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North American Free Trade Law

In previous chapters, we discussed principles of inter-
national trade law, including the General Agreement
on Tariffs and Trade (GATT) agreements, the role of
the World Trade Organization (WTOY), laws regulating
import competition and unfair trade, and laws govern-
ing access to foreign markets. We examined how the
growth of free trade principles, or trade liberalization,
has led to increased trade in goods and services and fos-
tered an environment for economic development and
globalization. That discussion focused on trade liberal-
ization at the global level. For example, we saw how the
principles of normal trade relations (NTR) are applied
globally: If a nation reduces the tariff rate on a product
imported from one NTR country, then it must auto-
matically and unconditionally apply that rate to similar
products imported from all NTR countries. Safegnards
are another example of trade regulation at the global
level. Increased tariffs temporarily imposed on a prod-
uct to protect or safeguard a domestic industry from
injury due to a flood of competing imports must be
applied globally to imports of similar products coming
from all WTO member countries and not just from a
select few.

Although the focus of our discussions, up to this
point in the book, has been on global trade, many
regional trade issues are equally as important. Countries
often enter trade agreements with each other that grant
lower tariffs and other trade privileges that are more
favorable than those granted to the rest of the world.
These agreements may create regional free trade areas
where goods and services can be bought and sold with
few or no tariffs or other trade restrictions. Some freec
trade areas also have special rules for the cross-border
movement of people, for protecting the environment of
the region, or for cooperation on workplace health and
safety issues. Regional trade areas might be created for
economic, political, foreign policy, or security reasons.
For example, the United States may enter into a free
trade agreement with a Latin American country par-
tially for economic reasons, but also with the hope that
it will slow the production of illegal narcotics and drugs.

Ied

However, the creation of free trade areas seems
inconsistent with the philosophy and objectives of
global free trade. After all, is it not protectionist if two
or more countries single themselves out for even lower
tariffs on goods traded between themselves than on
goods imported from countries outside the trading
area? Some supporters of global free trade would argue
that, indeed, it is protectionist. Others argue that any
effort to reduce trade barriers is a positive step, and
those efforts eventually will spread to other countries.
Moreover, regional agreements can address specific
social, economic, and political issues that are incapable
of being addressed globally.

This chapter examines the North American Free
Trade Agreement (NAFTA) among Canada, Mexico,
and the United States. These countries have agreed to
rules that give the goods and services of cach country
even more favorable treatment than that given to most
other WTD member countries. In addition to customs
and tariff regulations, the agreement also addresses
many broader issues of common concern, such as
cooperation on labor and environmental issues and

cross-border trucking,

THE PHILOSOPHY OF
ECONOMIC INTEGRATION

Of the numerous paradigms of economic integration,
some involve comprehensive economic integration,
while others are more limited in scope. The economic
union created in the United States upon ratification of
the Constitution in 1789 offers a good starting point for

analysis.
Federal Model

The U.5. Constitution is so justly celebrated for its
political attributes that its deeply economic character
is often overlooked. During the first years of American
independence, the states had different currencies and
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erected barriers against “imports. from other states.
The resulting economic calamity inspired the economic
provisions of the Constitution, a revolutionary com-
pact among the states through which the states agreed
to have their economies managed as a single unit by a
strengthened federal government. Under the Constitu-
tions Commerce Clause [Article [, Section 8, Clause 3),
the states gave the federal Congress the exclusive power
to manage trade among the states and with foreign
nations. The federal court system—established by the
Constitution’s Article [ll—has interpreted this Clause
as striking down any state law that would impede the
free interstate movement of goods or people or any state
law that would discriminate against businesses based in
other states. This effectively created a highly integrated
common market: the federal union.

Congress has used the Commerce Clause to grant
the federal government primacy in the regulation of
competition law issues. Article I, Section 8, Clause 5
gives the sole power of issuing currency to the federal
government. Congress used that power to create the
Federal Reserve System, which centrally controls the
nations monetary policy. Article Il of the Constitution
gives treaty-making power to the president, with Senate
consent, and Article L, Section 10 absolutely forbade the
states from entering into treaties. This concentrated all
control over commercial policy toward other nations,
expressed in international trade and customs trea-
ties, in the hands of the federal government. In short,
the loosely confederated American states united into a
tight customs union and gave the federal government
sweeping powers to create and regulate a vast common
market encompassing the continent. In the economic
arena, states retained control of legal areas in which the
fundamental rules came from the states” Anglo-Saxon
common-law tradition, such as contract and corporate
law and the regulation of insurance. Even in those areas,
the federal judiciary could review and strike down any
state law that impinged on the federal common market.

The American experiment is now more than
235 years old and has convincingly proved the economic
principle that completely eliminating commercial barri-
ers among political entities, by permitting businesses in
each to specialize in areas of competitive advantage and
create a larger market for the best products, economi-
cally benefits the citizens of all states that join the union.
Yet because such change necessarily brings short-term
harm to those who cannot compete in the larger mar-
ket, and those likely to be harmed inevitably have polit-
ical power, it has proved quite difficult for other nations
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to forge economic agreements on the scale of the U5,
Constitution. We will now review the attributes of other,
less comprehensive types of economic unions.

Free Trade Area

A free trade area (FTA) and a federal system represent
the two extreme ends on the continuum of integration.
An FTA develops when two or more countries agree to
eliminate or phase out customs duties and other bar-
riers to trade among the member countries. Because
only products originating in the FTA countries may be
shipped duty-free, there is no need for the countries to
have common commercial policies toward countries
outside the FTA. For example, because Japanese steel
imported into Mexico cannot be reimported duty-free
from Mexico to the United States, there is no need for
Mexico and the United States to place the same customs
duties on Japanese steel or have a common commercial
policy toward Japan. Free trade agreements vary greatly
in the degree to which FTA members have common
policies for regulating business in their countries. Nev-
ertheless, as with any system with common norms, an
FTA needs a good dispute settlement mechanism.

The United States is a party to many FTAs. Table 14.1
lists some of these FTAs,

Customs Union

A customs union is more ambitious in scope than an
FTA. In an FTA, there is free trade only in goods pro-
duced within the FTA. In a customs wnion, there is
free trade in all goods that come through any of the
union members, even imports from outside the cus-
toms union. Thus, Brazilian sugar imported into France
should move from France into fellow European Union
(EU) member state Germany just as freely as French
wine would. By contrast, Brazilian sugar imported into
Mexico may not freely move into the United States
under NAFTA, whose free trade area applies only to
products created in free trade area countries.

Because of this distinction, a customs union can only
function if all of its members agree to a common tariff
on imports from outside the union. Thus, the EU has
a commaon customs tariff and, under its operating trea-
tics, has the power to negotiate with other countries on
behalf of all member states. The United States cannot
negotiate with France over tariffs; it can only negotiate
with the ELJ as a whole. This structure ensures that no
outsider can gain an advantage by routing its impaorts
through one member state.
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[Tahla 14.1 FREE TRADE AGREEMENTS (2017}

COUNTRY EFFECTIVE DATE
lsrael 1985

Jordan 2002

Chile 2004
Ei.rl.ﬁ,l.pnr:' 2004
Australia 2005

Bahrain 2006

Costa Rica Parl ol CAFTA-DR 2006
Dominican Republic Part af CAFTA-DH 2006
El Sabvadar Part ol CAFTA-DR 2006
Guatemala Part of CAFTA-DR 2006
Honduras Parl al CAFTA-DR 2006
Nicaragua Fart of CAFTA-DE 2006
Morocon 2006

LUkman 2009

Pera 2009
Colambia 2011

Panama 2011

South Korea 2012

In turn, the need of a customs union to have a single
tariff policy for products from outside the union means
that the members of the union must arrive at other com-
mon policies. If they are to impose common tariffs on a
specific product, the member states must develop a con-
sistent policy toward that product. For example, European
nations have widely divergent interests in free entry of
agricultural products, yet they must establish a common
policy toward imported beef products from the United
States and Australia. Similarly, the need to agree ona
commaon tariff on products from a specific nation requires
a common commercial policy toward that nation, even
though the union members may have widely divergent
views toward the nation’s military or political policies.

Common Market

A common market, also called an econoric commumity,
goes further than a customs union. While a customs
union ensures the free movemnent of goods within the
union, a common market seeks to further facilitate free
competition within a group of nations. To do so, it pro-
tects the right of all enterprises and persons within the
area todo business, invest capital, and sell their services
anywhere within the area without discrimination on the
basis of national origin.

If they are to achieve free economic competition in
a common market, the members of the market must

establish certain common rules. If companies can com-
pete everywhere within a market, the member nations
must develop common policies and laws on what anti-
competitive behavior is and how to curb it. To prevent
national governments from unfairly favoring local
firms over those from other member states, the mem-
bers must develop rules on using tax dollars to subsi-
dize industries. 50 that manufacturing concerns will not
have a cost advantage in a particular nation, minimum
market-wide environmental and consumer protection
standards are appropriate.

For policy to be meaningful, it must be transtormed
into law. Its enforcement needs to be entrusted to a
court with jurisdiction and power to enforce its rulings
if the member states are to comply effectively with the
standards and laws. Without effective enforcement,
each member state can continue to operate its own pro-
tectionist barriers.

One way to substantially enhance commerce within
a multinational market is to eliminate currency risk
tor businesses within that market. This can only be
achieved by adoption of a common currency by all
actors within the market. Adopting a common currency
necessarily implies developing and maintaining a com-
mon monetary policy on things like how much of that
currency to release into the market and what short-term
interest rates to charge financial institutions. In addi-
tion, the member states need to agree on an institution
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that will protect and enforce that policy. The most sig-
nificant customs union and common market, the EU,

will be discussed in the next chapter.

Compatibility of Trade Areas with the WTO
and GATT

At first glance, the principles underlying the formation
of trade areas seem to contradict the basic principles of
the WTO and GATT, which require nondiscrimination
and reciprocity among all members. How can members
of an FTA or customs union treat those members more
favorably than other WTO members? Article XXIV of
the GATT states:

[Tl provisions of this Agreement shall not prevant, as between
the tarritones of contracting parties, the formation of a customs
umian or of a free-trade area . .., Prowided that: |a) with respact
to a customs undon, ... the duties and other regidations of com-
mesce mposed at the institution of any such unson . in respect
of trade with contracting parties not parties to such union ...
shall not on the whale be higher ar mone restrictive than the gen-
eral incidence of the duties and requlations of commernce appli-
cable in the constituent temitones prior to the formation of such

LI, . ...

This section has been used to lower the rates of
external tariffs within a trade area for the benefit of
non-FTA WTO members. This achieves the goals of
GATT for the benefit of WTD members.

THE NORTH AMERICAN FREE
TRADE AREA

The North American Free Trade Area is comprised of
Canada, Mexico, and the United States. These countries
have different economic and political systems as well as
different cultures, languages, geographies, and dimates.
Mevertheless, they have a long history of close economic
ties. Together they encompass the largest free trade area
in the world, with a market of about 481 million peo-
ple and a combined gross domestic product of more
than $21 trillion. (References to dollars in this chapter
are to ULS. dollars or their equivalent unless otherwise
noted.} The North American Free Trade Area was cre-
ated in 1994 after a heated political debate. Its purpose
was lo spur trade and investment in North America
and to improve the standard of living throughout the
continent. Proponents in the United States viewed the
creation of a free trade area in North America as a
means of increasing ULS. exports of goods and services
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to Mexico, while promoting investment in Mexico, job
creation, and economic growth. It was also seen as a
means of reinforcing political ties with Mexico, foster-
ing broader participation in democracy there, building
a stronger Mexican middle class, stabilizing swings in
the Mexican peso and Mexican economy, and stemming
illegal immigration. It was also hoped that Asian manu-
facturers would invest in Mexican plants to gain favor-
able access to markets in the United States and Canada.

Critics claimed that NAFTA would cause a tremen-
dous loss of manufacturing jobs in the United 5tates,
as well as hurt American agriculture. Perhaps the best-
known critic was former independent presidential can-
didate Ross Perot, who claimed that the people of the
United States would hear a “giant sucking sound™—the
sound of jobs leaving America for Mexico, where wages
were lower. It was also feared that American firms
would relocate to Mexico to take advantage of reduced
operating costs resulting from Mexico's lax labor and
environmental laws. Proponents countered that NAFTA
included “side agreements™ calling for cooperation on
labor and environmental issues.

