from hug e
differences i n policy, but from a  gap in capabilities t o enforce law s and fro m
a need for better cooperation on transborder and global problems. Implementing
an environmentally-friendly NAFT A and its related parallel agreements on the
environment provides additiona l assurance that we can solve these problems.

Notes

1. From th e outse t th e countries agree d t o focus o n trad e in goods , services ,
intellectual propert y an d investment ; an d t o produce a n agreemen t consisten t
with the GATT requirements for free trad e areas.
2. It shoul d b e note d tha t second-orde r effect s coul d b e positiv e a s wel l a s
negative. As development occurs , individuals not directly effected ma y derive
benefits fro m knowin g that resources are being put toward improving incomes
in les s develope d countries . Ful l accountin g woul d hav e t o conside r bot h
beneficial an d damagin g second-orde r effects , neithe r o f whic h i s easil y
quantified.
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Trade Liberalization , Agricultural Policy ,
and Wildlife: Reformin g th e Landscape

J. H. Patterson

Introduction

Global an d regional  trad e liberalizatio n i n th e 1990 s wil l hav e a  profoun d
impact on the economies of both developed and developing nations. While the
Uruguay Roun d o f th e Genera l Agreemen t o n Tariffs an d Trade (GATT ) ha s
bogged dow n wit h negotiation s extendin g severa l year s beyon d th e origina l
schedule, th e Nort h America n Fre e Trad e Agreemen t (NAFTA ) negotiation s
have bee n successfull y complete d betwee n Mexico , th e Unite d States , an d
Canada.

Though there generally has been widespread support for both the NAFTA
and GATT, two areas have proved to be stumbling blocks in the negotiations.
First, since negotiations for the NAFTA were opened in June 1991 , the impacts
of trad e liberalizatio n o n th e environmen t hav e receive d mor e an d mor e
attention. In Mexico, the United States, and Canada, certain environmental and
labor interest s hav e strongl y oppose d th e agreement base d on the speculatio n
that there will be a massive migration of jobs to Mexico and other developing
countries with low wage economies. The environmentalists predict that Mexico
and other developing countries will provide pollution havens for American and
Canadian businesses. They also fear that Canadian and U.S. pollution and safety
standards wil l b e lowere d t o allo w Canadia n an d U.S . exporters t o b e mor e
competitive. The y judge th e NAFT A t o b e inappropriat e becaus e i t does no t
contain specifi c command-and-contro l standard s an d regulations for environ -
mental and employment protection. Trade negotiators see environment as being
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the leading trade issue of th e 1990s .
A secon d stumblin g block , particularly wit h th e GATT negotiations , has

been agricultural subsidies , which the Organization for Economic Cooperatio n
and Developmen t (1991 ) estimates ar e in excess o f $30 0 billion annuall y fo r
its member countries. The negotiating position of the United States and Canada
is t o remove al l expor t subsidie s o n agricultura l products , bu t th e Europea n
Community (EC) has resisted any reduction in the high level of public support
provided to agriculture under their Common Agricultural Policy. When pressure
is pu t o n th e E C t o mak e changes , far m group s lobb y thei r respective
governments t o resist an y lowerin g o r modificatio n o f governmen t subsidies .
The resistanc e t o dismantlin g agricultura l subsidie s prevail s i n spit e o f th e
overwhelming evidence tha t agricultura l subsidie s have distorted internationa l
markets, depresse d commodit y price s t o recor d lo w levels , cause d sever e
environmental problem s i n Europe , an d encourage d th e farmin g o f margina l
lands and wetlands, severely impacting wildlif e populations .

Given that environmental concerns have taken center stage in the negotia-
tion o f trad e agreements , i t woul d appea r tha t reduction s i n agricultura l
subsidies would be an obvious place to improve trade and the environment. The
remainder o f this chapter considers the potential for enhancing wildlife habita t
through trade liberalization. In particular, i t is argued that reduced agricultural
subsidies brough t o n b y fre e trad e agreement s wil l reduc e th e incentiv e t o
cultivate marginal land s and thereby increase wildlife habitat .

Background

In the older settle d region s o f eastern Nort h America , patterns o f agricultura l
land use have tended t o reach an equilibrium betwee n market force s an d land
capability. Whil e extensiv e area s wer e cleared fo r farmin g durin g settlement ,
those lands that were marginal for crop production were soon abandoned. Now,
high-quality farmlan d i s use d intensivel y fo r sustainabl e cro p an d livestoc k
production, wherea s th e marginal land s hav e tende d t o revert t o native vege-
tation. The resulting landscape is a diverse mosaic of productive farmland an d
natural habita t providing benefit s fo r wildlif e an d environmental quality .

The development o f thes e patterns of agricultura l lan d management too k
place long before governmen t interventions in the market place. They are cited
as a n exampl e o f th e fac t tha t fre e marke t agricultur e result s i n a  divers e
landscape that supports a stable and productive agricultural industry while at the
same tim e natura l habita t fo r th e benefi t o f wildlife . Thes e pattern s o f
agricultural land management, which have evolved over many years, represent
sustainable utilizatio n o f landscap e resources.  Th e repor t o f th e Federal -
Provincial Agricultura l Committe e o n Environmenta l Sustainabilit y define d
sustainable agriculture a s "agri-food system s that are economically viable, and
meet society's need for safe and nutritious food, while conserving or enhancing
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natural resources and the quality o f the environment fo r futur e generations. "
In th e prairie an d bottomland hardwoo d regions o f Nort h America , there

has bee n considerabl e expansio n o f grai n an d oilsee d productio n i n recen t
decades. Much o f thi s extensification ha s been onto marginal o r fragil e land s
and wetland s tha t provide d critica l habita t fo r wildlife . Anderso n an d Lea l
(1991) have described the impacts of federal farm policy on land management
in th e Unite d States . Direc t governmen t subsidie s ar e th e mai n facto r
responsible fo r agricultura l drainag e o f wetland s an d expansio n o f croppin g
onto marginal and fragile soils .

The Globa l Playin g Fiel d

Since publication of Our Common Future (World Commission on Environment
and Development 1987 ) by the Brundtland Commission , the notion of sustain-
able development has gained conceptual acceptance by most sectors in Canada.
Sustainable development i s seen to be a product of linking environmental and
economic factors int o day-to-day decision making. More recently, biodiversity
conservation has emerged as a globally significant environmental issue. Because
the concept is not wel l understoo d in many quarters, there is a high degree of
uncertainty and apprehension over its implications. To some, the environmental
component of sustainable development ha s been overtaken by biodiversity. At
one extreme, biodiversit y objective s ar e though t t o be achieved only throug h
wilderness protection. At the other extreme, biodiversity objectives ar e seen to
adversely affec t sustainabl e economic development o f natura l resources . Both
extremes imply significan t economi c an d perhaps socia l cost .

In th e contex t o f thi s discussion , biodiversit y conservatio n mean s th e
maintenance an d restoratio n o f viabl e plan t an d anima l population s an d th e
physical environmen t a t levels tha t sustai n essentia l ecologica l processes . An
integral componen t o f thi s definitio n i s th e presenc e o f viabl e huma n com -
munities based on the environmentally and economically sustainable utilization
of natura l resources.

The most substantia l an d fa r reachin g globa l discussions o n th e environ-
ment and on the economy were held in 1992. The focus fo r these talks has been
the United Nation s Conferenc e o n Environmen t an d Developmen t (UNCED )
held in Rio and the Uruguay Roun d of GATT negotiations i n Geneva.

Though Rio and Geneva are miles apart, the purpose of this discussion i s
to demonstrate that they are not poles apart. UNCED '92 sought to chart a new
course of action for global cooperation to achieve sustainable development and
biodiversity conservation . Negotiation s on the Uruguay Roun d of GATT seek
to chart a new course of action for global trade liberalization by breaking trade
distorting subsidie s an d barrier s t o internationa l commerce . Followin g th e
successful negotiatio n of a NAFTA, North America is in the unique position to
provide internationa l leadershi p i n linkin g Ri o an d Geneva . Ther e i s a n
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opportunity to develop cost-effective, market-driven approaches to strengthening
the continent' s agricultura l industr y an d rura l communitie s whil e enhancin g
environmental qualit y and biodiversity conservation .

A Canadia n Cas e Stud y

A recently developed integrated computer model has demonstrated that the area
of greatest biodiversity risk in Canada is in the developed agricultural landscape
(Rubec, Turner, and Wiken 1992) . On a regional basis, biodiversity risk is most
severe i n th e souther n prairi e provinces , wher e a t leas t 2 5 o f Canada' s
endangered or threatened species occur. The prairie and parkland region provide
critical breedin g habita t fo r u p t o 5 0 percen t o f Nort h America n duc k
populations. The significan t declin e in prairie Mallard and Pintail population s
since the mid-1970s illustrates how these duck species serve as a barometer of
an environmen t tha t ha s bee n unde r increasin g stres s (Canadia n Wildlif e
Service 1992) . Thi s stres s ha s ha d equall y significan t impact s o n bot h th e
economic an d socia l viabilit y o f rura l communitie s i n th e region . Th e Nort h
American Waterfowl Management Plan calls for expenditures of $1 billion over
fifteen year s t o protec t an d enhanc e wetlan d an d uplan d habita t an d restor e
duck populations to the levels of th e 1970s .

The presenc e o f farmin g pe r s e ha s no t cause d thi s environmenta l an d
economic dislocation ; rather , ecologica l an d economi c integrit y hav e bee n
impacted b y th e substantia l expansio n o f cultivate d acreag e beyon d th e
sustainable lan d bas e ont o margina l land s an d wetlands—th e are a o f critica l
importance t o biodiversity . O f th e approximatel y 5 4 million hectare s o f tota l
farmland i n the prairie provinces, only 32 million hectares are defined a s high
quality farmland by the Canadian Land Inventory (Ministry of Industry, Science
and Technology 1992) .

Expansion o f cultivate d acreag e i n th e 1970 s beyon d th e sustainabl e
capability o f th e landscap e wa s i n response  to stron g commodit y price s an d
increasing export markets. It was also fueled b y agricultural policy and support
programs tha t wer e base d o n acreag e unde r cultivatio n an d commodit y
production. Th e prolonge d drough t o f th e 1980 s reveale d tha t th e presen t
system of agricultural production was not sustainable on much of the marginal
land. Government support programs did not provide adequate risk protection so
new safet y ne t program s wer e designed . Unfortunately , thes e ne w program s
were again based on acreage , yield and commodity prices . International trad e
disputes hav e resulted in depressed market prices , so that safety ne t programs
and deficiency payment s hav e becom e a  progressivel y large r portio n o f tota l
farm income . Th e en d resul t i s tha t productio n i s bein g drive n mor e b y
government programs than by market demands. The negative impacts of these
actions are the continuation o f grain and oilseed production on marginal land s
and th e reduce d likelihoo d o f agricultura l diversification . I t i s only i n recen t
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years tha t th e environmental , economic , an d socia l consequence s o f thes e
practices hav e been realized .

It i s noteworth y tha t a s internationa l commodit y subsid y war s increase d
through th e 1980 s and as markets an d commodity prices declined, the furthe r
expansion o f croppin g o n margina l land s continued . I t i s onl y i n th e 199 1
agricultural census that the amount of crop and fallow acreage has stabilized in
the prairies.

Canada i s wel l place d i n th e development o f polic y framework s fo r th e
transformation t o environmentally sustainabl e agriculture. The agriculture and
conservation sector s hav e worke d closel y fo r a  numbe r o f year s an d ar e i n
general agreement as to what needs to be done to restore the environmental and
economic sustainabilit y o f th e agricultura l landscape . I n ver y genera l terms ,
there is agreement that agricultural policies and programs should be decoupled
from commodit y productio n t o allo w croppin g decision s t o reflec t marke t
signals an d th e sustainabl e capabilit y o f th e land . Ther e i s als o genera l
agreement tha t margina l land s tha t hav e bee n converte d t o cro p productio n
should be retired to native vegetation an d tha t incentives nee d to be provided
for the adjustment t o permanent cover and wildlife habitat .

Although policy and program forces ar e working against sustainable agri-
culture, ther e ar e encouragin g sign s tha t th e acceptabilit y o f soil , wate r an d
wetland conservatio n program s b y th e far m communit y i s real  an d growing .
Federal an d provincial soi l and water conservation programs and wetland and
upland conservation initiatives, such as the Prairie CARE program delivered by
Ducks Unlimited under the North American Waterfowl Managemen t Plan, are
oversubscribed b y farmers . I n th e pas t fou r years , over 1. 3 millio n acre s o f
marginal uplands and wetlands have been protected and restored to permanent
cover. In spite of thes e gains in soil, water, and wetland conservation , overal l
land use decision makin g i s overwhelmed b y the unintended impact s of com-
modity base d agricultura l suppor t program s an d policies . Grai n an d oilsee d
production i n th e prairi e province s currentl y receive s approximatel y $4 5 pe r
acre pe r yea r i n governmen t support . However , throug h permanen t cove r
programs and Prairie CARE, fanners hav e demonstrated, in the free market , a
willingness to retire marginal lands for an annual incentive payment of $15 per
acre. Becaus e o f muc h reduce d inpu t costs , fanner s realize  a n increase d ne t
cash flow from the $15 per acre incentive to retire marginal lands. The potential
savings t o government s throug h expande d margina l lan d retirement programs
are in th e orde r o f hundred s o f million s o f dollar s pe r year . I n addition , th e
environmental and wildlife benefits from marginal land retirement are estimated
to be of simila r magnitude .

