Is There a

Democratic

Deficit in the

Free Trade Agreements?

What Local Governments Should Know

by Mildred Warner and Jennifer Gerbasi

he term “free trade” has as many delinitions as there are interpreters. The United
States Trade Representative (USTR) calls it an opportunity to gain access to markets
worldwide for U.S. goods and services and to generate more quality and choice for
the consumer. State and local governments are intimately involved in economic de-
velopment and benefit from foreign markets. Some elected officials, however, are
concerned that the free trade agreements, as currently drafted, fail to adequately
protect our democratic traditions.

In 2002, Bill Moyers produced and wrote a documentary for PBS called “Trading
Democracy” that outlined these fears. The states of California and Washington have
convened trade oversight committees to interpret the impact of free trade on state
and local government activities. They are concerned that everything from subsidies
for local export programs to public health and environmental quality might be di-
rectly affected by the trade agreements. A group ol states recently started a Forum
on Democracy to study the impact of trade agreements on state authority:

Everyone wants to enjoy the benefits of larger markets and consumer choice.

What is it about free trade that has state and local governments concerned?
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STATE AND LOCAL
GOVERNMENT
AUTHORITY
CHALLENGED BY FREE
TRADE AGREEMENTS
[n the past, trade treaties have fo-
cused on customs regulations and
tariffs that are in the purview of the
[ederal government. States and lo-
calities would only be concerned if
the industry in question affected
their economies, The new trade
agreements, however, reach into
nearly every aspect of government.
Free trade goals focus on removing
perceived barriers to the flow of
money, services, and goods. Trade
agreements don't regulate industry,
they regulate government activity.
Many state and local government ac-
tivities and regulations may be viewed
as “nontariff barriers to trade.” The free
trade agreements seek o create a level
playing field for foreign investors by
eliminating local licensing, labeling,
and contracting requirements; limiting
purchasing criteria to quality and quan-
tity considerations; and eliminating
practices that favor public provision or
domestic investors. Clearly, protection-
ist legislation would be contrary to the
spirit of the trade agreements and a le-
gitimate concern, but some analysts be-
lieve that harmonization of state and
local laws for the sake of simplicity may
come ai the cost of local governments’
ability to suit local needs and values.
Specilically, the new generation of
[ree trade agreements presents these
challenges to state and local govern-
mental authority:

B Superior rights are granted o for-
e1gn investors.

B Private international tribunals re-
place public courts.

B Many public services may be sub-
ject to [ree trade provisions.

B Free trade goals conflict with gov-
ernment charters.

B Free trade agreements cause a
democratic deficit.

FOREIGN INVESTORS

GRANTED SUPERIOR RIGHTS
The new challenges to state and local
government authority stem from the
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Under NAFTA, however, any loss
of investment could trigger a chal-
lenge, even if the loss is due to reg-
ulation to protect public health.
For example, the Canadian
company Methanex is challenging
the United States because Califor-
nia banned the use of methyl trib-
utyl ethanol (MTBE), an additive
in gasoline that was banned be-
‘ cause it was polluting groundwater.
Methanex supplies a component of

md_ustry, they—mguhte ! MTBE and sells 6 percent of its out-

government activity.

North American Free Trade Agree-
ment, which came into force in 1994,
and the World Trade Organization
General Agreement on Trade in Ser-
vices (GATS) signed in 1995, NAFTAs
Chapter 11, which has been used as a
template for other free trade agree-
ments, creates special property rights
for foreign investors. NAFTA expands
the definition of “property” to include
market share, market access, and fu-
ture expected profits. This delinition
is important because it is used to
value the loss to an investor, as well as
the liability of government in a
dispute.

This treatment of property rights is
the most striking example of the im-
pact on state and local government.
What is called “takings” legislation in
the United States, based on the Consti-
tution’s Filth Amendment protections
against unlawful seizure of property, is
called “expropriation” in the free trade
agreements. NAFTA clearly states that
compensation should be awarded by
the federal government to [foreign
property owners when investments
lose value due to regulation.