In the United States, there was far greater concern
about entering into a free trade area with Mexico than
with Canada. While the US. and Canadian economies
were similar, and had already been linked by a U.5.-
Canadian free trade agreement since 1989, there were
and remain vast differences between the United States
and Mexico. The United States and Canada are in
advanced stages of economic development, with compa-
rable levels of productivity and per capita gross domes-
tic product. Canada and the United 5tates are far more
similar to each other than to their southern neighbor.

Mexico, on the other hand, is a developing country
with a per capita GDP that is approximately 30 per-
cent that of the United States, a poverty rate estimated
as high as 50 percent, and the highest income disparity
among Organization for Economic Cooperation and
Development (OECD) member states. Also, Mexico has
had a history of greater government controd over indus-
try, government ownership of key industrial sectors,
higher tariffs, and greater barriers to foreign investment
than has either the United States or Canada Despite the
controversy, the Morth American Free Trade Area was
created on January 1, 1994, by the North American Free
Trade Agreement (NATA). Nevertheless, the contro-
versy continues to the present time as demonstrated in
the bitter clashes regarding globalization in general, and
NAFTA in particular, in the 2016 presidential campaign
between Hillary Clinton and Donald Trump. Clashes
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regarding NAFTA continued after the election with the
Trump administration’s threats to renegotiate the free
trade agreement and impose tariffs on imports originat-
ing from Mexico. What, if any, proposals and amend-
ments originate from this controversy remain to be
seen, but it appears likely that some of NAFTAS terms
will be renegotiated.

CANADA-U.S.TRADE

Canada and the United States are each other’s largest
trading partners, with two-way trade in goods and ser-
vices totaling more than $662 billion in 2015. In 2015,
the United States exported $337.3 billion in goods and
services to Canada and imported $325.4 billion from
Canada. Of Canada’s total imports of goods, about
53 percent come from the United States, while almost
77 percent of Canadas exports of goods are destined
for the United States. This trade created a 511.9 billion
surplus in services trade for the United States and a
$15 billion deficit in goods for 2015. The largest cate-
gories of products traded between the countries are
automotive products, lumber, agricultural products,
oil and gas products, machinery, and industrial goods.
Canada has a population of 35 million (compared to
323 9 million in the United States).

Mexico—U.S. Trade

Twuo-way trade in goods and services between the United
States and Mexico totaled more than 3583 billion in
2015. In 2015, the United States exported $267.2 billion
in goods and services to Mexico and imported
$316.4 billion from Mexico. Of Mexicos total imports of
goods, about 48 percent come from the United States,
while almost 80 percent of Mexicos exports of goods
are destined for the United States. This trade created a
#9.2 hillion surplus in services trade for the United States
and a 358 billion deficit in goods for 2015. The largest
categories of products traded between the countries are
machinery, agricultural products, and industrial goods.
Today, most Mexican produocts enter the United
States duty-free or at a very low tariff rate. Most U5,
poods enter Mexico duty-free. Mexico offers US. firms
low production costs, plentiful labor, easy transpor-
tation to the U.5. market, employees who respect and
want to work for ULS. firms, and consumers that respect
LS. product brand names. Mexicos population is more
than 121 million people, with almost three-quarters liv-

ing in urban areas.

Until the mid-1980s, Mexico had a tightly con-
trolled and protected economy. Its policies restricted
imports and discouraged foreign investment. Many
key industries were (and some remain) in the hands of
government-owned monopolies. Foreign companies
that wanted to do business there had to break through
a mass of government bureaucracy, red tape, trade bar-
riers, corruption, and outdated highway, transportation,
and telecommunications infrastructures. Hampered
by inefficient industries, Mexico during the 1970s and
carly 1980s suffered low productivity, staggering rates
of inflation (as high as several hundred percent a year).
and overwhelming foreign debt. Its foreign income was
almost totally dependent on exports of oil and petro-
leum products.

New government policies in the late 1980s and
19905 opened the Mexican economy to trade and pri-
vate immvestment. In 2000, Mexico announced that it
had signed a trade agreement with the EU allowing
European products to enter Mexico at reduced tariff
rates. Privatization and deregulation also continued
into this decade. Railroads, airports, natural gas trans-
portation, telephone companies, banks, and power gen-
eration have all benefited from privatization. As a result
of an influx of foreign capital, technology, and manage-
ment skills, Mexican companies have become far more
efficient. Mexican-made products have improved in
quality and are now competitive in world markets. By
2004, inflation was down to the single-digit range and
unemployment was at an all-time low, and these trends
have largely continued. As a result, Mexico has become
less dependent on oil exports and now has a more
broadly based economy. It is safe to say that much of
Mexicos economic success since 1993 has been attrib-
utable to political and economic reform and to factors
other than just NAFTA.

The United 5States has considerable cross-border
investment in both Canada and Mexico. The United
States has more than $386 billion in foreign direct
investment in Canada and more than 5107 billion in
Mexico. Canadian foreign direct investment in the
United States is more than 5261 billion. Mexican for-
cign direct investment in the United 5tates is consider-
ably smaller at more than $17 billion.

The North American Free Trade Agreement

The North American Free Trade Agreement (NAFTA)
created a free trade area between Canada, Mexico,
and the United States on January 1, 1994, NAFTA is
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not 2 customs union or common market like the ELL
On trade issues, the EU deals with other countrics as
outsiders and represents its members in trade negoti-
ations at the WTO. NAFTA does not. MAFTA instead
fosters trade and investrnent among Canada, Mexico,
and the United States by reducing tariffs and nontariff
barriers. It also facilitates transportation of goods, pro-
vision of services, and financial transactions among the
three countries. Each country continues to maintain its
own tariff rates applicable to imports from outside the
arca. (Actually, NAFTA countries adopted a common
external tariff on certain computer parts in 2004, but
MAFTA is still not considered a customs union_ ) Each
country continues to establish its own economic poli-
cies and represents itself in the WTO system.

Long before NAFTA existed, many Mexican goods
shipped to the United 5tates were already receiving spe-
cial tariff preferences under the Generalized System
of Preferences (GSP), which were available to selected
products imported from any qualified developing coun-
try. Under the G5PF, many Mexican products already
gualified for either a low tariff or no tariff at all. Can-
ada offered similar preferences for Mexican goods. The
purpose of these programs was to encourage trade with
developing countries to aid in their economic growth.
However, the impact of NAFTA is much broader and
much more important than GSP preferences.

Survey of NAFTA's Coverage. Historically, trade
agreements focused on the lowering of tariffs, but
MNAFTA is a trade agreement that does more than just
eliminate duties between Canada, Mexico, and the
United 5tates. It liberalizes trade in goods and services,
contains specific provisions for protecting intellectual
property rights, makes cross-border investment eas-
ier, and protects the interests of foreign investors from
arbitrary government action. It allows easier access for
commercial trucks and for business travel between the
countries. NAFTA encourages cooperation between
governments on antitrust policy dealing with monopo-
lies and unfair methods of competition, worker safety,
child labor, and environmental protection. Thus,
MNAFTA is far broader in scope than most typical trade
or investment agreements. Only the EU treaties and per-
haps the WTO system are as broad in scope as NAFTA.

NAFTA Trade and Tariff Provisions. NAFTAS basic
trade and tariff provisions are patterned after and sim-
ilar to those contained within the WTO system. Simi-
larities include national treatment, nondiscrimination,

Chapter 14: North American Free Trade Law 369

tariff reduction, and elimination of nontariff barriers.
NAFTA tariff preferences only apply if the goods are of
North American origin, and as we will see in the next
section, this requires that you learn how to use the com-
plex rules of origin. NAFTA set a limit of 15 years for
the gradual phasing out of tariffs on goods that origi-
nated in North America. On January 1, 2008, all normal
tariffs on goods originating and traded between Can-
ada, Mexico, and the United 5tates were eliminated.

National Treatment

NAFTA® national treatment principle is similar to that
found in the WTO system. [t states that once goods
arrive from another NAFTA country, they must be
treated without discrimination and no differently than
domestically made goods. For example, the United States
cannot require that only Mexican-made beer contain a
certain alcohol content without setting the same stan-
dard for ULS.-brewed beer. Of course, the rule has wide
application to all U5, laws, regulations, and taxes and to a
wide range of goods. This provision also applies to regu-
lations of individual LS. states and Canadian provinces.

Elimination of Nontariff Barriers. Most quotas,
import licenses, and other barriers have been elim-
inated. Of course, each country may impose import
restrictions to protect human, animal, or plant life or
the environment. Other special rules permit greater
restrictions in key economic sectors, including automao-
biles, agriculture, energy, and textiles.

NAFTA prohibits new export taxes on goods,
unless the taxes are also applied to similar goods sold
for domestic consumption. Costoms user fees—fees
imposed on importers to help fund the cost of customs
enforcement and port services—were eliminated by
1999 WAFTA also addresses issues related to costoms
administration, the public disclosure of customs regu-
lations, fairness-in-labeling requirements for products,
and other barrers to trade.

Confinwing Nontariff Barriers. Despite NAFTA,
Mexico, Canada, and the United 5tates have all been
accused of maintaining nontariff barriers. Following are
some examples of trade problems that continue.

The United States argues that Mexico has found
other ways to block or slow down ULS. imports. Mexico
has imposed antidumping duties and safeguards on
agriculture and chemical products. It employs bur-
densome customs procedures that make it difficult for
LS. firms to export to Mexico. ULS. firms complain
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that regulations change without notice and are applied
unfairly toward Americans. Some types of goods can
only be entered through certain ports. Goods with
counterfeit U.S. trademarks easily pass into Mexico
without inspection at the border. Mexico has used sani-
tary and phytosanitary provisions to keep out US. farm
products, even when health and safety were not at stake.
For instance, it imposed agricultural inspections at the
border, instead of in the United States at the time of
packing, resulting in long delays. Some shipments were
turned back at the border for mere typographical errors.

Similarly, in the 2015 National Trade Estimate Report,
prepared by the Office of the ULS. Trade Representative
(USTR), the United States alleges that Canada contin-
ues to maintain compositional standards for raw milk
used in cheesemaking that severely limits US. access
to the Canadian market. The importation of fresh or
processed fruits and vegetables in packages exceed-
ing standard package sizes, varietal controls on grains,
warchousing policies applicable to alcoholic beverages,
and limitations on the sale of foods fortified with min-
erals and vitamins remain as nontariff barriers to U.5.
products. A new concern relates to the impact of the
geographical indications restrictions on 170 foodstuffs
and beverages contained within the Canada- European
Union Comprehensive Economic and Trade Agreement
entered into in August 2014

The Canadian government continues to restrict LIS,
content in broadcasting media. Conventional over-the-
air broadcasters must ensure that 60 percent of their
overall broadcast time and 50 percent during evening
hours consists of Canadian programs (this requirement
is more than 50 percent of the channels received for
cable television and direct television broadcast services).
Thirty-five percent of popular musical selections broad-
cast on radio must qualify as Canadian. Even Canadian
residents traveling to the United States are restricted in
their access to LS. goods. There is no duty-free allow-
ance for Canadian residents visiting the United States for
fewer than 24 hours. Residents visiting for more than 24
hours and those visiting for 48 hours are allowed C$200

and C3800 in duty-free goods, respectively.

RULES OF ORIGIN

MNAFTA tariff rates apply only to articles that originate
in Canada, Mexico, or the United 5tates. A foreign
product cannot simply be channeled through one North
American country for sale in another North American

country to avoid the payment of duties. For example,
European or Asian products cannot be brought into
Canada and then imported duty-free into the United
States as a product of Canada. In order to know which
products qualify for NAFTAs duty-free treatment, one
must consult the applicable rule of origin.

Rules of origin are a cnitical issue to importers and
exporters. They offer the sole way to determine the rate
of duty or even quotas that might apply to the product
being bought or sold.

Ounly goods that qualify under NAFTAS rules of ori-
gin can obtain NAFTA tariff rates. The most important
general rules are (1) the goods must be wholly produced
or obtained in Canada, Mexico, or the United States and
{2) the goods may contain non-originating inputs (com-
ponents or raw materials), but must meet the regional
value content requirements or the tariff shift rules of
origin found in Annex 401 of the NAFTA agreement.