There is a growing recognition that reform of Canada's agricultural policies
and programs is essential if we are to move towards: (1) sustained and diversi-
fied agricultural productio n system s tha t are driven b y market forces an d land
capability; (2 ) diversification o f lan d base d economic activitie s wit h environ -
mental, recreational,  socia l an d cultura l amenitie s t o strengthe n rura l com -
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munities; and (3) maintenance and enhancement of environmental quality, wild-
life habita t an d biodiversit y o n agricultura l landscapes . Unfortunately , th e
impacts o f internationa l agricultura l commodit y trad e war s t o Canadian agri -
culture ar e s o distorting tha t an y change i s often perceive d a s a  threa t t o the
industry.

Opportunity

The NAFT A an d th e curren t tex t o f th e Urugua y Roun d o f th e Genera l
Agreement o n Tariff s an d Trad e cal l fo r reduction s i n expor t subsidie s o f
agricultural commoditie s an d a  realignment of domestic suppor t programs s o
they do not distort trade or commodity production. The GATT text calls for the
phased reductio n i n agricultura l suppor t payment s ove r a  si x yea r perio d
amounting t o 2 0 percen t an d 3 6 percen t fo r domesti c an d expor t suppor t
programs respectively.  I n Canada , thes e reduction s woul d gro w t o approxi -
mately $ 1 billion annuall y b y the sixth year . The requirement t o reduce thes e
subsidies, or realign them to meet "Green Box" criteria would provide a strong
impetus t o modif y agricultura l polic y an d suppor t program s t o encourag e
sustainable development. The phrase "Green Box" refers to those subsidies that
are allowed under the GATT agreement, and include support for environmental
measures, research,  an d rura l infrastructure . Non e o f thes e subsidie s ca n b e
directed to increasing agricultura l production.

Effective wildlif e and biodiversity conservation in the agricultural working
landscape can only come about through revitalized rural communities supported
by mor e divers e an d stabl e incom e opportunitie s tha t ar e economicall y an d
environmentally sustainable . Implementatio n o f bot h th e NAFT A an d GAT T
may provid e a  uniqu e opportunit y fo r Nort h Americ a t o revitaliz e th e agri -
cultural industry an d work towards rural renewal .

There ar e thre e broa d polic y option s fo r governmen t suppor t o f prairi e
agriculture. Canad a coul d theoreticall y mov e t o reduc e commodit y suppor t
unilaterally. However , i f th e internationa l agricultura l trad e war s continued ,
Canadian agricultur e woul d b e totally devastated . An extensive abandonmen t
of farmlan d woul d probabl y hav e a  ne t benefi t t o th e environment , bu t th e
social an d economi c cost s woul d b e s o staggerin g tha t the y woul d b e
unacceptable t o society.

In the absence of an agreement to the Uruguay Round of GATT, a second
option woul d be for th e United States , the European Community , and Canada
to maintain the status quo by continuing current levels of domestic and export
subsidies. Thi s optio n woul d exten d pressure s t o exploi t margina l land s an d
wetlands an d hav e sever e impact s o n landscap e productivity . Bot h shor t an d
long term socia l an d economic costs would be substantial.

The third option woul d be to decouple farm suppor t programs fro m com -
modity production , an d realig n soil , wate r an d wildlif e conservatio n fundin g
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and policie s wit h liberalize d marke t forces . Suc h action s togethe r wit h
successful trad e liberalizatio n unde r th e NAFT A an d GAT T coul d lea d t o
public policie s an d internationa l market s workin g togethe r a s a  sustainabl e
development marke t force . B y removin g th e trad e an d lan d us e distortin g
effects o f commodity subsidies , agricultural land management decisions could
move to a non-distorted equilibrium between free market s and land capability.

Summary

Potential element s o f trade-drive n adjustmen t t o agricultura l policie s an d
programs tha t ma y contribut e t o sustainabl e agriculture , rura l renewal , an d
biodiversity conservatio n ar e as follows:

1. Marke t forces : A s internationa l agricultura l productio n subsidie s ar e
reduced o r reprofiled , i t i s anticipate d tha t commodit y price s wil l
increase. Thi s shoul d encourag e lan d us e decision s tha t ar e mor e
responsive to market forces and to the sustainable capability of the land
base.

2. Non-distortin g commercia l incom e support : Agricultura l safet y ne t
policies an d programs ca n b e modified t o remove trade an d lan d us e
distortions and comply with international trade agreements. Decoupling
support fro m commodit y productio n t o broade r far m incom e shoul d
encourage a  shif t fro m gros s production t o sustainable productivity .

3. Conservatio n incentives : A  portion o f th e $1 billio n trad e wa r peac e
dividend i n Canad a could be used as financial incentives , specificall y
for conservatio n measures , t o hel p rura l Canad a an d th e agricultura l
industry adjust t o environmentally sustainabl e and economically sound
practices.

Positive action s i n respondin g t o trad e liberalizatio n coul d b e a  cos t
effective an d affordabl e imperativ e fo r Nort h America . I t i s possible tha t th e
agricultural industry , rura l communities , an d th e environmen t al l coul d b e
strengthened with the current expenditure levels. Inaction or maintenance of the
status qu o woul d inevitabl y contribut e t o a n environmental , economic , an d
social liabilit y o f growin g dimensions .
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Swapping Debts-for-Nature :
Direct International Trad e in Environmenta l
Services

Robert T . Deaco n an d Pau l Murphy *

Introduction

Discussions o f th e Nort h America n Fre e Trad e Agreemen t (NAFTA ) hav e
focused o n th e potentia l fo r tradin g traditiona l good s an d service s an d o n
possible negative impacts the NAFTA may have on the environment, but have
ignored the possibility that the NAFTA might stimulate trade in environmental
amenities an d thereb y foste r environmenta l protection . Th e transactio n cost s
associated wit h internationa l trad e i n cars , vegetables , an d stee l pal e i n
comparison t o the costs of arranging direct trades in environmental amenities .
In th e latte r case , on e mus t dea l wit h fre e rider  problems , complication s o f
specifying th e goods and services involved, and issues of national sovereignty .
The degree to which suc h problems can be overcome wil l depend, in part, on
how innovative environmental entrepreneurs become in structuring contracts in
environmental services . Th e NAFT A ma y wel l foste r a  politica l climat e i n
which transaction cost barriers to trade of all sorts are lowered, including direct
trades i n environmenta l amenities . I f so , the n i t wil l wide n th e scop e fo r

* Thanks ar e du e t o Randal l Curti s o f Th e Natur e Conservancy , Barbar a
Hoskinson of World Wildlife Fund , Ian Bowles of Conservation International ,
and Chris Herman of the U.S. Environmental Protection Agenc y for supplyin g
information. W e ar e indebte d t o Anthon y Scott , Le e Alston , Ala n Collins ,
David Simpson , an d Te d Free h fo r helpfu l comments . Th e view s an d
interpretations expresse d her e are our responsibility, however.
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externally finance d environmenta l protectio n measure s i n Mexico . Suc h
arrangements ar e exemplified b y debt-for-nature swaps , transactions i n which
conservation group s o r governmen t agencie s i n develope d nation s financ e
environmental protection i n the developing world .

If transaction costs were negligible, there would be substantially more trade
in the services of environmental assets . For example, countries of the Amazon
basin might trade the provision o f biodiversit y an d carbon dioxid e absorptio n
to th e develope d nation s i n return  fo r highe r education , electronics , an d
automobiles. The potential for gains from trade would be high because there are
large differences i n the environmental endowments of developed and develop-
ing countries , an d becaus e o f difference s i n th e commoditie s demande d b y
consumers in the two regions. Though there is nothing inherently suspect about
trade in environmental services, the prospect seems strange because such trades
are seldom observed.

Trades in environmental amenitie s are rare because high transaction cost s
prevent relevan t market s fro m emerging . Thes e hig h transactio n cost s ste m
partly fro m th e fac t tha t man y amenitie s ar e subjec t t o free riding an d partl y
from th e practica l difficult y o f policin g th e use of resource s suc h a s forests ,
water, and air. In the past these costs typically have outweighed the benefits of
specifying contracts to exchange goods or services for environmental amenities,
and the efficiencies tha t trad e can provide have not been realized.

This situatio n i s changing , however . O n th e benefi t side , th e valu e o f
establishing an d exchangin g right s t o th e developin g world' s environmenta l
assets i s increasing . Growin g concer n ove r increase s i n atmospheri c carbo n
dioxide has raised the value of standing tropical forests, which remove carbon
from th e atmospher e an d sequeste r i t i n thei r biomass. 1 Additionally , whe n
forestlands ar e converted to commercial ranching or cultivated for agriculture ,
the standing biomass is often burned causing the immediate atmospheric release
of a  store of carbon tha t ha d accumulated ove r the ages . A second reason fo r
increased trad e i n environmenta l amenitie s stem s fro m recen t advance s i n
biochemistry tha t have enhanced the return from using the genetic informatio n
found in tropical forests fo r commercial purposes, such as new medicines, pest
controls, an d hybri d plants. 2 Thus, ethical objection s t o extinguishing specie s
of plants , animals , an d insect s hav e bee n augmente d b y a  potentia l profi t
motive for specie s preservation .

On th e cos t side , thre e factor s ca n potentiall y increas e th e prospec t fo r
capturing gains from trade in environmental assets. First, free trade agreements
such as the NAFTA raise the value of a good reputation to all potential traders.
The ris k tha t promise s o f environmenta l protectio n ma y no t b e kep t afte r
payments ar e mad e i s on e facto r tha t deter s trad e i n environmenta l services .
The NAFT A wil l enhanc e th e gain s from  futur e trad e an d thereb y rais e th e
value of maintaining a  reputation for honoring trade contracts. For this reason,
it ma y thu s lowe r transactio n cost s fo r environmenta l trades . Second , a n
expanded volum e o f internationa l trad e ma y foste r th e developmen t o f thir d
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party mechanism s fo r enforcin g internationa l contracts . Third, th e emergence
of high altitude satellite imagery has provided a new, often inexpensive , source
of informatio n o n ho w forest s an d other environmental asset s ar e used. This,
in turn, can allow owners to enforce claim s to such resources a t lower cost.

While these benefi t an d cost factors clearl y expand the scope for trad e in
environmental services , the y als o enhanc e th e incentiv e o f curren t nomina l
owners t o enforce thei r ownership claim s an d t o prevent th e waste s tha t can
accompany fre e access . As one U.S. biologist wit h extensive fiel d experienc e
in conservation project s i n Cost a Rica put it , "if peopl e sa y 'biodiversit y ha s
value'. .  . then it will fall unde r the social rules that all other things that have
value do . You bargai n fo r it , you hide it , you stea l it , you pu t i t in th e bank .
It's n o longer the toy of th e English rich" (Joyce 1991 , 39).

For these reasons ownership rights to environmental assets and services are
being established and traded for the first time . One manifestation o f this is the
debt-for-nature swap , a  contrac t betwee n tw o o r mor e partie s t o provid e
protection for environmental assets or to enhance the provision of environmen-
tal services . Contractua l agreement s concernin g th e identificatio n an d
commercial application of biological substances found in the tropics are another
manifestation. Othe r importan t example s ar e internationa l treatie s betwee n
nations for protection o f the global environment .

In wha t follows , th e transactio n cost s involve d i n tradin g environmenta l
services ar e examined. Th e discussion draw s en experiences gained primaril y
in Latin America and, to a lesser extent, in Africa and Asia. The central theme
in this discussion i s that environmental trad e contracts tend to be structured to
minimize transactio n costs . Th e partie s t o debt-for-natur e swap s an d othe r
environmental exchange s gai n by formulating contract s in ways that minimize
the expected costs of monitoring and enforcing the contract's terms, the cost of
resolving an y dispute s tha t ma y arise , an d th e cost s o f bearin g an y risk
associated with the assets in question. The potential for evolving property rights
and trad e i n environmenta l asset s i s illustrate d i n th e nex t sectio n wit h
examples involvin g th e commercia l us e o f biodiversity . Th e thir d sectio n
outlines th e histor y o f debt-for-natur e swaps , an d trace s thei r root s t o th e
developing countr y deb t crisi s of th e 1980s . This i s followe d b y a  discussion
of th e structur e o f debt-for-natur e agreement s complete d t o date , usin g th e
transaction cos t minimizatio n principl e a s a n organizin g theme . Th e fina l
section conclude s an d argue s tha t th e NAFTA , b y helpin g t o reduc e th e
transaction cost s tha t inhibi t trad e i n environmenta l amenities , ma y pla y a
positive direct role in the protection o f environmental assets .

Transaction Cost s and the Evolution of Ownership

The transactio n cost s tha t hinde r trad e i n environmenta l service s aris e fro m
several sources. One source is the difficulty o f obtaining payment from al l who
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benefit fro m provisio n o f a n environmenta l service . For example , i f a  singl e
country act s t o mitigat e ozon e depletion , other s wil l benefi t regardles s o f
whether the y pa y a  shar e o f th e cos t becaus e the y canno t b e excluded fro m
consuming th e servic e onc e i t i s provided . Thi s i s th e familia r free-ride r
explanation for under-provision of environmental services . A second source is
the proble m o f exercisin g practica l contro l ove r th e us e o f environmenta l
resources. I f on e seek s t o enhanc e biodiversit y an d mitigat e th e greenhous e
problem by protecting a  tropical forest , i t is necessary t o observe and control
how and by whom the forest is used. A typical forest's shee r size, remoteness,
and multiplicit y o f acces s point s make s suc h contro l costly , an d simila r
problems appl y t o othe r environmenta l resources . Th e thir d reaso n tha t
environmental transaction s ar e mor e costl y derive s fro m thei r internationa l
dimension. T o th e exten t tha t capita l flow s acros s internationa l border s ar e
restricted, negotiating any trade and making the payments agreed upon is more
costly. Moreover , enforcement o f contract s i s complicated b y the sovereignt y
issue an d b y th e volatilit y o f lega l an d politica l institution s o f som e les s
developed countries.