In the U.S. context, the govern-
ment only pays compensation of fair
market value il the value of the prop-
erty, usually land, is lost nearly en-
tirely (e.g., by eminent domain).
Diminution of the value, which is
called a partial takings, is not com-
pensable in the United States (Eagle
2001).

Property owners, for example, are
rarely compensated for lost develop-
ment value due to zoning regulations.

\
1
\
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put in California, so the majority of

the value of the company is unal-

fected by California’s law. A United
States investor would not be allowed
to make such a claim because:

B The law affects all suppliers
equally.

® Market share is not considered
property.

B The law was passed to protect pub-
lic health and water quality under
the police powers ol the state.

B Most of the company’s property is
unalfected, and many other uses
and markets exist for the chemical
component in question, namely,
methane.

This standard legal [ramework
stems directly from the Filth Amend-
ment but is no longer relevant for for-
eign investors under NAFTA. The
Canadian manufacturer Methanex is
claiming $970 million in damages
against California in a private interna-
tional tribunal. By contrast, state
courts have awarded compensation of
$50 million to California cities that
have had their public water supplies
contaminated by MTBE (Kay 2002).

INTERNATIONAL
ARBITRATION REPLACES
DOMESTIC COURTS

As seen in the Methanex case, this ex-
pansion in investor rights at the ex-
pense of state and local governments
extends to the adjudication process.
NAFTA gives a foreign investor the
option to enforce the agreement by
challenging host-country laws in an
international tribunal rather than do-
mestic courts (Chapter 18). Each
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party (the host nation and the in-
vestor) selects an arbiter, and then the
two agree on a third. The panel then
selects the standard of law that will be
applied. Generally, it is an interna-
tional standard. Thus, for foreign in-
vestors, the domestic laws and court
system can be circumvented.

An existing international commer-
cial arbitration system was selected 1o
hear the challenges, but the secrecy of
these proceedings was not changed 1o
accommodate the public character of
the challenges. The federal govern-
ment defends the case even il it is
against a local law, but it ism’t obligated
to make the challenge, the witnesses,
or even the outcome public knowl-
edge. Both parties must agree (o re-
lease information.

The federal defenders consult with
whichever government entity passed
the law, but states and localities have
1o access or input into the court pro-
ceedings unless the tribunal decides
to accept written briefs. This lack of
transparency and public access 1o a
court system, particularly one that is
challenging democratic legislation,
concerns government oflicials and cit-
izens alike.

The latest free trade agreement
draft suggests that these investor
rights could extend to domestic firms
as well. The Free Trade Area of the
Americas (FTAA), currently under ne-
gotiation, will include 34 countries in
the Americas. While NAFTA allows
foreign investors to sue a host-party
nation, the FTAA draft includes a do-
mestic investors right o sue for per-
formance requirements demanded by
its own government. This would allow
a U.S.
mestic courts by granting access 1o the
international tribunal (FTAA Second
Dralt Agreement, Chapter on Invest-
ment, Article 1).

Congress, through the Trade Act of
2002, constrained the USTR [rom
granting foreign investors rights
greater than those ol U.S. citizens.
Giving citizens a new avenue to take
state and local governments to inter-

citizen to circumvent the do-

national arbitrations as loreign in-
vestors was probably not a suggested
tactic for reaching equal rights.
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PUBLIC SERVICES SUBJECT
TO FREE TRADE

In the January 2000 issue of Public
Managemeni, Bob Stumberg and Bill
Schweke warned that economic devel-
opment, government purchasing,
consumer and eénvironmental protec-
tion, and working conditions were
some of the arenas that might he mod-
ified by the trade obligations.

Since then, the USTR has commit-
ted the United States 1o opening up to
free trade the [ollowing: the insurance
industry; such prolessions as law, ac-
counting, and engineering: and envi-
ronmental services, including testing,
wastewater treatment, and solid waste
removal. Fach of these industries can
only be regulated in accordance with
the GATS. and it is highly likely that
they will not be excluded from cover-
age by the FTAA unless asked by reg-
ulators and elected officials to do so.