Goods Wholly Produced or Obtained in
North America

MAFTA applies to goods wholly produced or obtained
in North America. These goods may not contain any
non-North American parts or materials. NAFTA Arti-
cle 415 states that the qualifications apply only to min-
erals mined in North America, vegetables grown in
MNorth America, live animals born and raised in North
America, fish and fish products, waste, and scrap
derived from production in North America. "Produced
or obtained” does not mean “purchased.” The defini-
tion also includes goods produced in North America
exclusively from the raw materials just mentioned. Thus,
NAFTA applies to coal mined in Tennessee, lead mined
in Canada, cotton grown in Mississippi, and cattle born
in Mexico and raised in Mexico or Texas. It also incdudes
silver jewelry made in Arizona from silver mined in
Mexico and taco shells made in Mexico entirely from
corn grown in lowa. The producer, however, must be
able to trace all inputs to raw materials mined, grown, or
born im North America.

Annex 401 Tariff Shift Rule of Origin

The substantial transformation test is used to deter-
mine the country of origin of goods imported into the
United States when the goods are produced or assem-
bled in more than one country. This test is difficult
to apply, and different courts often come up with dif-
ferent results. The variation in court decisions leads
to great uncertainty in applying the test to any given
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case and complicates importers’ sourcing decisions.
NAFTA avoids this problem by setting out a simpler
rule for when a foreign or non-North American prod-
uct is “transformed” into a product of North America.
NAFTA substitutes a tariff dassification change for the
vague substantial transformation test. When non-North
American goods or materials are brought into a NAFTA
country, they can be transformed into a product of
MNorth America as long as each non-North American
input undergoes a tariff classification change as spec-
ificd in MAFTA Annex 401. The Annex 401 rules of
origin may be based on a change in fariff classification,
a regional value-content requirement, or both, depend-
ing on the requirements for that particular product.
This is known as the tariff shift rule. Annex 401 rules
can be found in the General Notes of the Harmonized
Tariff Schedules.

Changes in Tariff Classification. To know if a prod-
uct imported into the United States has undergone a
change in tariff dassification, you must refer to the
General Notes found at the beginning of the Harmo-
nized Tariff Schedules (HTS) of the United States. The
following example demonstrates how a product’s tarff
classification can change.

The harmonized system breaks down product clas-
sifications into ten digits. Countries that have adopted
the HTS system have "harmonized” their classification
of products internationally at the subheading level.
After the first six digits, each country assigns its own
numbers. For example, a down-filled comforter (HTS
9404 90.85) is classified in Chapter 94 (which covers
a conglomerate of unrelated manufactured articles,
including furniture), heading 9404 (covering bedding
and similar furnishings, stuffed), subheading 9404.90
(other than sleeping bags), and tariff item 9404.90.85
(down-filled comforters).

To determine the import duty on a North American
product, you must know the product’s tariff classifi-
cation at the subheading level. Imagine that you are
in the business of making goose down comforters in
the United States and Canada. You import unfilled
cotton comforter shells from China and goose down
fill from Europe. You want to know the U.5. rate of
duty on the finished down comforters made at your
Canadian plant. You also want to know the correct
country-of-origin label to put on the comforter. 5o,
you consult the HTSUS. Your main “non-originating
inputs” are the European down (subheading 0505.10)
and the cotton shell (subheading 6307_90). You also
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know that the finished comforter is classified under
subheading 9404.90. You find the Gemeral Notes that
contain the NAFTA tanff shift rules and read the
following:
& change to subheading 240450 from any other chapter, sxcept
fram headings 5007, 5111 through 5113, 5208 through 5212,
5309 thrawgh 5311, 5407 through 5408 or 5512 through 5516.

Because the non-originating components, the
down fill and the unfilled shell, are not in Chapter
94 and are not within any of the exceptions specified,
they gualify as having undergone a tariff shift when
they are changed to subheading 9404.90. Thus, we
have learned that the finished down comforter may be
assembled in Canada and shipped to the United States
under the rate for Canadian-made comforters and are
not subject to any quotas on comforters of Chinese
origin (and if we do a little more research we would
learn that the comforter can be labeled "Made in
Canada™). But suppose we had instead imported Chi-
nese-made cotton fabric and sewed it into an unfilled
shell in Canada, filled it with down, and shipped it
to the United States. Ironically, the fabric itself falls
within subheading 5208 through 5212, and, according
to the exceptions to the above rule, would nof amount
to a qualified tariff shift.

Mow, consider pastries that are made in Canada for
shipment to the United 5tates. Pastries, breads, cakes,
and biscuits fall under subheading 1905.90. Assume
their only non-North American input is flour imported
from Europe. The rule of origin for pastries in head-
ing 1905 states that the itern will be treated as a North
American product if it undergoes A change to head-
ing 1905 from any other chapter” The pastries would
qualify for NAFTA tariff treatment becanse the Euro-
pean-made Hour was dassified outside of HTS Chapter
19. However, the baker must be careful. If the pastries
had been made from a prepared mix (containing flour,
shortening, sugar, baking powder, etc.), they would not
qualify as a North American product becanse mixes are
classified under Chapter 19, the same chapter as the
pastries themselves.

Regional Value Content Requirement. For most
products undergoing a transformation in North
America, the rule of origin will be based on its tariff
classification. In limited cases, NAFTA requires a speci-
fied amount of regional valoe content (a similar rule is
used for trade in automobiles and parts). For example, a
rule might require that at least 50 percent of the value of
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a finished product be North American. Regional value
may be calculated either by transaction value or net cost
methods. Transaction value is the price actually paid for
a good. The net cost method removes sales and mar-
keting costs, shipping costs, and certain other expenses
from the calculation. The value of non-North American
materials is then subtracted from the total cost of the
product. Usnally the regional value content must be at
least 60 percent for the transaction value method and
at least 50 percent for the net cost method. The value of
packaging materials and containers in which a product
is packaged for retail sale must be taken into account as
cither Morth American or non-North Amencan materi-
als, as the case may be.

Transaction Value Formula
RVC = TV - VAM %100
™
Mt Cost Formula
BVC = —MC_ VM w100
MC

RVC = Percent regional value content
TV = Transaction value of good, FOB basis
VNM = Value of non-originating material

NC = Net cost of good

The importer may generally choose which method
it wants to use. (For an example of the calculations, see
Exhibit 14.1.) For automobiles and auto parts, however,
only the net cost method may be used.

Goods with Minimal Amounts of Non-North American
Materials. [If the amount of non-MNorth American
materials in a finished product is minimal (defined
as less than 7 percent of the total cost of the product),
the product will still be eligible for NAFTA tariff rates.
Thaus, if Japanese thread is used to sew together the

sleeves on an otherwise 100 percent Mexican-made

jacket, and the thread is less than 7 percent of the total
cost of the jacket, the finished jacket can be exported to
Canada or the United States under NAFTA tariff rates.

The NAFTA Certificate of Origin

A MAFTA certificate of origin, or CO (see Exhibit
14.2), is required for all shipments moving among
the United States, Canada, and Mexico. It certifies
that the goods qualify as having originated in North

America for purposes of preferential tariff treatment
under NAFTA. COs are required for all commercial
shipments entering the United States where the total
line item value for a good (not the total shipment
value) is more than §1,000. For goods below these val-
ues, the invoice must state that the goods qualify as
an originating good for purposes of preferential tar-
iff treatment under NAFTA. A CO may cover a single
shipment or it may be a blanket certificate that covers
multiple shipments of identical goods. A CO is not
required for temporary imports, such as those sent for
repair or servicing. COs are not required for noncom-
mercial shipments.

[t is the responsibility of the exporter to provide
a CO to the importer. The CO may be prepared by
the exporter or by the exporters customs agent with
a written power of attorney. Frequently, the exporter
is not the actual producer of the goods (as in cases
where the exporter is a distributor or other intermedi-
ary). In this case, the exporter may complete and sign
the certificate only with knowledge that the goods in
fact originated in North America or if the producer
has provided a written statement to that effect. An
exporter that does not want to disclose the producer’s
identity to the importer may state that the producer’s
name is “available to Costoms on request” (see field 3,
Exhibit 14.2). It is unlawful to prepare or present a CO
that is known to be false, inaccurate, or incorrect. If
the preparer discovers an error in the certificate, it
must be corrected within 30 days, with written notice
of the corrections sent to all parties. COs may be
completed in the language of either the exporting or
Importing country.

When completing the CO, follow the rules carefully:
LS. Customs and Border Protection Form 434 contains
instructions on the reverse side (not reproduced here).
Field 7 (Preference Criterion) requires a letter code indi-
cating the reason why the goods are entitled to NAFTA
treatment (ic.. that "wholly they may meet one of the
rules of origin™). The form looks simple, but it is not
intuitive, so caution must be used in preparing it.

LL5. importers must actually be in possession of
an original CO before making entry or claiming the
MAFTA tariff rate. If the importer does not have the
certificate, the claim will be denied and penalties can

be assessed. Faxed copies are accepted as originals. An
importer who discovers errors in a certificate must

notify Customs in writing within 30 days and pay any
additional duties owed as a result. The importer must
keep the certificate on file for five years.

Cogrgmipll IS Cangads Leaming. S0 Rghs Rosarvdd Yy ned Dl orpiod, SCEnn e, oF Ml 3500, 0 ok ar oo pe. WK 022002073

Page |372 |




Library | . Bac!

116%

Page 373 | of 636

g @ 0

Chapter 14: North American Free Trade Law 373

Prodoct: Wooden Ferniture {(HS # 940350

Bule of Origin:

a} 60 percent where the transaction value is used, or
b} 50 percent where the net cost method is used ™

tariff shift and regional value content requirement.

The second option has two components—a tariff hift

Rules of Origin Example
Mon-North American Inpuits: Parts of furniture classified in $403.90

"A change 1o subhesding 9403.10 through 9403 B9 from any other chapter; of
A change to subheading 940310 through 9403.89 from subheading 9403.90, provided there is a regional valise content of not
less than:

Wooden furniture can qualify for NAFTA tariff preference under two scenarios—a taniff shift, or a combination of a

The first option—the tarlff shifi rule—requires that all non-originating inpuis be dassified outside of HS Chapler 94 {(furnituse

and bedding). Since the non-originating inputs [furniture parcis) are dassified in Chapter 94 (subheading %403 90, then the prod-
vt cannol gualify based on tanfl shift. However, it may still qualify based on the second part of the rale.

requirement is satisfied since the non-originating tnput {furniture parts) is classified in subhesding 940390 a3 specified by the
rule. The prodoct must meet its regional value content requirement using the transaction value or the nel cost methodology.

Given the following values, furniture gualifies for NAFTA tanifl preference using the net cost methodology. The calculation is

and a regiomal value content requirement. The tariff shift

Good does not qualify under transaction value method
becanse it does not have af least 60 percent fegional value
comtent.

Source: US. Department of Commerce, 1995 as updated 2016.

found below, with the following exaniple.

Producer’s Met Cost $182.00 each (not incleding shipping, packing royalties, etc.)
Transacton Value S200.00 each piece

Walue of Nop-Originating Parts S0.00

Transaction Value Method et Cost Method

{200 — ) (182 — 90}

e o 1] = 55 T}flm-fﬂj

Good qualifies under net cost regional value requirement
because it has at keast a 50 percent regional value content.