If trade in a particular good does not occur, the reason is more likely to be
these transactio n cost s tha n th e absenc e o f lega l tide.  Formall y recorde d
ownership rights to a good tend to emerge only when the benefit tha t a single
agent o r cooperatin g grou p ca n rea p fro m enforcin g contro l rises  abov e th e
associated cost. In this sense the existence and force of property rights is more
a matte r o f economic s tha n law . Nomina l propert y rights  t o a  resourc e ar e
effective onl y if the benefit o f enforcement t o the party wh o seeks to exercise
control outweighs the cost (see Barzel 1989 , 65). This claim must be qualified
in two ways, however .

First, i t i s predictive rathe r tha n normative . Whil e rights  ten d t o evolv e
when the benefit s o f ownershi p exceed th e costs , this benefit-cos t calculu s i s
performed a t the level o f th e individual an d it may or may not be efficient i n
a broade r socia l sens e (se e d e Mez a an d Goul d 1992) . Second , becaus e th e
entire process takes place within the matrix of legal and political institutions of
a given country, those institutions may prevent socially efficient propert y rights
from evolving .

Transaction Costs and the  Structure of  Contracts

The transactio n cost s tha t aris e i n a  specifi c trad e clearl y depen d o n th e
nature o f th e good or servic e involved , bu t the y also are affecte d b y the way
the transaction i s structured . Th e choice of contract structur e affect s th e costs
of monitoring and enforcing th e contract's provisions and the expected cost of
settling an y disputes tha t ma y aris e afte r a n agreemen t i s struck . Becaus e al l
such costs detract from th e value of the transaction to the parties involved, the
participants to an exchange can gain mutually by adopting a contract structur e
that mitigates these costs.3 Examples of suc h mitigation include :
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1. no t specifying al l contingencies becaus e the cost of anticipating thes e
and negotiatin g mechanism s fo r dealin g wit h the m ma y b e hig h (se e
Barzel 1989 , 68).

2. structurin g a contract to lower the stakes each party has in any possible
dispute an d to constrain th e latitude th e parties have i n attempting t o
gain advantage in the settlement process.4

3. shortenin g a  contract' s duratio n an d making i t renewable i n orde r t o
forestall opportunism by placing at risk the mutual benefits o f contract
renewal and future exchanges .

4. specifyin g contract s in terms of the inputs to be used, their quantities,
method o f application , an d s o fort h i n orde r t o reduc e th e cost s o f
measuring and monitoring contract performance .

5. exploitin g patterns o f complementarit y an d substitutio n amon g good s
so as to minimize the cost of achieving a particular goal . For example,
if on e wishe s t o reduc e fuelwoo d gatherin g bu t find s i t difficul t t o
monitor directly the actions of individual gatherers , it may b e cheaper
to subsidize th e price of a  substitute fuel. 5

6. agreein g tha t demanders of services will subsidize th e enforcement o f
property rights to environmental assets owned by others. Hence, while
a hos t governmen t ma y nominall y ow n a  tropica l fores t an d expen d
some effor t t o preven t deforestation , environmenta l group s o r phar -
maceutical companies may gain by helping to enforce the government's
claim.

Exchanging Rights to Biodiversity

Recent agreement s involvin g th e commercia l us e o f natura l biologica l
resources foun d i n th e tropic s illustrat e severa l o f th e precedin g points .
Although the volume of these trades has been small to date, a minor digression
to examin e the m i s worthwhil e becaus e i t provide s example s o f practica l
approaches t o th e transactio n cos t problem s encountere d i n contractin g fo r
environmental amenities. 6

About one-fourt h o f al l prescriptio n drug s use d i n th e United State s ar e
based o n plan t o r microbia l extract s o r derivatives . Leadin g example s ar e
quinine, isolate d fro m th e bar k o f th e cinchon a tre e an d use d i n combatin g
malaria, and digitalis, obtained from the foxglove plan t and used in heart treat-
ments. Mor e recently , th e anticance r agen t vincristin e wa s discovered i n th e
Madagascar periwinkle, the immunosuppressant cyclosporin was obtained from
a Norwegian fungus , an d invermectin for killing parasitic worm s was isolated
from a  Japanes e mold . Becaus e tropica l plant s hav e survive d b y evolvin g
chemical defenses against predators, they are a particularly rich source of usefu l
substances. Onl y a  smal l portio n o f thei r potentia l ha s bee n researched ,
however.

Technological change has reduced the cost of screening natural compounds
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for possibl e pharmaceutica l use s a t th e sam e tim e tha t th e deman d fo r thes e
natural compound s ha s increased. Hence, i t is not surprising tha t effort s hav e
been undertaken to establish property rights to them. An example is the contract
between Merc k an d Company , a  pharmaceutica l producer , an d th e Institut o
Nacional de Biodiversidad (INBio), a Costa Rican organization active in science
and conservation , t o conduc t "chemica l prospecting " in th e parks an d natur e
reserves o f Cost a Rica . Prio r t o th e agreement , INBi o ha d begu n a  10-yea r
project to catalog the country's estimated 500,000 species of plants, insects, and
microorganisms. The contract specifies that Merck provides $1 million over two
years to aid INBio's conservation efforts , e.g. , for training parataxonomists t o
collect specie s an d curator s t o catalog the m an d prepar e extract s fo r testing .
Merck receives the exclusive right, for two years, to analyze a specified number
of sample s from INBio' s inventory , for possible commercial applications .

Negotiation of the Merck-INBio contract was costly, particularly due to the
task of delineating th e details of collecting and cataloging specimens . Merck's
concerns are to structure a contract that guarantees the purity of specimens and
accuracy in documentation o f the season, time, and location of collection . The
problem fo r INBio , a s an agent fo r Cost a Rica , is to structure a  contrac t tha t
encourages researc h b y Merc k bu t assure s th e country a n attractiv e return  i f
Merck develop s a  highl y lucrativ e substance . Th e INBio-Merc k agreemen t
resembles a  wage contract in the sense that Merck pays a fixed sum in return
for collectin g an d screenin g service s supplie d b y INBio . This implie s tha t al l
of the variance in the project's returns , which may be substantial for chemica l
prospecting, rests with Merck. 7

Other contrac t form s ar e als o bein g tried . Unde r a n agreemen t betwee n
INBio and two universities, Strathclyde in Scotland and Cornell in the United
States, INBi o test s indigenou s compound s fo r pre-specifie d chemica l charac -
teristics an d send s promisin g sample s t o Cornel l o r Strathclyde , wher e the y
undergo further analysis. 8 If Cornell or Strathclyde, or a commercial partner of
either, develop s a  patentabl e substanc e fro m an y o f these , INBi o ca n clai m
between 5 1 and 60 percent of the patent royalty, depending on th e amount of
modification neede d to obtain the final product. An alternative contrac t form ,
termed "th e lottery, " i s als o unde r consideration . Unde r thi s option , INBi o
would send several hundred coded compounds to an interested pharmaceutica l
company. I f th e compan y find s a  potentia l winne r i n th e packag e an d want s
further evaluation, it must agree to share royalties with INBio before the source
of th e substanc e i s revealed an d additiona l supplie s ar e provided. Th e lotter y
proposal an d th e agreemen t betwee n INBi o an d Cornel l an d Strathclyd e
Universities ar e share contracts in the sense that they spli t the gross value of
the activity' s outpu t betwee n th e parties . This exposes INBi o t o th e risk  tha t
Cornell an d Strathclyd e ma y no t b e diligen t i n th e researc h an d lega l wor k
necessary t o see a  compound throug h th e patenting process , becaus e sharin g
dilutes their stake in the outcome. The share contract allow s risk to be spread,
however, and this increases the value of the resource if the two parties are risk
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averse. Th e shar e contrac t als o encourages diligenc e i n th e collectio n effort ,
since INBio has a  partial stake in the value of output. 9

The natura l alternativ e t o thes e contractua l arrangement s i s fo r hos t
countries t o develo p an d marke t thei r ow n biodiversit y directly , effectivel y
integrating collection , cataloging , screening , and pharmaceutical developmen t
in a  single organization. This option presumably woul d be chosen i f the costs
of organizing and overseeing these activities internally ar e deemed lower than
the costs of transacting them in a market. Indeed, Joyce (1991, 36) reports that
Costa Rica intends to develop the capability to screen natural compounds itself.

Swapping Debts-for-Nature : A  Brief Histor y

An alternativ e t o commercia l contractin g t o protec t environmenta l asset s i n
tropical forests are debt-for-nature swaps , of which 21 have been negotiated in
11 countries a s of Novembe r 1991. 10 Those involved in these transactions cit e
the availability of a secondary market for "nonperforming debt" and discounted
debt prices , a s lo w a s fiv e cent s o n th e dollar , a s necessar y ingredient s fo r
interest i n thes e swaps . The secondar y marke t arose from th e deb t crisis tha t
became eviden t i n 1982 , when Mexic o suspende d it s deb t servic e payments .
Several Les s Develope d Countrie s (LDCs ) followed , reschedulin g deb t
payments as worldwide recession and high interest rates made debt obligations
increasingly burdensome . Consequently , tota l deb t outstandin g t o developin g
countries increase d fro m $55 1 billio n i n 198 2 to $727.7 billio n i n 198 5 an d
eventually reached $1.3 4 trillion by 1990. "

The secondary debt market arose under a more general program of "active
debt management. " Man y privat e bank s wer e heavil y expose d i n 198 2 an d
willing to exchange debt in one form or another at large discounts. The volume
of LDC debt traded betwee n 198 2 and 1987 , around $10 billion, was small in
comparison t o th e amoun t outstanding . Prio r t o 1987 , interest i n sellin g a t a
discount wa s limite d bot h b y accountin g convention s an d b y a  belie f i n th e
long-term potentia l o f LD C debt. 12 Betwee n 198 4 an d 1988 , however ,
secondary market prices for Third World debt plunged, thus stimulating interest
in swapping debt for nature.13 The first swap, between Bolivia and Conservation
International, wa s organize d i n 1987 , three year s afte r th e suggestio n b y Dr .
Thomas Lovejoy o f tyin g debt reduction t o nature preservation. 14

Private Debt-for-Nature Swaps

Nineteen o f th e 2 1 debt-for-natur e swap s transacte d throug h Novembe r
1991 have use d fund s raised , a t least in part , by privat e internationa l conser -
vation organization s (COs) . Wit h th e exceptio n o f th e first  swa p betwee n
Bolivia an d Conservation International , each transactio n ha s involved a t leas t
one CO in the host country, as well as host country government agencies.15 The
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three international CO s most active in debt-for-nature swap s are Conservation
International (CI) , Th e Natur e Conservanc y (TNC) , an d th e Worl d Wildlif e
Fund (WWF) , although other organizations have been involved at one time or
another i n donatin g deb t o r obtainin g deb t wit h donate d funds. 16 Th e deb t
reduction accomplishe d b y thes e swap s totale d $9 9 millio n a s o f Novembe r
1991 and the cost of debt acquired amounted to $17 million.17 Costa Rica and
Ecuador have retired $80 million and $10 million, respectively, accounting fo r
90 percent o f th e tota l deb t retire d usin g debt-for-nature swaps . Overall , th e
total number of swap s per year increased from tw o each in 198 7 and 1988 , to
five o r six per year between 198 9 and 1991 . The volume of deb t transaction s
peaked in 1989 , with around $44 million in debt (face value) retired.18 Starting
in 1990, COs appeared to be initiating swaps with a greater variety of countries,
but a t smaller debt value s per swap.

Public Debt-for-Nature Initiatives

Debt-for-nature swap s usin g fund s raise d b y government s hav e involve d
Sweden, Holland , an d th e United States . The first  such swa p wa s funde d b y
Holland i n 198 8 an d involve d $3 3 millio n fac e valu e o f Cost a Rica n deb t
bought at a discounted price of $5 million. A swap between Sweden and Costa
Rica i n 198 9 reduce d Cost a Rica' s deb t b y $24. 5 millio n a t a  cos t t o th e
Swedish governmen t o f $3.5 million.

Transactions involvin g U.S . governmen t hav e proceeded unde r th e Bush
Administration's Enterpris e fo r th e America s Initiativ e (EAI). 19 Th e EA I
authorizes th e President t o reduce an d restructure a  country's P.L . 480 "Food
for Peace " debt i n exchang e fo r economi c an d environmental concession s by
Latin America n an d Caribbea n countries. 20 Three EAI agreement s hav e been
completed to date involving Chile , Bolivia and Jamaica, and the face value of
debt reduction equal s $259 million.

The Globa l Environmen t Facilit y (GEF ) wa s organize d b y th e Unite d
Nations Developmen t Programme , the United Nations Environment Program ,
and th e Worl d Ban k i n 1991 . It i s a  thre e yea r pilo t progra m o f grant s an d
loans designed to help developing countries bear the cost of global environmen-
tal protection. Funding unde r the GEF is granted only for projects tha t benefi t
the global environment, as distinct from the local environment, and are targeted
on fou r problems : globa l warming , biodiversity , pollutio n o f internationa l
waters, and atmospheric ozone .