I'he USTR seeks to liberalize bank-
ing. express delivery, and consumer
sectors like the Internet or cable net-
works (USTR 2003). Listed services
must treat foreign investors at least as
well as domestic providers, including
public providers. Many economic de-
velopment policies, zoning regula-
tions, and prolessional licensing and
recycled-content laws would be sub-
ject to challenge under this new agree-
ment (Stumberg and Schweke 2000).
Limitations on the number of branches
in an area, the size of stores, and store
hours may conflict with the rade ag-
greement as well as low interest loans,
tax incentives, and economic develop-
ment projects that aren’t available to
[oreign investors.

The expansion of [ree trade rules to
cover such traditional public services
as water, sewer, environmental protec-
tion, and education could require the
extension of public subsidies to foreign
competitors. United Parcel Service, [or
example, is currently suing the Cana-
dian Roval Post under NATTA. claim-
ing that it should have equal access 1o
the Royal Posts package routes, as
these constitute an unfair subsidy and
thus a barrier 1o free rade.

Under NAFTA, most public service
practices have not been challenged.
The proposed expansion in seryices

open to [ree rade under the FTAA and
GATS could make such suits more
common and wreak havoc on state and
local budgets. Once a public service
has heen opened to free trade, the price
for closing the market 1o foreign access
is to pay the investors what they would
have made had it remained open.

The USTR states that making this
payment is as simple as reimbursing
the disappointed investors for the
change in market access. While this
arrangement does seem procedurally
simple, the valuation of these rights
and the inability of public utilities and
other services to hear this financial
burden could be forbidding.

FREE TRADE GOALS
CONFLICT WITH
GOVERNMENT CHARTERS
Local and state governmenis are placed
in the diflicult position of wanting 1o
benefit from foreign investment through
expanded markets for their products
and services, However, because ol the
way in which the agreements have been
negotiated, local governments ability to
[unction as the guardian for its con-
stituents is being compromised, despite
the [act that the primary charter of state
and local government is to serve the
needs of residents,

Any trade agreement that benefits
foreign investors at the expense of the
local population is therefore at odds
with the traditional goals of state and
local government. Free trade agree-
ments substitute international stan-
dards for local democratic choice and
give enhanced property rights (com-
pensation for partial takings) o [or-
eign investors.

The domestic legislative and court
systems are undermined hy the use of
international arbitration panels that use
international standards and ignore local
laws and preferences (Grieder 2001).
The framework thal government actors
work within is circumvented and re-
placed by agreements negotiated, im-
plemented, and adjudicated by un-
elected administrative hodies
unlamiliar with local conditions.

Against this backdrop, some local
and state government actors and their
representative associations have passed




resolutions trying to gain access to
the free trade negotiation and dis-
pute resolution processes. The ma-
jority, however, seem unaware of
the breadth of the agreements and
the impact they may have on state
and local government procedures.

While a few states and several
counties and municipalities have
been actively communicating with
the USTR, the U.S. negouating
group, the majority have not en-
tered the debate at all. The most
controversial element of NAFTA,
Chapter 11 on investment, was
never discussed on the floor of Con-
gress or in the state legislatures,

The Western Governors Associ-
ation, the National Conlerence of
State Legislators, the National As-
sociation of Counties, the National
Association ol Attorneys General, and
the National League of Cities have
made public requests to the USTR and
to Congress for clarification of or pro-
tection [rom the treaty obligations.
These state and local representatives
are not antitrade but question the ne-
cessity of surrendering traditional
state and local powers. With few ex-
ceptions, these government associa-
tions are requesting more meaningful
participation in both the negotiations
and dispute resolution arenas.

ADDRESSING THE
DEMOCRATIC DEFICIT

There are two issues that are key o
the debate about the negotiations:
transparency and represemtation. A
democratic delicit in transparency is a
common characteristic ol the free
trade negotiations and dispute resolu-
tion process. These agreements are
written by nonelected ollicials (the
USTR) and special-interest represen-
tatives, primarily from industry, who
sit on 30 subcommittees.