Standards and Technical Barriers to Trade

All countries can maintain product regulations to pro-
tect public health, consumer safety, the environment,
and areas of public welfare. However, NAFTA encour-
ages that standards and technical regulations not be
used as a nontariff barrier. For instance, Mexico can-
not set unnecessary technical regulations and long,
drawn-out approval processes for the sale of telecom-
munications equipment only to discourage entry to the
Mexican market by US. or Canadian firms. Technical

requirements for telecommunications equipment such
as telephones may only require that the equipment not
harm the telephone network in order to be approved for
use or sale. Standards can be set for energy efficiency in
appliances, safety in automobiles, or chemical additives
in food. NAFTA requires that each country notify the
others when the development of a technical regulation
or standard begins, give public notice of the proposed
regulations, and provide a 60-day comment period for
interested firms or individuals to submit their argu-
ments and concerns.
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NAFTA Certificate of Origin
LS. DEPARTMENT OF HOMELAND SECURITY g
Burean of Costoms and Border Protection Sex hck: of Sorm. for Fapersurk Kofuc-
tarn oot ol o
BNORTH AMERICAN FREE TRADE AGREEMENT
M skt i e CERTIFICATE OF ORIGIN
19CFR 181.11, 181.22 Bl of Ludny J Asr Warvbill Mo 2
L. EXPORTER MAME AN ADDEESS 2. BLAWEET PERIOD
P R
3. PRODUCER NAME AND ADDRESS 4 IMPORTER NAME AND ADDRESS
TAX IDENTIFICATION NUMBER: TAX IDENTIFICATION NMUMBER:
- a . .8 - L
DESCRIPTION OF GOOD{S) HS TARIPE PREFERENCE | PRODUCER | NETCOST | COUNTRY
CLASSIFICATION | CRITERION OF ORIGIN
RLMEER

1 CERTIFY THAT:

s THE INFOSMATION O3 THIS DOCUMENT IS THUE AND ACCURATE AND I ASSUME THE RESPOMSIRILITY POR PROVING SUCH
HEPRESENTATIONS.

| UNDERSTAND THAT | AM LIABLE BOR ANY PALSE STATEMENTS (R MATERLAL OMISSIONS MADECN OR IN CONNECTION WITH
THIS DOCUMENT,

* | AGREE TO MAINTATN AND PRESENT UPON REQUEST, DOCUMENTATION NECESARY TO SUPRORT THIS CERTIFICATE, AND
TO INFORM, 1IN WRITTHG, ALL PERSONS TO WHOM THE CERTIFICATE Was GIVEN OF ANY CHANGES THAT COULD AFFECT THE
ACCURACY OR YALIDITY OF THIS CERTIFICATE:

*  THE GOODS ORIGIMATED IN THE TERRITORY OF ONE 08 MORE OF THE PARTIES, AND COMPLY WITH THE ORIGIN REQLIRE-
MENTES SPECIFIED FOR THOSE GOODS B THE NORTH AMERICAN FREE THADE AGREEMENT AMD UNLESS SPECIFICALLY
EXEMETED IN ARTICLE 411 OH ANNEX £01, THERE HAS BEEN MO FURTHER PRODUCTION OR ANY OTHER OPERATION OUTSIDE
THE TERRITORIES OF THE PARTIES AND

" mmmmm{;}mjmmmmamam
11a AUTHOSIZED SIGNATURE 11k OOMPANT
10, SASE [Brimi o Tipe) 1d TITLE
11 DATE (MADINETTYY) 13 11g. E-MIAIL PFLEASE REMOVE THIS BOX!

TELEFHOME
MWUMBEER
CBP Form 434 (11/16)
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Standards and technical regulations in Mexico are
called mormas. Normas are either mandatory—the
Normas Oficiales Mexicanas, or “official norms™—or
voluntary, known simply as Normas Mexicanas, They
are drafted by dozens of committees operating under
the aegis of the Mexican Ministry of the Economy,
the Secrefaria de Economia (formerly the Secretaria
de Comercio y Formento Industrial). Normas are pub-
lished in the Diario Oficial de la Federacidon, which
is similar to the Federal Register in the United States.
Mexico has hundreds of mandatory standards and
more than 6,000 voluntary ones. Many US. exporters
argue that these are really used to discourage the sale
of their goods in Mexico. Other examples include lack
of notification to U.5. parties before changing regu-
lations and inconsistency with which customs agents
apply the law.

Marking and Labeling Rules

The country-of-origin marking and labeling rules
are sct out in Annex 311 to NAFTA and enacted
in the national customs regulations of the United
States, Canada, and Mexico. The rules are not uni-
form among the three countries. The country-of-or-
igin rules for marking and labeling goods are not the
same rules that determine the country of origin for
tariff purposes. It is actually possible for an item to be
deemed a product of a NAFTA country for marking
purposes without being eligible for lowered NAFTA
tariff rates.

In an important case, the U.5. Court of Appeals
held in Bestfoods v. United States, 165 E3d 1371 (Fed.
Cir. 1999), that only Annex 311 principles apply to
NAFTA imports. The case was strongly argued by the
maker of "Skippy” brand peanut butter, who wanted
to be sure that its well-known "all- American” product
obtained a "Made in US5.A" label. The peanut butter
was made in the United 5tates from “peanut shurry™—
a gritty, peanut-based paste—imported from Canada.
Bestfoods argued that it should be allowed to label
“Skippy” as "Made in US A" because the US. pro-
cess substantially transformed the peanut slurry
into a product with a "new name, character, or use”
However, the court held that NAFTA Annex 311
replaced the old “name, character, or use” test for
North American trade. A reading of Annex 311 shows
that the processing of Canadian (or Mexican) peanut
slurry into peamut butter in the United 5States does not
result in the type of tariff change that would transform
the slurry into a ULS. prodoct.

Chapter 14: North American Free Trade Law 375

Mexicos marking and labeling requirements have
been controversial. The Normas Oficiales Mexicanas
contains specific labeling requirements for certain prod-
ucts {e.g., appliances, electronics, textiles, and food
products). All others fall into more general require-
ments. Mexico's labeling requirements are strict and
often burdensome to ULS. and Canadian exporters. The
cost of compliance is often so difficult that many small
exporters cannot afford to sell their products in Mexico.
Mexico has dictated the content, form, size, and even
the appearance of product labels. The Spanish-language
labels must include the generic name of the product, the
name and address of the importer and exporter, the con-
tents, and the country of origin. Instructions and warn-
ings as to usc and care of the prodoct may be endosed
separately, but an invitation to read them must appear
on the label. Product warranties must be clearly stated.
However, in March 2011, the Mexican government
announced a simplified labeling procedure for certain
food and beverage products in border areas. These pro-
cedures exempted specified products from the Span-
ish-langnage requirement within designated “special
rones within the border regions. However, there are
several required disclosures that must be included on
such labels as well as required filings with the Mexican

government.

Items Not Requiring Marks. Annex 311 exempts
certain items from marking requirements: items
incapable of being marked, items that would be
injored by marking, items that cannot be marked
except at a cost disproportional to the cost of the
goods, items in containers that indicate the country
of origin to the ultimate purchaser, crude or bulk
materials, personal items for use by the importer
and not intended for sale, items produced more than
20 years prior to importation, original works of art,

and a few others.

TRADE IN GOODS: SECTORAL
ISSUES

Sectoral issues are issues of concern to a particular
industrial, agricultural, or service sector of the econ-
omy. Examples might be automobile manufacturing
and assembly, telecommunications, agriculture, or
financial services. NAFTA has specific provisions that
reduce tariffs and liberalize trade and investment in
these and other sectors. The most important and most
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controversial industry in North American trade rela-
tions is motor vehicles and parts.

Trade in Motor Vehicles and Parts

Perhaps no other sector has been affected by NAFTA
as much as the automobile industry. Mexico had long
tried to manage its automobile industry through strict
trade and investment restrictions. For instance, prior
to MAFTA, automobiles sold in Mexico had to con-
tain a minimum of 36 percent Mexican-made parts.
Taritfs were 20 percent on cars imported into Mexico
and 13.2 percent on automaobile parts {as compared to a
2.5 percent tariff on the import of Mexican-made cars
into the United States). The result was a Mexican auto
parts industry that was largely inefficient and noncom-
petitive in world markets. Of course, many modern auto-
motive parts and assembly plants in Mexico are owned
and operated by U5, European, and Japanese firms.
As discussed later in this chapter, cars assembled there
cannot be released for sale into Mexico without meeting
Mexican customs regulations and without the payment
of duties. Cars assembled there from ULS. parts can only
be returned to the United States at lowered tariff rates if
they mieet the strict requirements of ULS. customs law.
Canada and the United States eliminated duties
on each other’s antomobiles even prior to NAFTA. By
2004, all three countries had eliminated tariffs and
restrictions on automobiles, trucks, buses, and auto-
motive parts originating in North America. However,
restrictions on the cross-border trade in used cars will

continue for many years to come.

Special Rules of Origin for Automobiles. To qualify
for duty-free treatment, a motor vehicle that is made
or assembled in North America must contain a speci-
fied percentage of North American content. For motor
vehicles, these rules supersede the regional value con-
tent rules for other products, discussed earlier in the
chapter.

Beginning in 2002, the content requirement for
passenger cars rose to 62.5 percent. The same con-
tent requirements apply to engines and transmissions
for these vehicles. Compliance with the rules requires
complex calculations and the tracing of component
parts throughout the supply chain. One of the major
purposes of local content rules has been to encourage
investment in North America. For example, Japanese
manufacturers found it more efficient to build vehicles
in North America than in Japan, in order to meet the
North American content requirements.

Trade in Textiles and Apparel

The NAFTA textile provisions are of major significance
because of the ULS. position as a major textile importer
(with a large domestic industry arguing for protection
from low-cost imports) and the role of Mexican plants
in assembling apparel for sale in the United States. Prior
to NAFTA, imports of Mexican textiles and apparel
were limited by quotas in the United States and Canada.
Mexico also had 20 percent tariffs on US. textile prod-
ucts. By 2004, Canada, Mexico, and the United States
had phased out all quotas and tariffs on textile and
apparel goods that meet the North American rules of
origin. Now, textile quotas can only be used as a tempo-
rary safeguard in “emergency” sitnations.

There are specific rules of origin covering trade in
textiles. They are complex and arcane, based largely on
political considerations. Even the most experienced tex-
tile manufacturers and importers require an expert cus-
toms attorney and customs broker to move textiles and
apparel across borders in North America.

With the expiration of the WTO Agreement on Tex-
tiles and Clothing in 2005 and the end of textile quotas
and most trade restrictions at the global level (other
than temporary safeguards), Chinese plants have rap-
idly begun to take the textile and apparel business
away from plants in Mexico, the Caribbean, and Cen-
tral America. China has quickly become the world’s
leader in low-cost textile production and is the largest
supplier of textiles and appare] to the United States,
Europe, and Japan. The international textile industry

will surely undergo many more changes in the com-

ing years.
Trade in Agriculture

Trade in agricultural products between the United
States and Canada totaled more than 346 billion in
2015 according to the USTR. The United States bought
522 billion of agricultural goods from Canada, which
made Canada the United States” largest supplier of
agricultural imports. U.S. agricultural exports to Can-
ada in 2015 were 524 billion, which made Canada the
United States’ largest agricultural market. Agricultural
trade between the United States and Mexico is equally
impressive. Mexico was the United 5States” third larg-
est agricultural export market with sales in excess of
518 billion in 2015. U.5. imports of agricultural prod-
ucts from Mexico totaled 321 billion, which made
Mexico the United States’ second largest supplier of
agricultoral imports after Canada in 2015.
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Prior to NAFTA, Mexico only permitted the import
of U.5. agricultural products under a strict licensing
scheme. Agricultural products were also protected by
high tariff rates. The most sensitive products were corn,
beans, sugar, powdered milk, and corn syrup, among
many others. The United States also maintained protec-
tion on a variety of Mexican fruits and vegetable prod-
ucts intended to protect American farmers. NAFTA
required an end to Mexico’s licensing of agricultural
imports and a phased-out end to tariffs. All tariffs on
agricultural products originating in North America
were climinated by January 1, 2008. The 2008 deadline
caused widespread protests throughout Mexico and
remains controversial. Although large-scale Ameri-
can producers are pleased with open access to Mexi-
can markets, many Mexicans argue that their system of
small farms 15 threatened. Most Mexicans do not want
to entertain the possibility that their country would one
day be unable to produce its own corn, beans, and cus-
tomary foods.

Agricultural Rules of Origin. NAFTA tariff prefer-
ences apply only to agricultural products that originate
in North America. There are special rules of origin cov-
ering North American agriculiural products. For exam-
ple, for fresh or frozen juice (all single fruit juices, such
as orange juice) to have “originated”™ in North America,
the juice must be made of 100 percent North Amer-
ican fruit. Other bulk commeodities, excluding juice,
can have up to 7 percent non-North American content.
There are other special rules of origin for sugar refin-
ing, peanuts, vegetable oils, and dairy products. For
example, only North American milk can be used to
make butter, cheese, yogurt, or ice cream, traded under

MNAFTA preferential rates.

Government Procurement

NAFTA allows North American companies to compete
for contracts for the supply of goods and services to
agencies of the three governments. In 2016 and 2017,
NAFTAs government procurement rules applied to
contracts for goods and services greater than $77,533
and construction contracts greater than 510 million for
federal departments and agencies. For government-con-
trolled enterprises, these amounts are $387,667 and
$12.4 million, respectively. The agreement does not
cover weapons, equipment, and systems needed for
national defense.

When a government agency announces its
request for submission of bids, it must publish the

Chapter 14: North American Free Trade Law 377

technical specifications, qualifications for suppliers,
and time limits for submission. Bids from suppli-
ers in all MAFTA countries must be treated without
discrimination. Each country has established a bid
protest system that allows firms to challenge procure-
ment procedures and awards. Countries will exchange
information on bidding procedures to encourage
cross-border bidding, particularly from small- and
medinm-sized firms.