The Conversion  Process

The followin g outlin e describe s a  typica l debt-for-natur e swap , on e
financed by funds raise d by an international CO. The host country participants
usually include a  local C O with who m the international C O has established a
working relationship, a  local governmen t bod y with responsibilities and over-
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sight tha t vary fro m countr y t o country, an d the central ban k whic h mus t be
willing to convert externa l debt to domestic currency obligations.21

The process begins when a debtor country first approaches the CO or when
a debtor gives approval to a CO to negotiate a swap. The international CO and
debtor government negotiat e th e exchange rate to be used in debt conversion,
the management of the conservation program, and the plan for expenditures of
funds. Th e actua l deb t instrumen t i s acquire d onl y afte r a n agreemen t i s
reached. Acquisition is sometimes complicated by covenants entered into during
debt rescheduling,  provisions tha t preven t a  ban k fro m sellin g th e deb t o f a
particular country without the permission of other banks that hold its debt. The
CO can either buy debt using funds from donations, or receive the debt directly
from a  bank as a charitable contribution. 22

The nex t ste p i s t o transfe r tide  t o th e deb t not e an d t o accomplish th e
conversion per the agreement. The exact method of transfer may depend on tax
considerations. Th e deb t ma y eithe r b e converted int o interes t paying bonds ,
with the interes t use d by the loca l conservation grou p for qualifyin g projects ,
or exchanged for promises of government conservation actions. Lastly, the swap
must be executed, i.e. , the agreed-to conservation action s must be carried out .
Enforcing thes e contract s ca n b e difficul t becaus e the y involv e sovereig n
governments, and there i s no international bod y with authority to mediate and
enforce shoul d a  discrepancy aris e in executing the agreement .

Practical Significance of  Debt-for-Nature Swaps

The amount of deb t relief  provided by debt-for-nature swap s to date has
been small . A t th e time  o f th e firs t swa p ther e wa s $30 0 billio n o f tradabl e
Latin America n debt , an d tota l commercia l ban k debt to the world's 1 5 most
indebted countrie s wa s a t $43 0 billion . T o date , debt-for-nature swap s hav e
eliminated onl y $9 9 million. 23 Whil e i t is highly unlikel y tha t debt-for-natur e
swaps will make a  major den t in Third World debt levels, it appears that they
can make an important contribution t o conservation an d resource management
in the countries involved. In many cases swaps finance projects tha t would not
otherwise receive an y funding . Th e firs t swa p Ecuador undertook wit h WWF
in 198 7 reduced Ecuador' s $8. 3 billion foreign deb t by only $1 million. Yet it
established a  conservation fun d tha t provided "annual financin g twic e tha t of
the existing government park budget" (Patterson 1990,6) . Alvaro Umana, Costa
Rica's Minister of Natural Resources, Energy and Mines, pointed out that "The
interest alon e fro m Cost a Rica n debt-for-natur e swap s i s severa l time s mor e
than the annual budge t of our nationa l park service" (Reilly 1990 , 136) .

Aside fro m th e potentia l benefit s o f deb t reductio n an d enhance d
biodiversity take n separately , many conservationist s believ e there i s an adde d
benefit fro m joinin g debt  an d nature  in the sam e transaction. I t i s frequentl y
claimed tha t deb t cause s deforestatio n an d othe r form s o f environmenta l
degradation. Conservationist s argu e tha t developin g countrie s ar e force d t o
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exploit their natural resources in an attempt to service foreign deb t and hence
claim tha t ther e i s a  direc t lin k betwee n deb t an d th e environment . Th e
temptation to attribute a causal relationship between high levels of debt, rising
agricultural exports , and deforestation i s obviously stron g for thos e who wish
to promote debt-for-nature swaps , and the conjecture ma y in fact b e true . To
date no compelling evidence of a special synergy from including debt relief and
promises o f environmenta l protectio n i n th e sam e transactio n ha s bee n
presented, however. An alleged debt-environment connection is now being used
to argue fo r Thir d Worl d debt relie f o n environmenta l grounds , as a  way o f
preventing the destruction of environmental resources that creditor nations seem
anxious t o preserve . A t a  ver y minimum , thi s relationshi p need s t o b e
established an d rigorously documente d befor e suc h claims ar e translated int o
policy actions. 24

The Structure o f a  Debt-for-Nature Agreemen t

Regardless of the dollar sums involved or the intentions of the participants, the
actual accomplishment of environmental objectives requires that the transaction
costs tha t universall y hinde r efficien t us e o f environmenta l resource s b e
overcome. Mitigatin g thes e cost s require s tha t debt-for-natur e agreement s b e
structured wit h a n eye to the kinds o f monitorin g an d enforcemen t cost s tha t
such transactions involve .

The hypothesi s tha t contrac t structure s evolv e i n way s tha t mitigat e
monitoring, enforcement, an d dispute resolution costs is used as an organizing
theme in what follows. Th e nature of thes e costs and hence the contract for m
that bes t mitigate s the m depend s o n th e enforcemen t option s o f th e partie s
involved. Although there are variations, certain features have become standard
in th e debt-for-nature swap s negotiate d t o date s o i t is sensibl e t o examine a
single representativ e document . A n agreemen t involvin g th e World Wildlif e
Fund, Inc. (WWF) and Costa Rica is used as an example in what follows .

A Representative  Debt-for-Nature Contract

On March 20,1990, a debt-for-nature swa p was concluded between WWF,
the Cost a Rica n Ministeri o d e Recurso s Naturales , Energi a Y  Mina s (th e
Ministry), an d Fundacio n d e Parque s Nacionale s (th e Foundation). 25 Th e
Ministry is a resource management agency of the Costa Rican government and
the Foundation is a private, non-profit conservatio n organization in Costa Rica.
Prior to completion of the swap, the Central Bank of Costa Rica announced its
willingness to accept exchanges of Costa Rican external debt in amounts up to
$10.8 millio n i n trad e fo r Cost a Rica n governmen t bond s denominate d i n
domestic currency , wit h th e provis o tha t th e bon d proceed s b e use d fo r
domestic conservation activities .
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The contrac t open s wit h a  numbe r o f preliminar y statements , includin g
references t o the country's unique natural resources, the Central Bank's intent
to fund conservation projects , the conservation objectives o f the parties, and a
separate trus t agreemen t tha t establishe s a  conservatio n fun d an d name s a
private ban k a s trustee. 26 Next , th e contrac t charge s WW F t o acquir e Cost a
Rican debt instruments up to a specified limit and directs the Bank to exchange
them fo r Cost a Rica n governmen t bonds , t o be held in th e trus t accoun t just
mentioned.27 The prescribed use s of funds ar e then delineated in broad terms:
"planning, administration, protection , and management of protected area s and
their buffer zones, " with more specific examples such as boundary demarcation,
elaboration o f managemen t plans , developmen t o f infrastructure , an d othe r
activities related  t o natur e interpretatio n o r environmenta l education . Th e
contract als o specificall y allow s "trainin g o f a  cadre o f conservatio n profes -
sionals . . . t o improve th e loca l capacity fo r protectin g an d managing Cost a
Rica's natura l resources."  Wit h thes e genera l goal s established , th e contrac t
grants discretion t o the two primary participants, WWF and the Foundation, to
select, administer , an d monito r specifi c projects . Projec t proposal s ar e t o be
submitted by the Foundation and approval is dependent on WWF consent. The
Foundation also is responsible for preparing budgets and reporting on activities
completed.28 Th e document the n ends with assurance s tha t project s approve d
will be compatible with the policies of the national government .

Swapping Debt for Enforcement  of  Ownership

To a  large degree th e conservation fund s spen t o n debt-for-nature swap s
are use d t o bu y delineatio n an d enforcement o f nomina l propert y rights  tha t
already exis t an d ar e hel d b y others . Th e government s o f man y developin g
countries have se t aside land in lega l reserves, with title held by government ,
but failed t o provide monitoring and enforcement. These parks exist on paper ,
but th e government s wh o ar e nomina l owner s ofte n find  tha t th e cost s o f
enforcing thei r claim s outweig h th e benefits . A s a  consequence , the y ar e
effectively ope n access resources. The government's inability or unwillingness
to control use is understandable. In many of the countries involved the populace
is poo r an d rank s environmenta l protectio n a  lo w priority , sinc e preservin g
lands means giving i t up as a  source of food, fuel , o r shelter . One Colombian
summarized thi s poin t aptl y b y describing he r country a s one "where peopl e
literally eat biodiversit y s o as not to starve" (Sanchez 1992 , 55).

Support for th e centra l contentio n tha t these swap s are largel y concerne d
with defining and enforcing pre-existing nominal property rights is found in the
prescribed use s o f conservatio n fund s i n debt-for-natur e contracts . Markin g
boundaries and establishing park buffer zones are clearly enforcement actions.29

Formulating a  managemen t pla n delineate s whic h use s o f a  resource  ar e
allowed, an d henc e constitute s a  definitio n o f rights.  Othe r swa p contract s
specify spendin g funds t o train an d equip personnel to reduce illega l logging ,
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wildlife poaching , and habitation. What is most unusual about these actions is
that the international an d hos t country CO s are responsible fo r providin g thi s
delineation and enforcement, bu t neither party holds nominal title to the assets.
Rather, legal title normally rests with the host government. In general, enforced
ownership b y someone,  even i f no t th e CO s wh o donate funds , result s i n an
environmental outcom e that the COs prefer to open access .

Delineating Inputs Rather than Outputs

Because th e international C O that raises funds seek s t o preserve specifi c
environments and prevent their degradation, one might expect a debt-for-nature
contract t o spel l ou t i n detai l th e degre e o f environmenta l protectio n t o b e
attained. Usin g thi s structur e woul d b e problematic , however , becaus e
environmental qualit y i s a  complex , multi-dimensiona l se t o f attributes .
Defining degrees of preservation during contract negotiation would be difficul t
and th e process o f monitorin g an d enforcing complianc e afte r th e contrac t i s
signed woul d b e costly . Likewise , th e difficult y o f judgin g complianc e
unambiguously woul d raise the likelihood of costly disputes.

Transaction cost s can be reduced by choosing a  contract structur e that
delineates activities  to  be  undertaken  and inputs  to  be  applied,  rather tha n
environmental outcome s t o be achieved . Th e typica l debt-for-natur e contrac t
describes a  fun d t o b e endowe d an d th e allowe d use s o f it . Specifi c projec t
proposals ar e then described i n terms of th e amounts and uses of input s to be
supplied, e.g., provision o f park guards and marking of boundaries .

Contract Structure and the Issue of Sovereignty

When a  swa p betwee n Bolivi a an d C I wa s signed , th e pres s incorrectl y
reported tha t C I ha d gaine d ownershi p o f par t o f Bolivia' s forests . Man y
Bolivians wer e outraged , an d on e governmen t officia l involve d i n th e dea l
explained to the U.S. press by asking: "How would you like it if the Japanese
used you r trad e defici t t o bu y th e Gran d Canyon " (quote d i n Hamli n 1989 ,
1082). Th e importan t economi c messag e i n suc h remark s i s tha t negativ e
popular reaction to foreign ownership , particularly if the asset is a national park
or reserve, would make i t politically ver y costl y fo r a  government t o enforc e
a foreigner's lega l claim. Since such claims would be insecure, the reward fo r
any effor t spen t negotiatin g ownershi p o f environmenta l resource s woul d b e
small. Evidently , th e partie s involve d hav e conclude d tha t th e cost s o f
negotiating suc h term s outweig h th e benefits , sinc e al l swa p contract s avoi d
foreign ownershi p o f lan d o r resources,  an d mos t rely  o n hos t countr y
organizations t o implement it s terms.

The issu e o f foreig n ownershi p als o pertains t o th e conservatio n fun d a
debt-for-nature swa p creates . Once th e country' s deb t has bee n canceled , th e
CO must be concerned tha t its government migh t seize the conservation fund ,
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fail to service the bonds the fund holds , or reduce the fund's valu e by inflatin g
the domesti c currency . Th e inflatio n proble m i s easil y handle d b y indexin g
interest payments or by specifying th e size of the fund and all interest payments
in another currency, e.g., U.S. dollars, while allowing payments to be made in
the hos t country' s currenc y a t the market exchange rate . The chanc e tha t the
bonds migh t no t be honored remains, however. The probability o f repayment
is partl y related  t o a  country' s financia l solvency , bu t politica l factor s ar e
present as well. Popular opinion in debtor nations sometimes regards the debts
accrued by past political regimes as illegitimate. Indeed, some have objected to
debt-for-nature swap s because they lend an air of legitimacy t o the actions of
former leader s (UNESC O 1991 , 7).30 Clearly, th e expected  loss  du e t o non -
repayment can be incorporated in the terms of the swap, by adjusting th e size
of the fund created for canceling a given amount of debt The chance of defaul t
also introduces a n element o f risk , however , an d this i s costl y fo r th e C O to
bear.

Conservation groups can take certain non-contractual steps to mitigate these
risks. The y ca n diversify , b y undertakin g numerou s smal l swap s i n severa l
countries an d b y spreadin g an y large swap s carrie d ou t amon g severa l dono r
organizations. The y ca n als o avoi d swap s i n th e mos t politicall y unstabl e
countries. Although most of the money spent in swaps has involved deals with
Costa Rica, risks have been spread because seven different conservatio n groups
have donate d funds . Also , casual observatio n suggest s tha t swap s hav e bee n
avoided in the politically most volatile countries.