Unlike domestic legislation, which
requires strict adherence 10 the sun-
shine law, there is no such openness
in trade negotiations. No record exists
of how often each advisory panel
meets with the USTR, who testifies,
what they say. or how it has affected
the dralting of the agreement text.

Because Congress has given the
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president trade promaotion authority,
members of Congress are limited to
90 days to review completed agree-
ments and 20 hours of debate before
deciding whether 1o vote the agree-
ment up or down. Congress cannot
modify the agreement in any manner.
For the FTAA in particular, the brevity
of this process makes it diflicult 1o
understand the influences that shaped
the document during the 10 years it
was being negotiated or to fully un-
derstand the impacts to current and
future legislation.

Although NAFTA is [inalized, the
extension of free trade to public serv-
ices proposed by FTAA is still under
discussion. The USTR considers its
approach 1o the negotiations innova-
tive, allowing the dralt agreements to
be seen by the general public and gov-
ernment representatives. This ap-
proach, it says. permits unprece-
dented dialogue and transparency.

Without an effective mechanism for
two-way communication. however,
seeing the draft text doesn't ensure in-
[ormed debate and public participation.
Most of the text is under negotiation,
so there is no way to tell which country
or group has suggested the options for
the final text. Because ol this uncertain-
ity, many in Congress are waiting for
the final draft before review.

The government of each participat-
ing country is represented in the nego-
tiations, but elected representatives are

not the actors most intimately in-
volved with this process. The USTR
is made up ol presidential ap-
pointees who coordinate advisory
panels that consist mostly of indus-
try representatives and a few civil-
society groups. Congress requires
that representatives from labor, en-
vironmental, and consumer groups
be involved in the process.

Most of the seats, however, are
filled with industry representatives
who actually dralt the text of the
agreerent. Members of the civil-so-
ciety committees have complained
that they do not meet often, and
when they do, they are given writ-
ten text on which 0 comment
(House Energy and Commerce
Committee 2003). Inquiries from

citizens and nongovernmental organi-
zations are seldom answered.

While the national government is
primarily responsible for negotiating
the agreements, state and local gov-
ernments will be obligated to abide by
them. This is why local and state gov-
ernments, through their associations,
are asking lor greater representation
in these dehates. They also are asking
for the governance mechanisms in
these agreements to be consistent
with established procedures under
U.S. constitutional and case law.

This consistency should include
respect for open government through
a public legislative and judicial review
process, direct representation of state
and local government interests, re-
spect lor state and local courts sys-
tems, and acceptance of standard defi-
nitions ol property and takings, as
based in the U.S. legal tradition.

The Tenth Amendment ol the Con-
stitution reserves o the states all powers
and duties not specilically given to the
federal government. Treaties are a tradi-
tional arena for federal authority. These
free trade agreements, however, are
expanding into areas at the core ol tradi-
tional state and local government au-
thority (Greider 2001). Local govern-
ments’ primary obligations are 1o ensure
the public well-being and to provide the
foundation for our democracy through
broad public participation.

To meet these responsibilities, the
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democratic deficit in these new f[ree
trade agreements must be rectified.
State and local governments recognize
the benefits of free trade, but they also
recognize their obligations to protect
the public well-being and 1o ensure
democracy. This is why so many state
and local governments are concerned.
For more information on the chal-
lenges to state and local authority
under the free trade agreements, visit
the Web site at htip:/government.
cce.cornell.edu. This site includes de-
scriptions of recent cases, the trade
agreements, and resolutions passed by
local government associations. PM

Mildred Warner is assistant professor, de-
partment of city and regional planning, Cor-
nell University, Ithaca, New York
(mew | 5@cornell.edu). jennifer Gerbasi is a
policy fellow at Georgetown University
Law Center, Washington, D.C. (jcg35@
law.georgetown.edu).

ACKNOWLEDGMENTS

This research was supported in part
by funds from the U.S, Department of
Agriculture National Research Initia-
tive to study privatization in local
government. The research and the
findings presented here are the sole
responsibility of the authors and may
not reflect the opinions of the funder.