Emergency Action to Protect Domestic
Industry (NAFTA Safeguards)

When MAFTA was negotiated, it was clear that
increased competition from foreign firms would cause
some economic disruption and job loss, particularly
to inetficient, uncompetitive, and outdated compa-
nies. NAFTA permits the United States, Canada, or
Mexico to take very limited emergency action to safe-
guard a domestic industry. Emergency action may
be taken only where increased quantities of a partic-
ular good are a substantial cause of serfous injury, or
threat thereof fo a domestic industry producing a like
or directly competitive good and only with the consent
of the country from which the goods were exported.
Generally, the right to invoke emergency safeguards
under NAFTA is more limited than under WTO
rules. For example, the country imposing the safe-
guard must agree with the exporting NAFTA coun-
try on trade compensation. The compensation must
be equivalent in monetary terms to the safeguard
action taken. For instance, if the United States seeks
to impose safeguards on imports of light bulbs from
Mexico, in order to save the US. lightbulb industry,
then it will have to agree to concessions having sub-
stantially equivalent trade effects.

It a NAFTA country imposes emergency safe-
guards on certain imported goods arriving from all
WTO member countries worldwide, then these global
safeguards may be applied to the products entering
from another NAFTA country only if they comprise
a significant share of the total imports of that type of
good and contribute importantly to the serious injury.

TRADE IN SERVICES

NAFTA provisions on cross-border services are aimed
at facilitating trade in services in North America. The
provisions affect a wide range of service providers,
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including transportation and package delivery, consult-
ing, banking, insurance, and others. The principles of
national treatment and NTR trade apply. No NAFTA
country may require a North American service provider
to have a residence or office within its borders. Each
country will be able to continue to certify and license
professionals, such as doctors, lawyers, and accountants;
however, the countries are working to recognize the
foreign credentials of a professional, especially foreign
lawyers and engineers. For instance, many professional
organizations from NAFTA countries are negotiating
mutual recognition agreements. Once ratified by state
and federal governments, they will permit recognition
of professional licenses in all three countries. Citizen-
ship requirements to obtain a professional license have
been eliminated.

Financial Services

U.5.-Canadian cross-border investment in financial
services was largely opened in 1989. Thus, the most
important impact of NAFTAS financial services pro-
visions is that they open Mexican financial service
industries to investment by ULS. and Canadian com-
panies. Banks, insurance companies, securities firms,
and other financial service providers are now able to
open branches and offices throughout North America.
Most restrictions were phased out by 2000, permitting
100 percent foreign ownership of Mexican financial
institutions. Similar provisions apply to insurance com-
panies (100 percent ULS. ownership of some Mexican
insurance companies was permitted as early as 1996)
and other finance companies (commercial credit, real
estate lending, leasing, and credit card services).

Transportation

Nearly 90 percent of goods sold across the 2,000-mile
US.-Mexican border—some five million truckloads a
year—move by rail or truck transportation. In the past,
both US. and Mexican truck regulations have severely
limited truck access. On the US. side, Mexican truckers
were limited to a 25-mile incursion across the border.
Typically, carriers on one side of the border had to hand
over their cargo to transfer companies that specialize in
moving goods through customs. The trucks and cargo
were thoroughly inspected for customs compliance,
illegal stowaways, drug smuggling, plants, and inva-
sive insects. After inspection and a short trip across the

border, the shipments were then handed over to truck-
ers on the other side, perhaps in 5an Diego or Laredo
for transport to their destination, or held in a warehouse
for pickup. The long lines of trucks waiting to cross the
borders caused traffic congestion, idling engines, fuel
consumption, pollution, and delays costing millions of
dollars every year. Concerns over terrorism worsencd
the situation.

NAFTA addresses the issue of cross-border road
transportation. The agreement frees up cross-border
road transportation by eliminating the intermediate
transfer of cargo and eliminating the increased fees,
costs, and delays that result. NAFTA does not affect
regulations applied to purely domestic truck or bus
transportation, and drivers will always be bound
by the "rules of the road”™ in any foreign country in
which they operate a vehicle. NAFTA does, how-
ever, permit US. and Canadian trucking companies
to make deliveries and pickups in Mexico and permit
Mexican trucking companies to have similar access
to their customers north of the border. The three
countries are developing common safety standards
tor vehicles— tires, brakes, truck and cargo weight,
etc.—and driver’s license certifications, including
testing. NAFTA also permits the cross-border own-
ership of trucking companies. As of 2001, U.5. and
Canadian companies were able to own a 51 percent
interest in Mexican trucking companies and a
100 percent ownership interest after 2004. Despite the
lifting of restrictions, U.5. and Canadian companies
are still subject to long waits and other legal barriers
to ul:ll,aining NEecessary permits.

No NAFTA provision has been more controversial
or more difficult to implement than the open roads pro-
visions. It has pitted the truckers’ union, environmen-
talists, and U.5. citizens concerned about the safety of
Mexican trucks against the Mexican trucking industry,
farmers, importers and exporters, and other shippers.
Dwring the 1990s, the Clinton administration refused
to admit Mexican trucks beyond the border zone until
Mexican safety standards were on par with those in the
United States and Canada. In the following 2001 deci-
sion, a NAFTA arbitral panel, which consists of five
members who are experts in trade or law, ruled that the
United States was in violation of NAFTA. As you read,
consider the regulatory nightmare of enforcing U.S.
safety standards on millions of Mexican trucks arriving
in the United States every year.
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BACKGROUND AND FACTS
To mowve goods between the United States and Mexico,
shippers typically dealt with three trucking firms. Goods
wrere shipped to & storage facility in & border towmn. The
trailer was then detached from the tractor and plcked up
by a drayege company that moved it across the border,
wihiere a truck in that counfry picked it up to haul it to
its final destination. The process was inefficient, and the
border delays were a trucker’s nightmare.

This handing off of cargo was necessary becauss
the United States prohibited Mexican trucks from
carrying goods through to their U.S. destination for
safety ressons. According to US. government stud-
ies, 58 many as 40 percant of the five million Mexican
trucks that entered the United States in 1999 failed to
meet LS. safety requirements. Mexico does not have
the samea rigorous stendards for driver regulation and
truck inspections as does the United States, nor does
it register or track safety statistics on its camiers. LS.
trucks must undergo periodic safety inspections by
qualified personnel employed by the trucking company.
Canadian regulations are similar to those in the United
States, and Canadian drivers have been permitted on
U.5. highways for decades. The United States main-
tained that because it cen inspect leas than 1 parcent
of the Mexican trucks amriving in the United States, it
could not open its border to Mexican trucking compa-
nies until Mexico alzo sdopted comprehengive regula-
tory standards &= tough as those in the United States
and Canada. Mexico acknowledged that when its trocks
operated in the United States they must comply with
U5, standards, but that the United Stateas could not die-
tate Mexican regulatory standards.

The United States also restricted Mexican invest-
ment in U.S. trucking firma. Mexico argued that the
United States did not treat Mexican trucks as favor
ably &5 it did trucks from the United States and Can-
ada and that the United States violated NAFTA open
Inwestment rules by prohibiting Mexican ownership
of U.5. trucking firms. The United States countered
that under NAFTA Mexican trucks must be treated the
game &3 U.5. and Canadian trucks only where there
are "like circumatances” and that Meaxicen regulations
weere 20 unlike those in the United States and Canada
that more restrictive treatment of Maxican trucks was
warranted. An arbitral panel was convened to hear the
dispute im 2000,

FINAL REPORT OF THE PANEL

Mexico sszerts that no MAFTA provision entitles a party
to impose its own lews and regulations on the other.
This would be an unacceptable interference in thea

In the Matter of Cross Border Trucking
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sovergignty of another state, and certainly not some-
thing to which any party to NAFTA has committed.
Therefore, Mexico [argues that it] is under no obliga-
tion under NAFTA to enforce LS. standards, despite
coopearation between the United States and Maxico to
make the regulatory systems compatible [since 19351,
Howewver, according to Mexico, the United States has
made adoption of an identical system of motor carrier
regulation & condition of MAFTA implermentation, even
though MNAFTA contemplates that harmondzation would
not be & condition.

According to the United States ... Mexico cannot
identify its carriers and drivers so that unsafe condwct
can be properly assigned and reviewed. Withouwt such
carrier safety performance history, the United States
cannmot conduct a8 meaningful safety fitness review of
Mexican carriers at the application stage. The United
States also contends that it would be futile to try to
perform inspections of Mexican carriers in Mexico
because “Mexican carriers are not required to keep
the types of records that are typically reviewed in
these inspections” In conirast to Mexico's systam, the
United States notes that “Canada's truck safety rules
and regulations are highly compatible with those of
thia United States” Thus, “whean Canadian-based com-
miercial trucks eross into the United States, federal and
state transportation authorities can hawe a high lewvel
of confidence that those trucks comply with U5, stan-
derds and requirements at least to the same degree as
U5 -based trucks. That confidence level iz bolstered
by & fully functioning, computerized bilateral data
axchange program.” Given all of these considerations,
the “United States has ... concluded that the “clrcum-
stances’ relevant to the treatment of Mexican-based
trucking firms for safety purposes are not like those
appliceble to the treatmeant of Canadian and U.5. car-
riers” Accordingly, “the United S5tates maintains that
it may apply more favorable treatment to U.5. and
Canadian trucking firma then to their Mexican coun-
terparts without running afoul of Chaptar 12 natiomal
treatment or most-favored-nation rulas”

Article 1202 [national treastment] provides: Each
Party shall accord to service providers of another Party
treatment no less favorable than it accords, In like cie
cumsiances, to its own service providers. Similarly,
Article 1203 [MTR] states: Each Party shall accord to
service providers of another Party treatment mo less
faworable than it acocords, in like circumatances, 1o ser-
vice providers of any other Party or of a8 non-Party. In
its most succinct terms, the disagreement between
the United States on the one hand, and Mexico and
Canade on the other, is over whethar the "in like
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circumstances” language permits the United States to
demy scoess o all Mexican trucking firma on a blanket
basis, regardless of the individual gualifications of par
ticular members of the Mexican industry, uniess and
untll Mexico's own domestic reguiatory system meets
LS. approwval.

[Tlhe Panel is of the view that the proper interpre-
tation of Article 1202 [and 1203] requires that differen-
tial treatmeant should be no greater than necessary for
legitimate regulatony ressons such as safety_.. . S5im-
itarly, the Panel is mindful that a broad interpretation
of the “in like circumstances” language could rendear
Articles 1202 and 1203 meaningless. If, for example,
the regulatory systems in two NAFTA countries must
be substantially identical before netional treatment is
granied, relatively few senvice industry providers could
ultimately qualify. Accordingly, the Panel concludes
that the U.5. position that the "in like circumstances”
language permits continuation of the moratorium on

accepting applications for operating authority in the
United States from Mexican-owned and domiciled car-

riers is an overly broad reading of that clauss.

The United States claims that Mexico does not
ewen allege that there i amy interest on behalf of Meow-
ican netionals to invest in LS. trucking firms .. _ [Tihe
prohibition on allowing Mexican investors to acguire
LS. companies that already hewve operating authority,
an its face, violates ... NAFTA Articles 1102 and 1103

.. even If Mexico cannmot identify a particular Mesxican
nationel or nationals that have been rejected.

Decislon. The panel unanimously held that the LS.
restrictions on the Mexican trucking industry violated
MAFTA The inadequacies of the Mexican safety regula-
tions were not sufficient reason for the United States
to refuse applications from Meaxican-owned trucking

In response to the arbitral panel decision, the George
W. Bush administration made efforts to give Mexican
trucks full access to American highways. The Depart-
ment of Transportation passed regulations to ensuore
that Mexican trucks complied with the same regula-
tions that apply to American trucks. For example, the
regulations require that all trucks comply with safety,
environmental, and fuel efficiency standards. Mexi-
can trucks are required to undergo registrations, safety
inspections, and equipment checks. Drivers must have
a federal license from Mexico and comply with all U5,
safety regulations, including those limiting the number
of hours of continuous driving. Mexican trucking com-
panies must implement drug and alcohol testing, main-
tain insurance, and keep safety-related records. ULS. law

enforcement officers can run license checks on Mexican

compankes to operate on LLS. highways. The ruling pre-
gerved the right of the United States to hold Mexican
trucks to the same regulations, safety standards, and
inspections as any other vehicle on U5, roeds. Mexican
drivers can be required to meet the same llcansing and
performance standards as U.S. drivers and obsaerve sl
“rules of the mad” Under special situations, the United
States may establish different procedures to ensure that
Mexican trucks and drivers comply with U5, law, so
long as the procedures are in good faith and not maors
restrictive to trade than necessary. The US. restrictions
on investment are not valid because investment does
it rakse a safety issus.