Sovereignty and the general nature of international la w have implications
for debt-for-natur e contract s tha t g o beyon d th e stric t issu e o f foreig n
ownership. International law lacks concrete sanctions that demand compliance.
While international courts will rule to uphold clear contractual obligations, none
of these tribunals has enforcement powers and the conservation groups who are
likely litigant s lac k standing. 31 Absen t credibl e thir d part y enforcement , i t i s
sensible to avoid contract provisions that might, under plausible circumstances,
require a  sovereig n stat e t o ac t i n way s tha t ar e inconsisten t wit h th e self -
interest of it s leaders . Overall, the contract structur e tha t has evolved requires
only tha t th e hos t governmen t no t disrup t th e program s agree d t o b y th e
principal parties , th e internationa l an d loca l COs . I n turn , th e likelihoo d o f
interference i s minimized by avoiding conservation action s that clash with the
government's self-interest .

The Absence of  Enforcement Mechanisms

Because debt-for-natur e transaction s ar e experimenta l an d th e asset s
involved are hard to define, th e possibility tha t a contract wil l no t be honored
to the satisfactio n o f al l parties i s substantial . Accordingly, on e migh t expec t
the inclusio n o f suc h safeguard s a s a  conflic t resolution  clause , waive r o f
sovereign immunity , defaul t remedy , an d provision s fo r choic e o f la w an d
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forum. Non e o f th e agreement s negotiate d t o dat e include s suc h conditions ,
however, an d non e eve n mention s defaul t o r th e chanc e tha t a n agreemen t
might fail.32 Whil e this might seem a glaring omission, it can b e explained by
the kinds o f disagreement s tha t ar e possible and the cost effectiveness o f th e
enforcement option s available .

Consider first the kinds of disagreements that might arise. To oversimplif y
slightly, a  debt-for-nature transactio n include s thre e parties : th e internationa l
CO that raised money to buy the debt, the debtor government that promises to
service the bonds that endow the conservation fund , an d the local CO charged
with using the fund for conservation projects. While all three parties face risks,
the mos t obviou s ar e thos e th e internationa l C O face s i f th e othe r partie s
deviate fro m th e agreemen t Th e internationa l C O mus t relinquis h th e hos t
country's deb t i n return fo r th e government's promis e to make payments t o a
third party, the host country CO. The latter, in turn, must be trusted to promote
projects tha t the international CO supports. If the local group's performance i s
lacking, or if the debtor country's government seize s the fund o r fails t o make
interest payments , th e internationa l organization' s reputatio n wit h it s donor s
could b e damage d an d it s statu s wit h taxin g authoritie s coul d com e unde r
scrutiny. A s Greener (1991 , 163 ) points out , the lack of explici t enforcemen t
provisions means that "once the international [conservation organizations] have
relinquished the debt instrument, they are no longer legally significant parties."

Two alternative s ar e available t o deal wit h th e possibility tha t th e debtor
government wil l reneg e o n it s fundin g obligation . Th e firs t i s t o tak e lega l
recourse, and if the international CO intends this approach, then it is necessary
to includ e defaul t remedie s an d sovereignt y waiver s i n th e contract . Th e
international group would have to rely on the debtor government and its courts
to enforce these provisions, however, and there is little incentive for them to do
so. An alternative strategy is for the international organization to document any
default that may occur and to "complain publicly and attract attention" (Gibson
and Curtis 1990 , 342). To a large degree, international COs specialize in such
actions and thei r effectiveness i s self evident Compare d t o the alternatives, it
is a  relativel y chea p wa y fo r the m t o impos e cost s o n an y governmen t tha t
reneges, particularly if done in a way that influences the policies of multilateral
development banks and foreign aid agencies. At the same time, it advertises the
costs of reneging t o governments involve d i n other swaps.

The internationa l CO' s othe r ris k i s tha t th e loca l grou p migh t fai l t o
perform, e.g. , b y mismanagin g funds , undertakin g inappropriat e projects , o r
displaying incompetence . Again , ther e ar e tw o way s th e internationa l grou p
might dea l wit h suc h possibilities . Th e firs t i s t o brin g suit , probabl y i n th e
debtor country , an d t o rely o n th e debto r governmen t t o enforce thei r claim .
The political costs of enforcing suc h a claim would likely be high to the debtor
government. Th e environmenta l asset s involve d woul d b e regarde d a s th e
patrimony o f th e debtor natio n an d th e foreign plaintif f woul d hav e t o argu e
that th e loca l conservatio n grou p i s managin g the m inappropriately . A n
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alternative strategy for the international CO is to avoid any further swap s with
the local group involved. Arguably, this is not very costly for the international
group sinc e ther e ar e numerou s substitut e use s o f it s donor' s funds . Th e
developing worl d abound s wit h environmenta l problem s an d th e prospec t o f
having t o avoi d futur e dealing s wit h a  singl e loca l conservatio n grou p i n a
single developing country would not be terribly damaging. For the local group
that loses future business , however , suc h a  loss could wel l be devastating. In
a sense , the loca l grou p posts a n implicit reputational bon d when i t agree s t o
perform the duties outlined in a debt-for-nature contract. The value of this bond
is the present valu e o f future resources the group expects t o receive fro m th e
international grou p involved , an d probabl y othe r internationa l CO s a s well .
Compared t o th e othe r resource s a  typica l developin g natio n C O ha s a t it s
disposal, such a  loss is enormous.

The host country faces risks as well, but they are not of the sort that could
be mitigated b y common contract enforcement clauses . Given th e structure of
the transaction , th e debto r governmen t face s n o risk fro m defaul t an d ha s no
obvious incentiv e t o favor inclusio n o f a  sovereignty waiver . Rather , it s risks
arise from th e chance that the international or domestic CO will take an action
or promote a  policy tha t damages the government's political relationship with
its constituents . Typica l debt-for-natur e contract s includ e assurance s tha t
projects approve d and actions taken wil l be consistent wit h the policies of the
national government , however , thu s providing the host government a  lever to
suspend operation s funde d b y th e swa p i f i t find s the m unacceptable . Th e
inclusion o f thi s escape clause, together with the fact tha t the party a t risk in
this case is a sovereign and has a sovereign's enforcement powers, obviates the
inclusion of common contrac t enforcement mechanisms .

Risks to the host country CO appear minimal, and in an y case are not of
the variet y tha t coul d b e mitigate d b y includin g explici t enforcemen t mech -
anisms in the agreement. One might fear tha t a debt-for-nature contrac t would
require the hos t country group to carry out projects i t opposes. This is not the
case, however , a s typica l agreement s requir e hos t C O approva l fo r al l fun d
expenditures. Indeed , th e typica l contrac t grant s th e hos t conservatio n grou p
operational contro l o f th e fun d created . A t th e operationa l stage , th e inter -
national CO' s rol e i s primarily on e of oversight an d project approval. 33

Conclusions

The debt-for-nature swap s carrie d ou t i n Lati n Americ a an d elsewher e offe r
lessons tha t Canada , Mexico , an d th e Unite d State s wil l fin d usefu l a s the y
consider the enabling legislatio n an d parallel agreement s tha t al l parties agre e
are a  necessary par t o f th e final NAFTA. In particular , debt-for-natur e swap s
show that the environmental services that Latin American countries can provide
are valued by those in higher income countries. If this value can be translate d
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into a n effectiv e deman d an d implemente d throug h environmenta l exchang e
contracts with Mexico to preserve its forests, deserts, or even its air and water,
gains from trade clearly wil l result .

The debt-for-natur e swap s negotiate d t o dat e ar e structure d t o reduc e
transaction costs , bu t th e cost s tha t remai n ar e stil l ver y high . Th e kind s o f
actions prescribe d i n debt-for-natur e contract s hav e bee n examined , togethe r
with the ways these actions are delineated, the presence or absence of enforce-
ment mechanisms , an d s o forth . I n general , th e structur e o f thes e contract s
seems a  rational response to (1) the monitoring and enforcement problem s in-
herent i n th e asset s transacte d an d (2 ) th e cost s an d effectivenes s o f th e
enforcement measures available to the parties involved. For the most part, debt-
for-nature contract s rely on delineation of inputs rather than outputs, reflecting
the high costs of unambiguously measuring outputs of environmental services .
Existing swaps also support the contention that, in developing countries at least,
the constraining facto r i n completing ownershi p rights to natural resource s i s
not the legal assignment of title but rather the degree of enforcement practice d
on existin g nomina l claims . The fac t tha t swap s ar e taking place , despite the
public goo d natur e o f th e service s involve d an d inheren t enforcemen t
difficulties, suggest s tha t the potential gain s from trad e may be very large.

Because al l debt-for-natur e swap s conclude d t o dat e ar e internationa l i n
scope, transaction cost s ar e compounded i n many ways . Third-party enforce -
ment o f a n agreemen t i s hampere d i f on e of th e parties i s a  sovereig n state ,
since a national government cannot be expected to enforce provisions tha t are
contrary t o th e interest s o f it s leaders . I n response,  debt-for-natur e swap s
typically d o not include hos t governmen t agencie s as parties with substantiv e
responsibilities, and the y limi t prescribe d action s t o those tha t ar e consisten t
with th e interest s o f hos t nations . Whe n th e grou p donatin g deb t i s a n
international CD , availabl e enforcemen t measure s ar e largel y limite d t o
applying political pressure and to withholding future contributions. Accordingly,
remedies for defaul t ar e not included in such contracts.

The enforcemen t problem s tha t resul t fro m internationa l contract s fo r
environmental services further illustrate how free trade agreements may help be
useful i n encouraging more contracting. To the extent that countries depend on
one anothe r throug h trade , thei r incentiv e t o honor contract s i s strengthened .
Furthermore, the NAFTA afford s a n opportunity for Canada , Mexico, and the
United States to seek international enforcement mechanism s that will facilitat e
dispute resolution.  I f developed , suc h mechanism s coul d reduc e transactio n
costs substantiall y an d creat e a n atmospher e fa r mor e conduciv e t o debt-for -
nature exchange s an d othe r environmenta l agreements . Thi s coul d b e a n
important force for environmental improvement in Mexico and other developing
nations.

While th e numbe r o f debt-for-natur e swap s completed ha s been growin g
over time, the sum s involve d ar e so small tha t it is unrealistic t o expect them
to have a  significan t effec t o n th e deb t o f developing nations . This does no t
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imply, however, that further swap s are either unimportant or counterproductive.
The funds thes e swaps generate often represen t very large augmentations to the
resources otherwis e availabl e fo r environmenta l protectio n i n th e nation s
involved. To the extent tha t the NAFTA results in lower transaction cost s fo r
debt-for-nature swap s an d othe r trade s i n environmenta l amenitie s betwee n
Canada, the United States, and Mexico, it will make capital available for other
uses a t th e sam e tim e tha t i t enable s th e NAFT A t o be a  positive forc e fo r
environmental quality .

Notes

1. Tropical deforestation i n Latin America and Asia is estimated at 40 percent
of original forest cover , and estimates for Africa exceed 50 percent. See World
Bank (1989 , 1).
2. See Sedjo (1992 , 20-21) for an informative discussion of private and public
good aspects of biologica l resources .
3. Leffler an d Rucker (1991) apply this principal to timber harvesting contracts.
4. Limiting a contract's duration often reduces the size of each party's stake in
disputes tha t aris e whil e th e contrac t i s i n force . Th e tradeof f i s tha t shor t
duration contracts must be negotiated more often. The scope for competition in
dispute resolution can be constrained by agreeing to limits in advance, as a part
of the contract. Clauses that stipulate a particular process for dispute arbitration,
and provision s tha t specif y choic e o f law , choic e o f forum , an d waive r o f
sovereign immunit y ar e examples.
5. Barzel (1989 , 35) makes the same point in slightly different terms .
6. See Simpson (1992 ) for furthe r discussio n of suc h agreements.
7. According to some descriptions, the Merck-INBio contract also grants INBio
a share of the gross sales from an y commercial product s produced. This is the
key attribut e of a  share contract, which is discussed next .
8. This description i s taken fro m Joyc e (1991).
9. There i s a  natura l thir d contrac t form , on e i n whic h INBi o o r th e Cost a
Rican governmen t effectivel y hire s a  pharmaceutica l fir m t o perfor m th e
research an d analysis needed to determine whether the substances gathered by
INBio hav e commercia l value . This kin d o f agreemen t ha s no t bee n trie d t o
date. The costs of enforcing suc h a contract would consist of the effort neede d
to police diligence in the research effort an d to prevent the pharmaceutical fir m
from artificiall y synthesizin g an y natura l substance s discovered .
10. The countrie s involve d t o dat e ar e Madagascar , Zambia , Bolivia , Cost a
Rica, th e Dominica n Republic , Ecuador , Guatemala , Jamaica , Mexico , th e
Philippines, and Poland.
11. These figures ar e from World Resources Institute (1986, 18) and UNESCO
(1991, 2) . Highl y indebte d countrie s mad e significan t payment s durin g thi s
period, exceeding 20 percent of export earnings in some highly indebted Latin