SOURCES CITED

1. Eagle, 5. J. Regulatory Tukings, 2nd edi-
tion. Lexis Publishing (2001)

2. FTAA Official Web site, hitp//wwwv fraa-
alca.org: FTAA Second Dralt text available at
htpfwww. ltaaalca.org/Maadralt02/eng/dralt_e
asp

3. Gerbasi, | and M. Warner. “The Impact
of Internanonal Trade on State and Local Gov-
ernment Authority™ (2002), available at
hitp/government cce.cornell.edu

4. Gordon, M.C. Democracys New Chal
lenge: Globalization, Governance, and the Future
of American Federalism. Demos Publishing, N.Y
(2001

5. Greider, W

‘The Right and U.S. Trade

Law: Invalidating the 20th Century.” The Na-
tion (Octiober 15, 2001)

6. House Energy and Commerce Committee
(2003)

The significance of the Singapore and Chile frec

“Trade in Services and E-Commerce

trade agreements.” Hearing of the Commerce
Trade, and Consumer Protection Subcommittee
(May 8, 2003)

7. International Institute for Sustainable De-
velopment (1ISD), Public Rights, Public Prob-
lems: A guide to NAFTAS controversial chapter on
mvestor rights. Canada: World Wildhife Fund
(2001

8. Kay, |
on MTBES Hazards, Jury Finds.” San Francisco
Chromicle (April 17, 2002

9, NAFTA Official Web site, i‘lllp /www
nalta-sec-alena org/DelaultSite/home/

Two Qil Giants Deceived Public

index_c.aspx
10, Schweke, W., and R ‘The
Emerging Global Constitution: Why Local Gov-

Stumberg

ernments May Be Lelt Out” Public Management
(January 2000, pp. 4=10

11, United States Trade Representative
“Free Trade in Services.” Press release (March
31, 2003), available on the Web at htipi//us-
inloswate. gov/opical/econ/wio/03033103 him

Oflicial Web site, hup:/ www.ustr.gov

e

sl Prma

Your Electronic Assistant is Here
[

http://icma.org/elibrary

REATING EXCELLENCE TN LOCAL GOVERNHEN?'

| —
| Bpuo-h”

Proagiaem & Inbusm i

15848 ¢ Infastatine fuinueres | w-Uhesry
Search e-Library
r

® il eywards O any kepwand

Search ICMA'’s online infor-
mation clearinghouse and get
the information you need,
with access anytime you want.f

At TCHA
[FPTS ] Fery
| M g S 0wl ]y ey

Ceymurds

s

How would | create
an employee or
citizen survey?

To MNE jous pasesh, debect fram the tepicy listed below To seach all bogic s
whithed ad

O acawntinis

Caress Retdurces

O B citizens and Resdent Faticpetion —— HOW can | improve
Moo e Revtlooment | council-manager

a Counail-Manager Farm of Gavernment
O Dries o, 48— relations?

a Culurn, Lbrarier, and A
B enviranment

O erives

Before you hire a consultant,
consult ICMA’s e-Library:

v Easy search ow do | .
} ow do | create

¥ Topic specific Ta:-:mv)m 5] g.’.ﬁ‘:ﬁi'.ﬁﬁ:if:ﬁ'!’f:ﬁ::, _/ a benchmarking
v Over 5,000 documents: Clgac g::E“;::“E:E:SE":‘;E‘:‘:“:M%GLsurvey 4 y
forms, brochures, policies, 88:‘*’":0:::4:::: Resources |
plans, and guides in a search- BEe Salutr. Secunty, and Emacgency anspsment |
able database _DE:':‘;NM
E Technotogy :
e e )
The ICMA e-Library is available to ICMA members B
directly employed by local government and local gov- -
ernments subscribing to ICMA's InQuiry Service. icma.arg o

Public Management & March 2004




Copyright of Public Management (US) is the property of International City and its
content may not be copied or emailed to multiple sites or posted to a listserv without
the copyright holder's express written permission. However, users may print,
download, or email articles for individual use.