Comment. Was the U.S. position strictly motivated by
safety concams? American truckers and organized labor
have generally been opposed to opening the border.
Mexican drivers make less than their American coun-
terparts, and the border opening places thern in compe-
tition with American drivers. Do you think this affected
the U5, gowernment’s position in the 1990s?

Case Questions

1. What were the panels holdings with respect to
the warious restrictions on the free operation
of the Mexican trucking industry in the United
States?

2. As moted in the comment to this case, was the
opposition to the operation of Mexican trucking
companias in the United States based primarily
on safety or economic considerations?

3. Doas the sxample of the trucking dispute prove
that deapite NAFTA's free rade provisions, there
are some areas where trade will never ba fres or
without restrictiona? Why or why not?

drivers. Mexican trucks may enter only at authorized
points of entry when inspectors are present.

In the early 20005, the truckers’ union and envi-
ronmentalists sought to block implementation of the
NAFTA trucking provisions. A lawsuit was brought
against the Bush administration, arguing that the
administration had failed to comply with U5, environ-
mental laws. A federal appeals court agreed, but the
L5, Supreme Court unanimously reversed the decision
in favor of the government. In Department of Trans-
portation v. Public Citizen, 541 U.S. 752 (2004), the
Court held that the government could implement the
NAFTA transportation rules without an environmen-
tal impact statement addressing issues such as the effect
on increased traffic, fuel consumption, and air pollu-
tion. Despite Court approval and the efforts of the Bush
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administration to ensure truck and driver safety, the
L5, Congress failed to implement the NAFTA cross-
border transportation rules. Furthermore, the subse-
quent Obama administration canceled the cross-border
trucking pilot program. Mexico responded to the failure
to implement the cross-border transportation rules by
imposing $1.5 hillion in retaliatory tariffs on manufac-
tured goods and 51 billion on U5, agricultural products.
In July 2011, the United States and Mexico signed an
agreement permitting unlimited access to the United
States for Mexican trucks for a trial period of three years.
The agreement required that all drivers qualify for nec-
essary approvals and permits and agree to electronic
monitoring to track hours of service, periodic drug and
alcohol testing, and assessment of English language
skills. All trucks must meet US. safety standards. Mexico
agreed to reduce its retaliatory tariffs by 50 percent as a
sign of good faith and eliminate such tariffs as soon as
the first Mexican truck was allowed to enter the United
States. This occurred in October 2011 when a truck
operated by Transportes Olympic crossed the border at
Laredo, Texas, carrying a steel drilling structure to Gar-
land, Texas. The cross-border trucking dispute is a prime
example of the difficulties and delays encountered by
muore controversial provisions of free trade agreements.

Telecommunications

NAFTA eliminated all tariffs on telephones, cellular

phones, and trade in telecommunications equipment
by 2004. Given that the number of telephones per cap-

ita in Mexico is only a fraction of the per capita number
of phones in the United States, Mexico is considered a
giant untapped market for all forms of communications
equipment and services. NAFTA provides that Canadian,
Mexican, and US. telecommunications companies have
nondiscriminatory access to all North American public
telecommunications networks. They must be granted
access to public and private (leased) lines and networks,
and only conditions that are reasonable and neces-
sary may be imposed on this access. Access to public
telecommunications networks must be at rates related
to the cost of operations. Technical standards may be
imposed only for safety or to prevent damage to the
equipment. Mexico’s telephone system had been oper-
ated as a government-owned monopoly from 1972 to
1990, as Telefonos de Mexico, Today the company is pri-
vately owned and is even traded on the New York Stock
Exchange. In the 1990s, Mexico developed a law that
ended the monopoly on telecommunications and opened
the Mexican market to foreign investment. Since then,

Chapter 14: North American Free Trade Law 381

many LL5. and Canadian telecommunications companies
have teamed up with Mexican companies to take advan-
tage of growing opportunities in the telecommunications
market. More recently, the United States and Mexico dis-
agreed over Mexican rules making it more difficult and
costly for US. firms to connect international calls into
Mexico. The United States complained to the WTO and
requested a dispute settlement panel. In 2004, the panel
ruled in favor of the United States and held that Mexican
regulations discriminated against US. firms in violation
of the WTO General Agreement on Trade in Services.

CROSS-BORDER INVESTMENT

Prior to the late 19805, Mexico had a history of strictly
regulating or even prohibiting foreign investment. For
instance, Mexico required that foreign investors include
local participants—Mexican stockholders or partners—
in any new factory or investment venture. If a foreign
firm wanted to purchase an interest in a local com-
pany, Mexico usually limited them to a minority, non-
controlling interest. Mexico, as with many developing
countries, required foreign manufacturing firms located
there to export finished goods to other countries for
foreign currency. Investors in manufactoring compa-
nics were required to use a certain portion of domes-
tic content in the finished goods, thus discouraging
imports. Limits were placed on how much money could
be transterred out of the country. A common require-
ment was that foreign investors had to introduce their
most advanced technology to the host country.

In the 1980s, Mexico turned away from the philoso-
phy that government contral is in the best interest of the
country and recognized that the threat of expropriation
and nationalization of industries would drive away for-
eign investors. Mexico became more hospitable toward
foreign investment. It still exercises some control over
foreign investment, particularly in the energy and petro-
leum industries, telecommunications, and a few other
industries, but to a lesser extent than it did in the past.

MNAFTAs Investment Provisions

NAFTAS investment provisions can be summarized as
follows:

»  MAFTA investors must be treated Eirly, eguitably, and in full
accordance wath basic principles of miemational law.

= MAFTA investors mist ba granted the basic protections of NTR
[t be traated at least as favorably as investors from outside
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Morth Amarical, nondiseriminalion, and national treatment (Lo
be treated no less favorably than a cowntry's own nvastors o
damestically ewned firms are treatad).

= MNAFTA governments must adopt gpen irvestrmendt policies and
eliminate most restrictions on private mwvestment from firms
based in other NAFTA countries.

=  Private property of 2 NAFTA investor may not be exprogriated
by the govemnment without due process of law and the pay-
ment af fair compansation.

*  Private investors may requast an aritral tribunal to hear an
irvestor clafm for money damages against 3 NAFTA country
for vinlating the NAFTA investment provisions. NAFTA coun-
tries may mvoke other procedures for satthng investment
disputes between themdalkes.

NAFTAS Investment Policies.  Investors from all three
countries can now establish new companies and purchase
existing ones across North American borders. In addi-
tiom, NAFTA sets limits on the government regulation of
North American-owned companies. (These provisions
were largely intended to break down the investment
barriers in Mexico.) No NAFTA country can require
a minimum level of local participation or ownership
by nationals {other than in certain industries in which
exceptions to this rule have been reserved). No NAFTA
country may place restrictions on the conversion of for-
eign exchange and transter of money between accounts
in another NAFTA country. Similarly, no country may
either require or prohibit a firm from transferring profits
earned by a subsidiary in one NAFTA country to another
NAFTA country. There can be no performance require-
ments on a NAFTA investor, such as minimum export
requirements {where the host government requires
foreign-owned firms to export a certain percentage of
goods or services produced by the local subsidiary) or
domestic content or purchasing requirements (where the
host government requires that a minimum percentage
of raw materials used in local operations be purchased
from local companies). Governments may not require
that parent companies in one NAFTA country transfer
advanced technology (via patents, licensing, or “know-
how" agreements) to a subsidiary in another NAFTA
country, and they may not require that senior managers
and corporate directors be of any particular nationality.

Environmental Measures Applicable to Investments.
Mexico does not have the strict environmental laws that
the United 5tates has. For many US. firms, compliance
with U.S. laws can be costly. When NAFTA was nego-
tiated, heated debate surrounded the issue of whether
LS. companies, especially polluting ones, would fock to
open plants in Mexico to avoid ULS. law. As a compromise

in the negotiations, NAFTA provides that "it is inappro-
priate to encourage investment by relaxing domestic
health, safety, or environmental measures. Accordingly,
a [NAFTA country| should not waive ... such measures
as an encouragement for the establishment, acquisition,
expansion or retention in its territory of an investment.”

Exceptions to the Investment Agreement. Canada
reserved the right to review acquisitions of local com-
panies exceeding a set threshold. In 2017, the review
threshold was €51 billion or more under the Investrernt
Canada Act. Canada also restricts foreign investment in
cultural industries (such as publication and distribution
of written materials, film, video and music recordings,
and television, cable television, and satellite broadcast-
ing), commercial aviation, energy and mining, telecom-
munications, and fishing. Real estate ownership may
be restricted as primary responsibility for property law
rests with the provinces. In Mexico, several sectors of
the economy are reserved exclusively for the state. These
sectors include petrolenm exploration and exploitation;
telegraphic services; electric power generation, trans-
mission, and distribution; nuclear energy; and airports.
Other sectors are reserved exclusively for Mexican
nationals. These sectors include retail sales of gasoline,
non-cable radio and television services, development
banks, and domestic transportation for passengers,
tourism, and freight (except messenger and package
delivery services). The United States excluded invest-
ments in nuclear power, broadcasting, mining, customs
brokerages, and air transportation and may block the
takeowver of LS. firms on the basis of national security.

Protecting Investors from Expropriation. The legal
requirement that governments must compensate owners
of private property whose property is taken for public use
is a virtually universal concept. It is based on the notion
that at times governments must take private property
for public purposes, or for uses such as conservation or
environmental protection, and that the property owners
should not have to shoulder the cost of the public wel-
fare. NAFTA Article 1110 states that no NAFTA country
may expropriate property of a NAFTA investor, unless it
is done pursuant to internationally accepted rules, that
is, that private property may only be taken for a public
purpose or for public use on a nondiscriminatory basis,
using procedures that are open, fair, and in accordance
with due process of law, and fair compensation must be
paid according to the market valoe of the property taken.

The Metalclad Corp. v. United Mexican States case is

one of the most interesting and controversial cases to
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come out of NAFTA. This is a case invalving a US. firm
that attempted to build a hazardous waste landfill in
Mexico. It was told that all permits necessary to build the
facility had been obtained. After making significant prog-
ress to complete the project, the municipality where the
landfill was claimed one additional permit was missing,
and the state issued a decree turning the property into a
wildlife refuge. Work was ordered stopped, and Metalclad
requested that an arbitral tribunal award damages.

Investor Claims and Dispute Settlement Procedures.
Investor claims are actions for damages brought by a
NAFTA investor before an arbitral tribunal against a host
NAFTA government for having violated NAFTA invest-
ment rules. Investor suits maybe brought either under
the arbitration rules of the UN. Commission on Inter-
national Trade Law {UNCITRAL) or, as in the Mefal-
clad award, the International Centre for the Settlement
of Investment Disputes (ICS5IDY). ICSID is an organiza-
tion closely allied with the World Bank and is headquar-
tered in Washington, DC. Investor suits may be brought
by either citizens or corporations of another NAFTA
country or by investors from other countries that have
substantial business activities in a NAFTA country. For
example, if a parent company in Sweden owns an incor-
porated subsidiary company in the United 5States, then
the US. subsidiary may make investments in Canada
or Mexico according to the open investment policies of
NAFTA. Investors may bring suits for monetary dam-
ages (no punitive damages are allowed) or restitution of
property, but not to force a government to change its laws
or policies (as can a WTO panel wherein the cases are
brought by complaining governments). There are usually
three arbiters, selected by the parties, and their awards
are binding on the parties. The awards are effective only
for that case and do not establish binding rules that coun-
tries must follow in future disputes. NAFTA governments
may also bring dispute actions against each other, not for
damages, but to compel compliance with NAFTA rules.

There were 77 notices of intent to submit a claim
filed pursuant to Chapter 11 of NAFTA between
1994 and 2015. Thirty-five of these claims were filed
against Canada resulting in total payments equaling
C3172 million. Twenty-two claims were filed against
Mexico resulting in total payments of §204 million.
Twenty claims have been lodged against the United
States, but it has not lost a case to date. These payouts
to imvestors are in addition to the millions of dollars in
defense costs incurred by the respective governments.
However, although these numbers appear large, it is
important to place them in the context of the size of the
free trade zone created by NAFTA and amount of for-
eign investment within its three member states. Cases
such as Metalclad Corporation v. United Mexican States
are rare. The vast majority of cases filed against national
governments have been dismissed without any award
of damages. In this regard, the result in Metalclad has
proven to be the exception rather than the rule.