www.fraserinstitute.org



86 NAFTA  AND THE  ENVIRONMENT

American countries (Wilke and Ochoa, tables 2806, 2809). Overall, developing
countries pai d $830 billion i n interest and principal between 198 2 and 1988.
12. Banks ofte n carrie d deb t o n thei r balanc e sheet s a t fac e value , despit e
discounted secondar y marke t prices . In th e United States , pronouncements i n
the Generally Accepte d Accountin g Principle s (GAAP ) an d federa l law s and
regulations induced banks to avoid selling debt because of 'debt contamination'.
This occur s whe n a  ban k sell s a  portio n o f a  country' s deb t portfoli o a t a
discount an d the n i s required t o mark down, to the secondar y marke t sellin g
price, the country's remainin g debt. A bank that sold a  portion o f a country' s
debt woul d eithe r hav e t o write-dow n th e deb t o n it s balanc e sheet , whic h
reduces reporte d curren t earnings , o r provid e loa n los s reserves  (Allocate d
Transfer Ris k Reserve ) whic h als o reduce s earnings . Se e Gibso n an d Curti s
(1990, 338^0 ) an d Sperbe r (1988 , 392-3 ) fo r mor e details . A  subsequen t
amendment t o the write-down an d reserve requirement allowed a  bank to sell
part o f a n LDC's deb t withou t reducing th e book value o f remainin g deb t t o
that country , "provide d th e ban k consider s th e remainin g loan s collectible "
(World Resource s Institute , 1992 , 22) . Gibson an d Curti s (1990 , fn 28 ) not e
that mos t earl y debt-for-natur e transaction s involve d LDC s whos e deb t ha d
already bee n writte n down , o r fo r whic h loan-los s reserve s ha d bee n es -
tablished.
13. Two examples are illustrative. Brazilian debt fell from a  price of 85 percent
of face value to 40 percent over this period and Argentinean debt fell from 6 6
percent t o 22 percent.
14. In a  New York  Times article he stated that , "under the best circumstances,
debtor nations find i t hard to address critical conservation problems because of
multiple socia l need s .  .  .  stimulatin g conservatio n whil e amelioratin g deb t
would encourage progress on both fronts" (Lovejoy , 1984) .
15. Fo r example , a  swa p involvin g Ecuado r i n 198 9 include d Th e Natur e
Conservancy, World Wildlife Fund, and Missouri Botanical Garden. Two debt-
for-nature swap s included Sweden , and one included Holland .
16. These includ e Pe w Charitabl e Trust , Jessi e Smit h Noye s Foundation ,
Associations Ecologic a L a Pacifica , Joh n D . an d Catherin e T . MacArthu r
Foundation, Swedis h Societ y fo r th e Conservation o f Nature , W. Alton Jone s
Foundation, Missour i Botanica l Garde n an d th e Organizatio n fo r Tropica l
Studies (Worl d Resources 1992 , 309).
17. With the exception of the first swap involving Bolivia, host countries have
issued local currency bonds to finance the contractual conservation obligations .
The bond terms range from fou r to twenty years , with interest from th e bonds
paid annually . World Resources Institut e (1992 , 309) reports  that $61 million
in 'conservation funds ' hav e been generated to date. This figure equals the face
value o f loca l currenc y bond s issue d b y hos t countries . I t doe s no t includ e
interest, no r i s i t in expected presen t value . Unless otherwis e note d al l dolla r
amounts cited are in U.S. currency.
18. Th e dolla r valu e an d th e numbe r o f transaction s pe r yea r includ e bot h
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publicly and privately funded swaps , but exclude swaps under the Enterprise for
the Americas Initiative , discussed next .
19. Countrie s participatin g i n th e EA I mus t establis h a n environmenta l
framework agreement , whic h designate s conservatio n activities . Afte r a
country's debts are reduced, the remaining principal is paid to the United States
and interest i s paid into a conservation fund .
20. The P.L . 480 program offer s lo w interest , lon g term loan s t o developin g
countries t o purchase agricultura l products from th e United States .
21. Th e followin g outlin e o f th e conversion proces s follow s vo n Moltk e an d
DeLong (1990) .
22. Only tw o U.S. banks have donated debt to a U.S. CD, the Fleet Nationa l
Bank of Rhode Island which donated $254,000 of Costa Rican debt to TNC in
1987, and Chase Manhatta n whic h donated t o CI approximately $400,00 0 of
Bolivian deb t i n 1988 . Apparently neithe r o f thes e donations wer e motivate d
by ta x considerations ; th e deb t wa s considere d t o b e "nuisance " deb t Se e
Conservation Internationa l (1991 , 27-8) and Gibson and Curtis (1990, 383-4).
23. Negotiate d buy-back s have , in som e instances , reduce d outstandin g deb t
significantly. I n 198 8 Mexico retired $1.3 8 billio n i n debt , a t a  cos t o f $48 0
million, and Bolivia spen t $34 million t o buy back $308 million.
24. See Deacon and Murphy (1992 ) for a  more detailed analysis of the role of
debt a s the quid  pro quo  in debt-for-nature swaps . In addition t o scrutinizin g
the claim s tha t deb t cause s deforestation , th e author s als o evaluat e th e
possibility o f gain s t o debto r nation s fro m reduction s i n deb t overhan g an d
claims tha t deb t purchase d i n th e secondar y marke t provide s leverag e t o
conservation organizations .
25. The description tha t follows i s from Worl d Wildlife Fun d (1990) .
26. The are a involve d i s th e Regiona l Conservatio n Uni t o f Talamanca , a
mountainous are a tha t cover s abou t 1 2 percen t o f th e country' s nationa l
territory. Th e trus t accoun t i s held by the private Banc o Cooperativo Costar -
ricense, R.L . Althoug h th e preliminar y 'whereas ' statement s ma y see m
superfluous, they establish the agreed objective of the document and the agreed
roles and intents of th e parties. This narrows the range for future disagreemen t
regarding th e actions an d responsibilities o f th e participant s an d may thereb y
lower dispute resolution costs . An Ecuadorian agreement betwee n The Nature
Conservancy an d Fundacion Natura , which i s simila r t o other debt-for-natur e
contracts tha t TN C ha s negotiated , contain s ver y simila r openin g statements .
See The Nature Conservancy (1989) .
27. The stated limit for this swap was $600,000 in face value of debt; the actual
amount presented by WWF was $550,488. Two other participants, the Swedish
International Development Authority and The Nature Conservancy , complete d
separate agreements amounting to almost $4.5 million in Costa Rican debt. The
face valu e of the Costa Rican bond s obtained equaled 10 0 percent o f th e fac e
value o f th e externa l deb t exchanged , usin g th e government' s 'official '
exchange rate . The bonds pay interes t a t a fixed annua l rate o f 8  percent an d
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mature in 20 years.
28. An attachment requires that activities be directed toward the target area, the
Regional Conservatio n Uni t o f Talamanc a i n thi s case . I n cas e o f dispute s
regarding its interpretation, the English version of the text is controlling in all
cases except those involving legal action brought in Costa Rican courts , where
the Spanis h versio n i s controlling . Th e documen t als o provide s tha t on e
representative of WW F shal l b e appointe d t o the government' s coordinatin g
commission for the park involved, the Comision Coordinadora Interinstitucional
de la Reserva de la Biosphera de la Armistad .
29. The standard contracts for both the World Wildlife Fund (March 20, 1990)
and The Nature Conservancy (March 22,1989) use such language. Establishing
and maintainin g buffe r zone s i s als o amon g th e task s specifie d i n a  recen t
proposal to the World Bank's Globa l Environmental Facilit y for protection of
the Peruvian Amazon . See Alderman an d Munn (1992 , 42-6).
30. One Ecuadorian officia l remarked : "It is absurd to pay the debt. .  .  [I]n a
few years there will not even be any point in negotiating on the debt and swaps
will become meaningless" (quoted by Greener, 1991 , 168). One way to avoid
both inflation an d non-repaymen t ris k i s to swap debt instruments fo r cash in
the host country's currency , which i s then used to endow a  trust. This option
was followed i n an agreement in the Philippines. See Hamlin (1989 , 1070) . It
does not , however, deal with th e probability tha t the fund wil l be seized.
31. Only state s can brin g a n actio n befor e th e International Cour t o f Justice .
One might expect the United States to intervene on behalf of a U.S.-based CO
seeking redress , bu t thi s possibilit y wa s rule d ou t whe n th e Unite d State s
surrendered its capacity to bring actions before this tribunal. This resulted from
a disput e i n th e court' s handlin g o f a  case brough t b y Nicaragu a agains t th e
United States . See Hrynik (1990 , 161).
32. For additional commentary on the lack of explicit enforcement mechanism s
in swap contracts, see Hamlin (1989 , 1085-6) ; Gibson and Curtis (1990, 342);
Greener (1991, 124-31 , 159-62 , 188-9) ; Hrynik (1990, 155-6) ; and Lachman
(1989, 153) .
33. In mos t o f th e swap s negotiate d t o date , th e part y seekin g t o enhanc e
environmental protectio n i s an international CO . In 199 1 and 1992 , however ,
the U.S. government negotiated three debt-for-nature swaps under the Enterprise
for the Americas Initiative. The contracts for these exchanges differ i n structure
from thos e described here , primarily due to the fac t tha t the U.S. government
can exercise different enforcemen t mechanism s than international conservation
organizations. See Deacon an d Murphy (1992 ) for further details .
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Bootleggers and Baptists—
Environmentalists an d Protectionists:
Old Reasons for New Coalitions

Bruce Yandl e

Introduction

The Prospect and Challenge of Free Trade with Mexico

Few thing s offe r brighte r prospect s fo r prosperit y i n ou r time s tha n th e
vision of an open market in the Western hemisphere . Think what is at stake in
the pending Canada-Mexico-U.S. free trade agreement: A market that extends
from the Klondike to the Yucatan, one that could tightly link the United State s
to it s numbe r on e an d tw o trad e partners , a  singl e tradin g regio n tha t coul d
connect more than 35 0 million consumers.1

Market siz e is one thing, but the prospects fo r growt h ar e something else
to consider . Mexico' s youthfu l populatio n provide s tw o million ne w worker s
annually. B y contrast , th e Unite d States , wit h thre e time s th e population ,
produces one million work age people each year. If the additional workers can
be matched to employment opportunities brightened by free trade, the prospects
for future incom e growth loo k good indeed.

In addition, an agreement linking Mexico to her northern neighbors would
be a major ste p in the direction o f forming a  single market—North an d Latin
America wher e a  population o f 700 million, larger than al l of Europe and the
former U.S.S.R. combined, could be linked together through open markets and
free trade .
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Consider th e incom e ga p t o b e closed and raised acros s th e thre e majo r
trading partners. Mexico has a per capita GNP of $2,000; Canada, $18,000 and
the Unite d States , $19,840 . Experienc e teache s tha t integrate d market s rais e
incomes acros s th e territory , an d tha t th e lower income country woul d likel y
benefit mos t from the adjustment. Al l people taken together will gain. Always,
the ordeal of change means tha t some people will suffer .

The vast amount of human capital to be guided by specialization is joined
by massive reserves of natural resources, access to renowned harbors, and some
of th e world' s bes t universities . Th e region  ha s a n agricultura l bas e tha t i s
capable of feedin g a  doubling o r tripling of the population. Though markedl y
different i n their origin, the nations in the hemisphere share legal traditions that
in principle recognize the right to contract and importance of property rights.

Adam Smit h woul d b e proud , bu t whil e Smit h an d hi s follower s woul d
celebrate the brighter human prospect offered b y the simple act of allowing free
people t o engag e i n voluntar y exchang e acros s politica l boundaries , th e
inescapable fact o f political boundaries means that opening doors to trade will
not come easily. Rent s obtained an d protected throug h sustaine d an d massive
political efforts ar e at stake. Income losses that might befall highly vocal, easily
identified specia l interes t group s weig h i n on e sid e of th e scal e o f freedom .
Welfare gain s tha t could accru e t o millions of unidentifiabl e peopl e weigh in
the other side . Weighty environmenta l issues li e beyond these concerns abou t
income and wealth .

Theory and common sense tell us the benefits of freedom fa r outweigh the
value of artificial rents  to be earned from restricting the free spiri t of man. Yet
another bod y o f theor y an d logi c tell s u s tha t a n organize d fe w ca n readily
subvert th e hope s an d effort s o f th e unorganize d millions . Freedo m alway s
brings uncertaint y a s unknowabl e outcome s wai t i n th e wings . Th e trad e
negotiators, however, deal with the known interest group concerns.

This chapter examines the negotiations for the North American Free Trade
Agreement (NAFTA ) tha t bega n formall y i n June 199 1 when trad e minister s
from Canada , Mexic o an d th e Unite d State s me t i n Toronto . Concern s tha t
entered the negotiations are discussed in the light of an interest group struggle
that ha s joined togethe r tw o stron g specia l interes t group s t o oppose outrigh t
free trade . Moder n da y mercantilist s wh o favo r protectio n fro m foreig n
competition for m th e first  group. The opposition the y brin g to the struggl e i s
as ol d a s nationhoo d an d trade . The y simpl y wan t politica l protectio n fro m
competition. Th e secon d group' s participatio n i n a  fre e trad e struggl e i s
decidedly new. Their opposition to open borders between the United States and
Mexico is based on concer n fo r environmenta l protection .

The stor y t o be related  here tell s u s the environmentalists hav e achieve d
astounding success . For the first time in history, environmental regulation rests
on the trade negotiators' tabl e as a major element to consider when attempting
to whittl e dow n barrier s tha t preven t ordinar y peopl e i n bot h countrie s fro m
engaging in voluntary exchange .
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The chapter is organized as follows. The next section provides more detail
on the opposition tha t formed t o question the logic of the NAFTA. Calling on
the theme of "Bootleggers and Baptists," the discussion there explains how the
two groups can achieve a mutually beneficia l result. 2 The third section takes a
closer look at the environmental issues and discusses alternatives that could be
chosen to address those issues. The alternative chosen is then discussed in the
light of the special interest theory described earlier. The fourth section describes
the environmentalists ' politica l victory an d tell s how the political mechanism
responded to thei r demands . A  final sectio n summarize s th e stor y an d offer s
final thoughts .

Bootleggers, Baptists, and Fre e Trade

Players in the  Special  Interest  Struggle

At first glance, it would seem relatively easy to identify group s that would
quickly oppose expansion of trade between the United States and Mexico. The
list begins wit h workers i n protected industries . There are United State s labor
unions that seek to reverse a long sustained loss of members. There are owners
of protecte d capita l i n Unite d State s industries tha t hop e to delay yet anothe r
competitive struggle to hold on to threatened U.S. markets. Added to these are
United State s frui t an d vegetabl e grower s wh o fre t abou t adde d competitio n
from Mexico , which already serve s one-third of the United States market, and
raise concerns about pesticides and food safety. As always, there are politicians
at all levels who seek to serve the interests that sustain them. Generally, those
interests prefe r th e statu s quo . I f chang e i s t o come, they argue , le t i t com e
slowly and painlessly.

But whil e thes e prediction s ar e valid , mor e i s discovere d b y probin g
deeper int o th e issues . I t turn s ou t tha t U.S . tariffs o n Mexica n import s ar e
decidedly low , fallin g int o th e rang e o f 3  t o 4  percen t fo r mos t items , bu t
reaching 22 percent for copper and 10 percent for many steel products.3 Tariffs
and duties tell only part of the story. Quotas or "voluntary restraint agreements"
are often mor e binding on trade than the duties they complement .

At present , stee l an d textile s ar e subjec t t o suc h quotas . Bu t th e textil e
quota has been modified t o allow Mexico to expand exports of goods produced
with Unite d State s mad e fabric. 4 A s i t turn s out , production i n Mexic o fro m
U.S. fabri c i s preferre d t o th e alternative—productio n i n Asi a fro m fabri c
produced i n tha t region . Marketin g order s o n agricultura l an d horticultura l
products tha t se t quota s fo r Unite d State s market s mus t als o b e considered .
These currentl y affec t Mexica n export s an d i f relaxe d woul d lea d t o a
significant expansion of shipments to the United States. On the other side of the
border, U.S. producers of processed and canned foods would enjoy an increase
in exports to Mexico.5
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Then, there are restrictions tha t affect U.S . investment in Mexico that will
be relaxed in a  true free trad e environment. Limitations o n foreign ownershi p
of plants , restriction s o n domesti c content , an d outrigh t prohibition s o n th e
importation of refined petroleu m products pose high hurdles for United State s
firms tha t seek to gain the advantages offered b y Mexico's marke t

A revie w o f th e likel y effect s o f a  NAFT A o n majo r manufacture d
products by the U.S. International Trad e Commission indicate s export s t o the
United State s an d increase d Unite d State s investmen t i n Mexic o coul d b e
affected significantl y fo r automotiv e products , petrochemicals, and glasswar e
(see U.S. International Trad e Commission 1991 , x-xvii). These effects resul t
from reduction s i n tariff s an d change s i n Mexico' s restriction s o n foreig n
investment. The Commission notes tha t while the effects coul d be significant ,
the Commission repor t suggest s the resulting dislocations would be minimal.

Nonetheless, labo r union s an d managemen t o f threatene d industrie s join
ranks an d argu e i n term s o f leve l playin g field s an d fai r competition . The y
point t o low wages i n Mexico an d argue tha t th e sam e fate await s America n
workers if they are forced to compete in open markets.6 Too much focus on the
current pictur e ma y caus e on e t o mis s a  majo r poin t i n th e protectionists '
argument. The longe r run outloo k say s that economic growt h i n Mexico wil l
accelerate giving a brighter future fo r firms in that region than for similar ones
in the United States. Workers with specialized training and a desire to maintain
a way of the life i n the United State s recognize a  threat when they se e one.

Turning t o broader public interes t concerns , spokesme n fo r labo r union s
express concer n fo r environmenta l qualit y an d rais e caution s abou t th e sa d
prospects fo r degradatio n o f preciou s natura l resources. They als o argue tha t
U.S. foo d standard s wil l no t b e satisfied , forgettin g tha t th e FD A alread y
controls the quality o f al l edible products brough t into the United States .

The Offic e o f th e U.S . Trad e Representativ e (1991 ) ha s addresse d th e
environmental issues . It s analysi s o f environmenta l concern s identifie d U.S .
industries that have the highest compliance costs for meeting U.S. environmen-
tal regulations and the n matche d tha t lis t wit h industrie s tha t benefitted mos t
from tariff s an d quotas . The resul t o f th e analysis identified eleve n industrie s
that are vulnerable to the twin effects o f environmental rules and the expected
relaxation of tariff s an d investment restrictions.

The industries includ e specialt y steel , petroleum refining , five  categorie s
of chemicals including medicinal compounds, iron foundries, blast furnaces and
steel mills , explosives , an d minera l woo l (Offic e o f th e U.S . Trad e Repre -
sentative 1991 , 141). The Commission's report notes that the eleven industries
have hig h capita l intensity , whic h the y poin t ou t reduce s th e likelihoo d tha t
plant owners would take an early write off of capital in order to take advantage
of lowe r environmental cost s i n Mexico . The fac t tha t exces s worl d capacit y
exists for some of the "threatened" industries also reduces the validity of argu-
ments about relocating plants . However, worl d excess capacity does translat e
into greater effort t o maintain protection fro m ne w foreign competition .
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Lacking the ability t o turn th e tide on the basis of apparently self-servin g
arguments, those who seek to hold on to their rents welcome as allies al l who
seek to limit trade on any plausible basis . As hinted at in these remarks, there
are bootleggers who welcome the support of Baptists in the struggle to restrict
commercial activity .

The Mexican  Standoff

The Bootlegger-Baptis t analog y i s a  familia r on e i n man y part s o f
America. Southerners , fo r example , hav e a  lon g traditio n o f limitin g th e
sale—but no t th e consumption—o f alcoholi c beverage s o n th e Sabbat h day .
Baptists, Methodists , an d othe r stron g Protestan t group s lobb y har d t o limi t
access to demon rum. Those who know the story, recognize another group that
quietly celebrate every successful attemp t to close down the legitimate seller of
booze. The bootleggers—the illega l operators who take over the market when
the legal selle r pulls hi s blinds. Bootleggers an d Baptists work the politicians
separately but toward the same result. The bootleggers never have to march on
state capital buildings calling for an end to the sale of beer, wine and booze on
Sunday. They don' t hav e to. The Baptists fight the open battle s for them.

It i s goo d tha t th e Baptist s ar e there , a t leas t fro m th e standpoin t o f
boodeggers. The Baptist s mak e a  moral appea l tha t yanks a t the heartstrings .
They lift th e debate to higher ground. What politician would openly argue that
alcohol i s a  goo d thing ? O f course , th e bootlegger s convenientl y mak e
contributions t o fun d th e campaign s o f politician s wh o suppor t th e Baptists '
cause, which i s their own.

In describin g specia l interes t players , th e traditiona l foe s o f fre e inter -
national trade were described in some detail. What about the Baptists? Who are
they? How wel l are they organized? What are their arguments?

The environmentalists are chief among the Baptists in the NAFTA debate.
They have real concerns to be addressed. If successful, can they truly assist the
American bootleggers? That is, will the methods chosen to address environmen-
tal concerns strengthen the cause of labor unions and modern day mercantilists
who argue for level playing fields? Or will the methods serve the cause of fre e
market competition ?

The Limits of  the  Bargaining  Process

There ar e limit s t o the assistanc e tha t environmenta l group s ca n provid e
U.S. specia l interest s wh o see k protecte d markets . I f environmenta l rule s
imposed on Mexico are too strict, U.S. firms tha t rely on Mexican productio n
of component parts bu t seek a protected marke t for finished goods will suffer .
If th e environmenta l rule s ar e to o lax , the y ma y no t offse t th e reduction i n
tariffs tha t emerg e fro m th e negotiations . There i s balance t o be struck , an d
maintaining th e statu s qu o on trad e flow s probabl y describe s th e goa l o f th e
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protectionists wh o want some environmental restrictions .
A mor e seriou s outcom e threaten s domesti c producer s i f th e trad e

negotiators wip e ou t tariff s an d ar e als o totall y insensitiv e t o environmenta l
concerns. Owners of newly built production in Mexico will gain two advantages
over thei r domestic counterpart s wh o face highe r environmenta l complianc e
costs. Their production costs will be relatively low, and there will be no border
tax to pay when final good s enter the United States market .

The problem can be understood quickly by visualizing a demand curve for
steel in the U.S. market and the associated aggregate supply curve that includes
the supply curve of U.S . produced stee l and a supply curve for stee l imported
from Mexico . There are tariffs an d quotas tha t currently limi t the quantity of
steel shipped from Mexico. The U.S. price is raised by the restriction. Domestic
firms an d labor are protected.

If the trade negotiators successfull y reduc e the tariffs an d quotas and pay
no heed to environmentalists, the U.S. price will fall. Protection wil l end. But
if sufficient environmentall y based restrictions are substituted for the tariffs and
quotas, protection wil l continue, even in a free trade environment. To assist the
protectionists, the environmentalists must push for particular kinds of controls,
such as industry standards that limit output. In addition, they can argue for one-
time environmenta l impac t fee s tha t wil l blun t th e attractivenes s o f Mexica n
investment opportunities .

In short, the most costly forms of  regulation will best serve the combined
interests of environmentalists  and  protectionists. Protection of environmental
assets based on property rights, performance standards, and emission fees will
not deliver  an outcome  that  fixes quantity  on an  industry-by-industry  basis.
Instead, these alternate instruments deliver environmental protection but allow
market forces to  determine the ultimate mix of goods and services produced in
the trading economies. In other  words, American style command-and-control
that specifies precise methods of control on an industry-by-industry basis is the
preferred outcome  of  the  special  interests.  Command-and-control  is  the
environmental counterpart of tariffs and quotas.

The Environmental Issue s an d the Free Trade Alternativ e

Alternatives for Addressing  Real  Problems

The environmentalists d o not have to search har d to find a  basis for thei r
concerns because there are obvious environmental problems in Mexico, just as
there ar e i n man y developin g an d develope d countries . Mexico' s problem s
spring significantl y fro m th e hug e populatio n concentrate d i n Mexic o City .
Claiming titl e t o th e secon d larges t urba n cente r i n th e world , Mexic o Cit y
holds 20,000,00 0 people , almos t one-fourth o f th e country's population , with
a population density of 37,000 per square mile , which i s more than twice that

www.fraserinstitute.org



Bootleggers and Baptists—Environmentalists and  Protectionists 9 7

of Los Angeles.7 Some 1,50 0 mor e arrive each day.
There ar e 40,000 cabs plyin g th e trade in Mexic o Cit y an d hundred s o f

thousands of automobiles and trucks operating in the congested streets (see U.S.
Congress 1991 , 4). Many of the vehicles are old. Most lack emission controls.
And the low quality of th e gasoline burned generates heavy emissions.

Movement to Mexico City has become a way of life for young people from
the rura l region s o f th e country . Unti l recently , ther e hav e bee n fe w oppor -
tunities elsewhere tha t could match Mexico City's combination o f welfare and
employment as domestic help. Things are different now . Industrial development
is spreading in northern Mexico, and the central government is taking steps to
reduce the subsidies that misguide people as they make location decisions .

But th e heav y concentratio n o f olde r manufacturin g facilitie s i n Mexic o
City an d a  fe w othe r locations , an d th e understandabl e nea r absenc e o f
systematic approaches for dealing with environmental scarcit y compounds the
problem. Bu t th e environmenta l proble m i s fa r mor e tha n on e o f physic s o r
biology. I t is economic. Extremely lo w incomes and a  skewed distribution of
income contribute fundamentall y t o the problem. Simply put , extremely poo r
people wh o ca n hardl y for m a  visio n o f th e future , le t alon e prepar e fo r it ,
cannot b e expecte d t o pus h fo r tigh t pollutio n standard s tha t wil l generat e
benefits fa r int o th e future . Th e fac t tha t mos t o f Mexic o i s sparsel y settle d
desert terrain adds another complicating dimension to the environmental control
problem. Most of the country ha s little cause for environmental concerns .

As on e migh t expect , th e Mexica n peopl e ar e beginnin g t o addres s th e
major environmental problems found where population concentrations are high.
Like their U.S. counterparts, Mexican regulators have moved toward a  system
of command-and-contro l tha t impose s standards , close s plants , an d restrict s
voluntary us e o f automobiles . Indeed , Mexico' s Genera l La w fo r Ecologica l
Equilibrium an d Environmenta l Protectio n i s sai d t o be patterned afte r "U.S .
law and experience."8

Since 1988 , th e Mexica n governmen t ha s impose d 8 2 permanen t plan t
closings and almost a thousand temporary shutdowns for environmental reasons.
But the rate of industria l growt h in a few key area s is outstripping th e ability
of regulators t o impose controls. As in som e regions of the United States , the
demand for highe r incomes in Mexic o far outweigh s th e political demand fo r
restricted growth. At this point in the country's development, an excess supply
of environmenta l qualit y i s an asset to be used. Conservation predictably wil l
arrive later when incomes are higher. That day wil l arrive soone r if free trad e
expands.

Problems with  the Maquiladora Region?

While Mexico City offers th e most challenging environmental problem for
the citizens of Mexico, environmentalists who have joined the battle against the
NAFTA focu s thei r attentio n o n th e maquilador a region , whic h i s a  250,00 0
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square mile area located in a 20-kilometer strip along the United States-Mexico
border.9 Established in 1965 as a free trade zone that allows producers to bring
in component parts duty-free an d manufacture good s for expor t t o other parts
of the world, the strip now contains close to 2,000 manufacturing plants, mostly
U.S. owned. Nearly 80 percent of Mexico's exports of manufactured good s to
the Unite d State s originat e i n th e maquilador a (se e Jenne r 1991 , 37). Som e
400,000 workers are employed, mostly women who earn low wages.