OTHER NAFTA PROVISIONS

In negotiating NAFTA, the United States was able to see
the broader implications of free trade and investment in
North America. For instance, what if an unscrupulous
company in Mexico produces counterfeit software and
smuggles it across the border in violation of the copy-
rights of a ULS. company? Or suppose that a firm emits
poisonous gas or pollutants from a smokestack at its
Mexican plant, and they are carried by air currents to the
United States? What if the top managements of several
competing companies meet in Denver or Mexico City
and fix consumer prices for a product that they all make?
Although these problems undoubtedly occurred prior
to NAFTA and are tremendous issues that no one trade
agrecment is likely to change, the LS. negotiators of the

agreement used the opportunity to address them openty:

Metalclad Corporation v. United Mexican States

g =

BACKGROUND AND FACTS

I 1953, a Mexican firm, Coterin, received a permit from
the Mexican government to build a hazardous waste
treatment plant in the La Pedrera valley in the state of
San Luis Potosl, near the city of Guadalcazar. Metabclad,

oW
S ot
i

a L5, company, was interested in acquiring Coterin.
Sewveral Mexican government authorities assured Metal-
clad that Coterin had obtained all required construction
permits for the facility. One month later, Metalelad
purchased Coterin. In 19584, amid much opposition to

Condinues
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the plamt from local residents and environmental pro-
testors, the city of Guadalcazar ordered a halt to con-
struction, claiming that no municipal parmit hed been
obtained. Metslclad reaponded that the Mexican federal
government had told it that no further state or munici-
pal permits were needed. Metalclad even promised to
create a reserve for native species and & local scientific
advisory council, give discounts for local waste, con-
tribute to local charities, and provide some free medical
gervices to local residents. But, without reason, the city
informed Metaletad that it could not begin operations.
In 1897 the state gowvernor issued & decres designat-
ing the landfill as a protected ecological and wildlife
area, putting an end to Metalclad's business there. Haw-
ing expended $16.5 million on the project, Metalclad
requested that 8 MAFTA arbitral tribunal be convensed
to resolve the dispute. The company maintained that
it had not been given fair and equitable treatment, the
Mexican regulations lacked transparency, and that Mes-
ico had in fact expropriated their property without pay-
ment of fair compenszation.

AWARD OF THE ARBITRALTRIBUNAL
For the reasons set out below, the Tribunal finds that
Metalclad's investment wes not seccorded fair and equi-
table treatment in accordance with international law,
and thiet Mexico has violated MAFTA Articke TI06{1L
Prominent in the statement of principles and
rules that introduces NAFTA is the reference to “trans-
parency.” The Tribunal understands this to include the
idea that all relevant legal requirements for the pur-
pose of initiating, complating and successfully operat-
ing investrnents made, or intended to be made, undsar
MAFTA should be capable of being readily known to
gll affected investors. There should be no room for
doubt or uncertainty on such matters.... The absence
of a clear rule as to the reguirement or not of & munic-
ipal construction permit, s well 8s the absence of any
gstablished practice or procedure as to the manmner
of handling applications for &8 municipal construction
permit, armounts to a failure on the part of Mexico to
gnaure the tramsparency required by MAFTA. Meatal-
clad was entitled to rely on the representations of
federal officials and to believe that it was entitled o
continuee its construction of the landfill. Morecwver,
the parmit was denied at 8 meeting of the Municipal
Town Council of which Metalelad received no notice,
to which it received no invitation, and at which it
was given no opportunity to appear. The Town Coun-
cil denfed the permit for reasons which included,
but may not have bean limited to, the opposition of
the local population, the fact that construction had
glready begun when the application was submitted
-.. and the ecological concerns regarding the envinon-
mental effect and impact on the site and sumrownding
communities. Mone of the reasons included a refer-
ence to any problems associated with the physical
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construction of the landfill or to amy physicel defects
therain. The Tribunal therefore finds that the construc-
tion parmit was denied without any consideration of,
or specific reference to, construction aspects or flaws
of the physical facility.

Mexico failed to ensure a trensparent and pre-
dictable framework for Metalclad's business planning
and investment. The totelity of these circumstances
demonstrates s lack of orderly process and timely
dispoaition in relation to an Investor of 8 Party acting
in the expectation that it would be treated fairly and
justly in accordance with the MAFTA. The Tribunal
therafore holds that Metalclad was not treated fairly or
equitably under the MAFTA and succeeds on its claim
under Article 1106,

MAFTA provides that “no party shall directly or
indirectly ... exproprigte an investment ... or take &
measura tantamount to ... expropriation ... axcept: {a)
for a public purpose; (b] on & nondiscriminatory basis;
{c} in Becordance with due procesa of law and Article
105(1); and (d] on payment of compeansation. Thus,
expropriation under MAFTA includes not only open,
deliberate and acknowledged takings of property, such
a8 outright seizure or formal or obligatory trensfer of
title in favor of the host State, but also covert or inci-
dental interfarence with the use of property which has
the affect of depriving the owner, in whole or in sig-
nificant part, of the use or reasonably to be expected
economic beneafit of property even If not necassarily to
the abvious benefit of the host State. By permitting ar
tolerating the conduct of Guadalcazar ... Mexico must
be held to have teken & measure tantamount 10 BXpro-
priation in violation of NAFTA,

MNAFTA provides for the award of monetary dam-
ages and applicable interest where & Party is found o
have violated & Chapter 11 provision. With respect to
expropriation, NAFTA specifically reguires compen-
sation to be equivelent to the fair market value of thea
expropristed investment Immediately before the expro-
priation took place. Howsawver, where the enterprise has
not operated for a sufficiently long time to establish a
pedormance record or where it has feiled to make &
profit, future profits cannot be used to determine golmng
concern of falr market value. Rather, theTribunal agress
with the parties that fair market value s best arrived at
in this case by reference to Metalclad's actual invest-
ment in the project. For the reasons stated abowve, the
Tribunal hereby decides that the Respondent shall pay
to Metalciad the amount of 516,685,000

Deeision. Through the actions of city, state, and fed-
eral officisls, Mexico had violated Metalclad’s investor
rights. The Mexican regulations were not transparent,
the procedures were unfair, and Mexicoos actions were
an indirect expropriation of Metalclad’s property. As &
LLE. investor in Mexico, Metalclad was not granted fair
and equitable treatment.
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Case Questions

1. What was the panels decision with reapect to the
restrictions placed on Metalclads operations by
Guadalcazar?

2. The Metalclad decigsion and similar cases have
besn criticized as placing the rights of foreign
imvestors ahead of the rights of local communities

Intellectual Property Rights

Intellectual property rights (IPRs) are generally pro-
tected by national law but are also the subject of several
international conventions (e.g., the Berne Convention)
and agreements (e.g., TRIPS). Intellectual property
is covered in greater detail in Part Four of this book.
NAFTA adopts the basic tenets of these international
agreements and builds on them. NAFTAS provisions
protect the IPRs of North American firms. No coun-
try can make citizenship a requirement for [PR protec-
tion. Applicants for trademarks, copyrights, and patents
must be treated equally and without discrimination.
NAFTA guarantees that any PR is freely transferable by
the owner to another party.

Trademarks. Trademarks and service marks are pro-
tected under NAFTA for 10 years and can be renewed
indefinitely. The owner of a registered trademark has
the right to prevent others from using identical or
similar signs for goods or services if it would result
in a likelihood of confusion (which is presumed unless
the offender can prove otherwise). Specific provisions
prohibit the use of the names of geographical regions
(e.g.. Tennessee Whiskey), unless the products are actu-
ally derived from that area. Actnal use of a trademark
cannot be a condition for filing an application for reg-
istration. NAFTA requires fair procedures for obtain-
ing a trademark, including notice and an opportunity
to be heard. Registration may be canceled if the trade-
mark is not used for an uninterrupted period of at least

twi years.
Copyrights. Copyrights are protected equally in all

three countries. Computer programs are protected
as literary works, and motion pictures and sound
recordings are protected for at least 50 years. (Canada
has made some exceptions for “cultural industries”)
NAFTA prohibits the importation of copies of a sound
recording made without the producers’ authorization.

with respect to fundamental concerns such as
environmental protection. s this eriticism valid?
How would you resolve the fundamental conflict
between protection of local community interests

and irwvestor's rights? Should the community pay
for actions that interfere with the axpectations of
foreign investors? Why or why not?

Patents. Patents must be made available for any
invention “in all fields of technology™ (including phar-
maceuticals), whether it is a product or process. It must
be new, result from an inventive step (be "nonobvious™),
and be capable of industrial application (be "useful”).
They are effective for a period of 20 years from the date
of application or 17 years from the date when the patent
was granted.

Enforcement and Penalties. NAFTA requires that
each country enforce its IPR laws, both internally and
at the border to prevent smuggling of counterfeit items.
IPR owners will be able to protect their rights through
administrative action and judicial relief. Courts will
have the authority to order seizure and destruction of
infringing items, to issue injunctions against their sale,
and to permit lawsuits for damages against infringers.
The NAFTA countries must provide criminal penalties
for cases in which willful trademark counterfeiting or

capyright piracy occurs on a commercial scale. Penalties
may include imprisonment or monetary fines or both.

Environmental Cooperation and
Enforcement

The North American Agreement on Environmental
Cooperation (NAAEC) does not set environmental or
ecological standards, but it does call for the three coun-
tries to cooperate in protecting the environment. The
countries have promised to enforce their laws more
effectively. They also promise to develop environmen-
tal emergency procedures and to share information on
protecting the environment. They are also working to
develop common environmental standards. All coun-
tries must notify the others before banning a pesticide
or chemical, and afterward, all are urged to prohibit the
export of such products to other countries.

The NAAEC created the North American Commission
for Environmental Cooperation (CEC) to oversee this
portion of the agreement. The commission is headed by
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a council made up of three cabinet-level officers of the
three governments. The commission may convene pan-
els to resolve disputes between countries. The arbitral
panels can anthorize tariff increases against a country
that fails to enforce its environmental laws or is other-
wise found in violation of the environmental provisions
of the agreement, or can impose a monetary penalty.

One of MAFTAS first environmental cases was
reported in The Journal of Commerce in 1995, The
CEC was called on to investigate the death of 40,000
wild birds in Mexico. The commission acted quickly to
determine the cause—apparently the birds died from
the industrial dumping of either chromium or red dye—
and made recommendations in order to protect other
migratory birds that were due to return to the area.
Mexico took quick action as a result of the commission’s
investigation. It was the first time in North America that
authorities from other countries investigated an envi-
ronmental disaster solely within another country. As of
2016, there have been a total of 88 requests for investiga-
tion submitted to the CEC. Forty-five of these requests
concern environmental injuries alleged in Mexico. Envi-
ronmental practices in Canada and the United 5tates are
the subject matter of 31 and 12 requests, respectively.
However, the effectiveness of the CEC investigative pro-
cess in changing environmental practices among the
member states remains an open question.

Labor Cooperation and Worker Rights

Many people worried that NAFTA would cause ULS.
companies to move to Mexico to take advantage of
cheap labor and weakly enforced labor laws. With this
in mind, the United States insisted on a side agreement
called the North American Agreement on Labor Cooper-
ation (NAALC), intended to make labor policies more
uniform by promoting the following basic labor princ-
ples in the region:

Freadom of association and right to organize

Right to barrgain callectivedy

Right b strika

Pratibition of foread labar

Protection for children and young parsons

Minimum working conditions

Elimination of employmant discrimination

Equal pay for women and men

Pravantion of accidents and occupational disease and mjuas,
and compansation 1o workers

»  Profection of migrant workars

NAFTA does not set specific rules or domestic
labor standards but requires countries to enforce those

standards that they already have. Indeed, Mexico’s labor
laws meet all international standards. The problems
lie in the enforcement of Mexican laws, notably in the
maguiladoras and factories along the border region. A
North American Commission for Labor Cooperation
was created to oversee the agreement and to promote
cooperation in labor issues. The commission is headed
by a council consisting of the US. Secretary of Labor
and labor ministers from the other countries. An arbi-
tral panel may be convened to investigate issues involv-
ing worker health or safety, child labor, or the failure to
enforce minimum wage laws, and it may make recom-
mendations for solutions and impose fines.