The firm s locate d i n th e regio n pa y minimu m taxe s an d mee t la x
environmental standards . By law, all toxic and hazardous waste s produced in
the manufacturin g plant s an d no t processe d accordin g t o Mexica n standard s
must be returned to the firms1 country of origin, but enforcement o f the law is
far from perfect Accordin g to environmentalists, most of the plants pose severe
health an d environmenta l risks  t o worker s an d nearb y communitie s (se e
National Wildlif e Federatio n 1991) . Som e fiv e millio n peopl e liv e i n th e
maquiladora region, and the number is growing.

Viewed in term s of wealth production , the maquiladora experimen t i s an
astounding economi c success . I n 196 5 ther e wer e 1 2 plant s i n th e regio n
employing 3,00 0 people , a s compare d t o today' s 2,00 0 plant s employin g
400,000 workers. However, when viewed as an activity that uses environmental
resources whil e improvin g huma n wel l being , th e succes s o f th e program i s
questioned b y environmentalists.

Their concer n i s no t withou t justification . Accordin g t o a  review  o f
U.S.-Mexico environmenta l issues conducted by the Office o f th e U.S. Trade
Representative (1991 , 4), emissions of carbon dioxide and ozone levels exceed
U.S. standards in El Paso/Jarez and San Diego/Tijuana. There are similar water
quality an d municipa l waste problems . Aquifers tha t provide groundwate r fo r
wells are threatened; the quality of rivers along the border is deteriorating. The
level of other pollutants is far above the U.S. standards in other border counties.
But questions pose d on th e basis of U.S . standards mus t b e laid t o rest  when
alternatives are considered. The important question to ask is "Relative to what?"
What if the free trade zone had not been formed? Where would the four million
people be living and in what condition?

The report of the Office o f the U.S. Trade Representative (1991 , 4) asked
the "relativ e t o what " questions . Makin g comparison s o f expande d pollutio n
with and without a free trade agreement, the report concludes that pollution will
grow in eithe r case. However, withou t th e trade agreement an d th e gain s tha t
come wit h it , emissio n growt h wil l rang e fro m plu s 4 0 percen t t o plu s 22 5
percent i n th e nex t 1 0 years. With th e agreement , pollution wil l expand fro m
zero to 16 5 percent in the same decade.

These estimate s notwithstanding , som e environmentalist s argu e th e
maquiladora program will grow with the NAFTA. They forget that the program
is stimulated by tariff forgiveness . If tariffs ar e reduced extensively, incentives
to locate in free trade zones wil l be blunted. Indeed, al l of Mexico could be a
free trad e zone . Instea d o f concentratin g environmenta l us e i n on e location ,
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activities wil l b e spread . Whil e th e environmen t wil l b e used , conservatio n
problems wil l be les s concentrated .

While th e pressures of a  large population inadequatel y serve d b y sewage
treatment an d wate r purificatio n for m seriou s environmenta l problems , othe r
pieces o f th e borde r proble m com e fro m rule s an d regulation s tha t coul d b e
reduced by the NAFTA. Regulations tha t relate to the transportation of good s
into an d fro m Mexic o requir e th e us e o f Mexica n driver s an d truck s whe n
operating south of the border. The border has the heaviest traffic o f any in the
world. In a typical year, 200 million people will pass through one of the major
portals (Office o f th e U.S. Trade Representative 1991 , 70) .

Inspections of merchandise and paperwork form another delay at the con-
gested portal s connectin g th e tw o countries . Take n together , th e combine d
border an d transportatio n control s generat e massiv e traffi c jams , wher e a
thousand vehicle operators idle their engines as they wait in line. The resulting
severe emissio n loading s coul d b e reduce d b y simplifie d rule s unde r th e
NAFTA.

Current trade restrictions that limit the importation of natural gas from the
United State s t o Mexic o caus e Mexica n industr y t o bur n highe r pollutin g
petroleum products . Limit s o n foreig n investmen t mea n tha t older , mor e
polluting, plants operate longer than they would otherwise.

But the unregulated expansion of foreign investmen t in Mexico is another
environmentalist concern . Koda k i s settin g u p sho p i n Monterrey . Othe r
electronic an d chemica l firm s ar e expanding a t other Mexican locations . The
newly enterin g U.S . firm s ar e describe d a s fleein g tigh t Unite d State s
environmental standards . In some cases, the allegation i s probably correct .

For example , i n 198 8 whe n California' s Sout h Coas t Ai r Qualit y
Management Distric t promulgate d stric t rule s fo r controllin g emission s fro m
spray paint operations, some 40 affected firms relocated to the Mexican border ,
where standard s wer e la x (se e Ganster 1991 , 16). Putting anecdota l evidenc e
to on e side , th e saving s tha t accru e fro m la x environmenta l standard s ar e
generally too small to justify a  Mexican move for that reason alone. To counter
the environmenta l runaways , th e environmentalist s stil l cal l fo r Mexica n
environmental standard s and controls tha t compare with U.S. standards.

The concern s d o no t en d wit h problem s tha t emerg e whe n firm s locat e
plants i n Mexico. They reach out and address America' s "addiction" to fossi l
fuels an d how tha t unfortunate habi t will spread south of the border. Mexico' s
petroleum supplie s ar e second only to those of Saud i Arabia an d would offe r
North America a more dependable energy source, which would postpone effort s
to brea k th e fossi l fue l habit . Mexico' s state-owne d petroleu m industr y i s
hungry fo r ne w capital . Expande d trad e wil l surel y lea d t o a n expande d
production o f petroleum . Evidenc e fro m th e Canadian-Unite d State s trad e
expansion i s persuasive . Sinc e tha t agreemen t fel l int o place , Canad a ha s
increased he r productio n o f timbe r products , and the increase d deman d fro m
exporting industries has led to increased production of electricity and the related
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consumption o f fossi l fuels .
Other mor e complicate d concern s ar e raise d b y environmenta l groups .

Environmentalists worr y abou t th e pus h t o requir e Mexic o t o recogniz e
intellectual property rights, especially as they relate to pharmaceutical produc t
development. Their argument is that recognition of U.S. patents and copyrights
will cause U.S. companies to gain profits by producing new biological products.
These profitable venture s wil l increase the use of Mexico's natura l biologica l
resources tha t provid e input s t o th e productio n o f ne w medicines . However ,
environmentalists conten d tha t withou t specia l protection , Mexica n resource s
will b e sol d a s commodities , whil e th e patente d en d product s wil l ear n a
handsome return fo r U.S. corporations.

Free Trade  Threatens Meaningless  U.S.  Regulations

While global competition inevitably grinds down inefficient productio n of
goods an d service s forcin g producer s worldwid e t o provide more valu e fro m
their use of scarc e resources , the same grinding effect work s on producers of
inefficient regulation . A s a  par t o f trad e negotiations , al l partie s coul d b e
challenged to show that their environmental regulations are based on scientifi c
evidence an d ar e necessar y t o protec t th e public' s interes t i n healt h an d
environmental qualit y (Wirt h pers . comm . 1991) . Regulation s show n t o b e
invalid o n th e basi s o f soli d scientifi c evidenc e coul d b e declare d nontarif f
barriers and as such, negotiated away. U.S. regulators and their supporters could
be placed i n the position o f th e emperor, whose new clothes turne d out to be
sheer imagery. As the National Wildlife Federation's collective statement on the
topic put it:

The ability o f policy maker s to promote natura l resource conservatio n
through trad e policies , includin g impor t an d expor t bans , environmenta l
levies, and labelin g requirements , can also be severely limited . Sinc e the
implementation o f th e U.S.-Canad a Fre e Trad e Agreement . .  . ,  Britis h
Columbia has been forced t o eliminate a provincially funded tre e planting
program whic h America n timbe r interest s considere d t o b e unfair .
(National Wildlife Federatio n 1990 , 10)

But th e beneficia l prospect s brough t b y internationa l competitio n i n
regulation ma y hav e bee n cu t of f a t th e pass . Bowing t o environmentalists '
pressures, President Bush ha s indicated tha t trade negotiators wil l not weaken
U.S. environmenta l an d healt h law s a s par t o f th e fina l agreement . A s th e
President's carefully worde d statement put it: "The United States will maintain
the integrit y o f th e U.S . regulator y process , whic h i s base d o n availabl e
scientific evidence " (U.S . Congres s 1991 , 9). I f th e Presiden t i s correc t i n
asserting that U.S. policy is based on scientific evidence, as opposed to politics,
there is significant reaso n fo r doubt abou t the adequacy of the evidence.
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The Environmental Solutio n

The Cartel Net Tightens

Pressure brough t t o bea r o n U.S . governmen t official s ha s generate d a n
astounding succes s fo r th e invisibl e coalitio n o f bootlegger s an d Baptists .
Congressional concerns have been raised. The EPA has responded with majo r
initiatives tha t wil l brin g U.S . environmenta l contro l t o bea r o n Mexico' s
industry and population, and even more far-reaching proposals are on the table.

Recognizing command-and-contro l regulatio n a s a  cartel-forming devic e
that restrict s output , raise s prices , an d protect s competitor s from  fringe-fir m
competition is one of the major insights provided by regulatory economists (see
Buchanan an d Tulloc k 1975) . Us e o f economi c incentives , suc h a s propert y
rights and common law rules that force al l parties to recognize and pay for use
of the environment cannot accomplish the same end. For this reason, command-
and-control i s supporte d reluctantly  b y industry , an d th e sam e instrumen t i s
pushed b y environmental organization s an d regulators. The regulators see k to
expand their domain of authority. Environmentalists mistakenly see command-
and-control a s providing certainty .

The environmentalist s ar e calling fo r borde r taxes—not tariffs , bu t taxe s
that wil l be used to fund costl y environmental cleanup . What is gained i n the
way of tariff reduction s on th e one hand could be lost through the imposition
of environmenta l taxe s o n th e other . Barrin g succes s i n tha t direction ,
environmentalists hav e calle d fo r a  ta x o n ne w capita l investmen t tha t wil l
represent payment fo r th e remediation o f environmenta l problems. Of course ,
the fund s fo r environmenta l contro l an d cleanu p wil l hav e t o com e fro m
somewhere, but the likelihood that the funds will be spent in ways that promote
efficient an d effective environmenta l contro l i s dim. A tax-fed slus h fun d fo r
remediation and command-and-control regulatio n places power in the hands of
bureaucrats who have no reliable incentive to minimize cost .

The U.S. EPA has gained legislative authority to embark on regulating the
United States-Mexico border , and is also working with the World Bank to de-
velop standards and controls t o be applied in Mexican industry . The Mexican
government has already moved to close plants as a way of reducing pollution .
The EPA and the Mexican regulatory agency, SEDUE, are cooperating in train-
ing and enforcement programs. The result of all this may lead to cleaner air and
water, but it will Surely lead to higher production costs , fewer jobs, and selec-
tive enforcement tha t favors existin g firms and established specia l interests .

Summary and Conclusio n

Regardless o f th e outcome o f th e NAFTA legislation , on e can safel y be t that
trade between Canada, Mexico, and the United States wil l expand. Something
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of substance will emerge from the negotiations. The process for trade expansion
has been underwa y fo r to o long ; th e pressure fo r chang e i s simpl y to o great .
Mexico is emerging as an industrialized nation ; the free trade zone experiment
has proven tha t the prospects for mutually beneficia l trad e are large.

When the final agreemen t is reached, we also can be certain that environ-
mental concerns wil l be addressed. The concerns are real; the environment i s
at risk; too much is at stake to dismiss the concerns out-of-hand .

But the combined forces of modem day mercantilists and environmentalists
will likel y yiel d an outcome tha t leaves untappe d welfar e gain s on th e table .
While trad e expand s an d income s rise,  th e newl y impose d environmenta l
regime will bring a new layer of high cost bureaucratic controls. Environmental
controls wil l partiall y replac e trad e barrier s tha t previousl y limite d trade .
Efficiency gain s o n on e sid e o f th e ledge r wil l b e partly , i f no t completely ,
offset b y efficiency losse s on the other side .

Notes

1. Free trad e agreement s (FTAs ) ar e negotiate d unde r rule s establishe d b y
members of GATT, the General Agreement on Tariffs an d Trade, even though
parties to FTAs generally develop preferences fo r trade with each other, which
is contrar y t o th e purpos e o f GATT . Unde r th e rules , th e FT A mus t cove r
virtually al l trade ; dutie s mus t b e eliminate d i n a  timel y fashion ; an d dutie s
imposed on nations outside the agreement must be no higher than former duties
that affec t trad e betwee n th e negotiatin g parties . Fo r mor e discussion , se e
Office o f the U.S. Trade Representative (1991 , 52).
2. For discussion o f the theory, see Yandle (1989).
3. For details, see Office o f th e U.S. Trade Representative (1991 , 138-39) .
4. For discussio n o f th e variou s restraints , se e U.S . Internationa l Trad e
Commission (1990 , 2-5).
5. For discussion, see U.S. International Trad e Commission (1991 , 4—8).
6. See U.S . Congres s (1990 , 220-30) . I n hi s comment , Mar k A . Anderso n
described the low wages paid Mexican workers as being below the subsistence
level. As an example, he told of workers in a  Zenith plant who receive $26.16
for a  48-hou r wor k week , providin g a  paychec k a s evidence , bu t h e sai d
nothing about the workers' alternative s fo r employment o r pay.
7. For more detail, see Office o f th e U.S. Trade Representativ e (1991 , 179) .
8. For a  brief commen t o n the statute , see U.S. Congress (1991 , 3).
9. A summary document distributed by the National Wildlife Federation (1991)
provides a composite view of leading environmental organizations regarding the
maquiladora region .
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