There is some criticism of the efficacy of this agree-
ment. One attorney gquoted in The Wall Street Jour-
mal who litigated five cases before the NAO (National
Administrative Office) noted:

Technically spaaking in all cases we won. But in all cases work-

ers are laft with 2 pieca of paper that says “you ware right” Not

a single worker was ever reinstated, nol a smgle employer was

sanchioned, no union Was ever recognized.

At best, the agreement provides a forum to discuss
disputes.

Rights to Temporary Entry

Unlike the EU, NAFTA does not create a common mar-
ket in labor. Each country may still determine its own
qualifications for employment and its own immigration
policies. NAFTA countries, however, have agreed to
give businesspeople easy access to their customers, cli-
ents, factories, and offices across the borders. NAFTA
permits temporary entry in the following cases:

1. Business visitors engaged in international business
activities related to research, manufacturing, mar-
keting, sales, and distribution; those who are ser-
vice providers; and those servicing products after
the sale (repair or maintenance of products after the
sale must be done pursuant to a warranty or other
service contract on the products)

2, Traders employed by a company in a NAFTA coun-
try and those who are buying and selling substantial
amounts of goods and services

3. Potential investors

4. Management or exccutive employees transferred to
subsidiary companies in another NAFTA country

5. Qualified professionals entering to do business {in
professions ranging from teaching and law to hotel
management); separate licensing qualifications must
also be met if they intend to practice a profession
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Mexico requires these travelers to obtain an FMN The following case addresses the interaction of
card (Formulario Migratorio NAFTA), which is valid for ~ NAFTAS temporary entry rules with state regulation of
30 days. Special visas are available for periods of stay lon- professional licensing.
ger than 30 days. Normal tourist cards are still available,

g @ 0

BACKGROUND AND FACTS
Simon Kirk, & weterinarian and citizen of Canada, sought
to obtain a license to practice veterinary medicine from
the State of Mew York. Kirk was neither a LS. citizen
nor & permanent resident alien. Howewver, he obiained
an entry visa pursuant to NAFTA that permitted him
to live and work in the United States on & temporany
baesis. Kirk was granted an entry visa for the specific
purpose of allowing him o practice veterinary medi-
cine in the United States. However, New York's educa-
tion code restricted the issuance of veterinary licenses
to LS. citizens or aliens lawfully admitted for perme-
nent residence in the United States. MewYork claimed
the reatriction protected the public as veterinarians
routinely deal with issues affecting public health and
safety including handling of controlled substances and
invalvement with the closely regulated horse racing
indusiry. Furthermore, MNew York claimed temporarily
sdmitted individuals did not have the same incentives
to comply with New York law as citizens or permanent
regidents, and their eventual depariure from the United
States rendered enforcement difficult if not impossible.
Kirk filed a lawsuit against the Mew York Depar-
ment of Education alleging that its restriction upon
Heemsure was inconsistent with federal regulations
implementing MAFTA and permitting him to temnporar
ily entar the United States to practice vetarinarny sciencs.

SIRAGUSA, DISTRICT COURT JUDGE

[Tiha relevant regulation provides that “a citizen of Can-
ada or Mexico who sseks temporary entry as a business
person to engage in business activities at a professional
lewal may be admitted to the United States in accor
dance with the Morth American Free Trade Agreement
(MAFTA}" 8 CFR. § 214.6(a). The regulation further states:

Tempoarary eniry, as defined in the NAFTA, means
entry withouwt the itent o establish parmanent res-
idence. The allan must satisly the inspecting immi-
graticn afficer that the proposed stay is lsmporary.
A temporary period has a reasonable, finite end that
does nol eguate to permanent residence. In order
to establish that the alien's entry will be temporary,
the abien musl demonsirats to the watislaction of the
insgecting immigration afficer that his er her work
assignment in the United States will end &t & predict-
ablbe time and that he or she will depart upon com-
pletion of the assignment,

Education

-¥ - -

8 C.FR. § 214.6({hb).

As mentioned abowve, the State of MewYork resiricts
the Bauance of veterinary licenses to United States cit-
izena or aliens lawfully admitted for permanant resi-
danca in the United States_ In that regard, Education Law
§ 6704ie) states, in relevant part: “To qualify for a licenss
as & weterinarian, an applicant shall fulfill the following
requirements: . (G} Citizenship or immigration status:
be & United States citizen or an alien lawiully admitted
for peronanent residence in the United States[.]” It is
undisputed that, apart from this requirement, Plaintiff
meets sl the requisites needed to gualify for a veteri-
narian's license.

Defandants .. demy that the subject statute violates
the Supremacy Clause, sinca “statas have the power to
adminisier their professions™

-

I}t iz ondisputed that “the Supremacy Clauae
requires the inmvalidation of any state legislation that
burdens or conflicts in any manner with any federal
laws or reaties.” DeCanas v. Bica, 424 U5, 351, 358,
86 S.Ct. 533, 938 n. 5, 47 L.Ed.2d 43 [1976). It is also
clear that “[t]he Mational Governmeani has broad con-
stitutionel powers in determining what aliens shall
be admitted to the United States, the period they
miay remain, regulation of their conduct before natu-
ralization, and the tarms and conditions of their natu-
ralization,” snd that “the States can neither add to nor
take from the conditions lawfully imposed by Con-
gress upon admission, neturalization and residence of
aliens in the United States” Graham v Richardson, 403
LLS. at 377-78, 81 5.Ct at 1854-56. Conseqguently, “[s]
tate laws which impose discriminatory burdens upon
the entrance or residence of aliens lawfully within the
United States conflict with this constitutionally derived
federal power to regulate immigration, and have
accordingly been held invalid” Id., 403 U.5. at 378, 81
5.Ct. at 1865 ... On the other hand, the Supremea Court
“has never held that every state ensctment which in
amy way desls with aliens ia & regulation of immigration
and thus per se pre-empted by [Congress's] constitu-
ticnal power, whether latent or exarclaad” De Canss w
Bica, 424 U.5. at 356, 96 5.Ct. at 836,

Condinues
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continuad

In the instant case, the Court finds that Education
Law & 6704{6) conflicts with MAFTA, and therefore vio-
lates the Supremacy Clause. As discussed above, NAFTA
provides that Plaintiff may practice weterinany medicine
in the United Stetes, &5 long as he does not Intend to
permanantly reside here. Conversaly, Education Law
§ 6704(6] provides that Plaintiff may obtain a veterinar-
ien's license only if he intends to reside in the United
States permnanently, as evidenced by US. citizenship or
gresn card status. [n the Court's view, thess statutes are
in conflict. Moreover, by requiring Plaintiff to become
g LLS. eitizen or obtain Permanant Resident Alien sta-
tus, Education Lew § 6704{6) imposes an sadditional bur-
den on him that apparently was not contemplated by
MAFTA. Accordingly, the Court finds that Education Law
§ 6704iG) violates the Supramacy Clause.

For all of the foregoing reasons, Plaintifi's maotion
for summary judgment is gramted and Defendants’
cross-motion for summany judgment is dendad.

Decislon. The court gramted Kirk's motion for sum-
mary judgment and ordered Mew York 1o grant hin a

ADMINISTRATION AND
DISPUTE SETTLEMENT

MNAFTA does not have the type of lawmaking institu-
tions that the EU has. However, an administrative body
oversees implementation of the agreement, and a dispute
resolution process is available to NAFTA countries. The
dispute resolution process is similar to that of the WTO.

MNAFTA Fair Trade Commission

The NAFTA Fair Trade Commission supervises the
implementation of the agreement and attempts to
resolve disputes that may arise regarding its interpreta-
tion or application. One cabinet-level official from each
of the three governmenis, supported by an administra-
tive staff and committees, form the commission.

Arbitral Panels. When one NAFTA country accuses
another of violating NAFTAs principles, it must first
attempt to negotiate a settlerment. If a settlement is not
reached, then the countries can seck dispute resolution.
When the isspe falls under both NAFTA and GATT, the
countries must agree on whether it will be heard by the
NAFTA Fair Trade Commission or the WTO. If they
cannot agree on which forum, the case will normally
be heard before the Fair Trade Commission. If a settle-

ment is not reached, the commission may convene an

vaterinary license in accordance with his immigration
status purswant to MAFTA

CASE QUESTIONS

1. On what basis did the court determine that
Mew York's licensing law for veterinarians was
unconatitutional?

2. Do you agrea with the justifications offered by
New York with respect to limiting licensing to
U.5. citizens and permanent residents? How
miuch control should states have over licensing
issues?

3. Despite striking down the licensing reguire-
ment, the court also held that not every state
law that addressss aliens s an unconstitutional
regulation. Under what circumsatances would
states be able to constitutionally regulate profes-
sional licensing and sliens? Are there other cir-
cumstances outside of licensing in which states
could regulate aliens without viclating the U5,
Constitution?

arbitral panel, which consists of five members who are
experts in trade or law. They decide whether one coun-
try has violated NAFTA and recommend a solution. If
the recommendations of the arbitral panel are not fol-
lowed and no agreement is reached within 30 days, the
complaining country may retaliate by raising tariffs. No
arbitral panel has the authority to tell a country to actu-
ally change its laws or policies. For example, if a panel
rules that a regulation of the U.5. Consumer Product
Safety Commission, the National Park Service, or other
agency is violating NAFTA, an individual cannot obtain
a court order compelling the agency to alter its decision
solely on the basis of the panel report.

Antidumping and Countervailing Duty Cases. The
Fair Trade Commission also hears cases involving
countervailing and antidumping duties. These cases
arc treated differently from other disputes. Recall that
countervailing duties are imposed on imported goods
that received an unfair price advantage because a part of
their cost of production was subsidized by the exporting
country. Antidumping duties are imposed on “dumped”
products. Dumping, another unfair trade practice, is
the selling of goods in a foreign market for less than
the price charged in the country in which they were
produced. Antidumping and countervailing duties are
only imposed pursuant to an order of an administrative
agency in the importing country.
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This practice continues under NAFTA; however,
the appellate process has been changed greatly. In the
United States, an appeal of an agency decision in an
international trade case normally goes to the ULS. Court
of International Trade, but appeals from administrative
orders in NAFTA cases now go to NAFTA binational
panels, not to courts of law. The role of these panels and
their standard of review in reviewing agency decisions
are limited. Rinational panels apply the same standard
of review as would a court of law convened in the coun-
try where the case originated. Because it is not an appel-
late court, a panel does not make law in the traditional
sense, but it applies the existing law of the country from
which the case was appealed. This legal process is quite
unusual and controversial, because private businesses
will be bound by the decision of an intergovernmental
panel with no recourse to judicial review.

Extraordinary Challenge Committees. Appeals
of a binational panel decision may be taken only to a
NAFTA Extraordinary Challenge Committee, and not
to courts of law. A challenge committee examines a case
only to see if a panelist was biased or guilty of miscon-
duct, or whether the panel departed from a fundamental
rule of procedure, or exceeded its powers, authority, or
jurisdiction. A binational panel must apply the correct
standard of review. Under NAFTA, a binational panel
that fails to apply the correct standard of review would
be considered to have exceeded its powers, anthority, or
jurisdiction. Panelists for binational panels and extraor-
dinary challenge committees are chosen from a roster
of impartial judges or former judges whenever possible.

PRODUCTION SHARING:
ASSEMBLY PLANTS ANDTHE
MEXICAN MAQUILADORAS

The process of spreading manufacturing and assem-
bly operations across international borders is often
called production sharing, a term coined by business
theorist Peter Drucker. One type of production shar-
ing involves the manufacture or fabrication of articles
or component parts in one country and their assem-
bly into finished goods in another. While this is not a
part of NAFTA, production sharing is discussed in this
chapter because of its importance to industry and trade
in North America and the entire Western Hemisphere.
Historically, global manufacturing firms have invested

Chapter 14: North American Free Trade Law 389

in manufacturing operations in developed countries
that offered higher-skilled workers, technology, capital
investment, research and development, quality con-
trol, and state-of-the-art production and management
methods, as well as political and economic stability:. The
manufactured articles were then shipped to "assembly
plants” in lower-wage countries for assembly into the
final product.

To economists and management theorists, pro-
duction sharing makes perfect economic sense. It
allows countries to specialize in what they do best, be
it research and development, highly skilled manufac-
turing, or low-wage labor. Production sharing also has
been a major force for investment, employment, and
the transfer of technology and know-how to develop-
ing countries. Today, modern production sharing tech-
niques are integral to efficient global manufacturing
operations and supply chain management.

Since the mid-1960s, U5, legislation has encour-
aged the manufacture of articles in the United States
and their assembly in foreign plants. Section 9802 of
the Harmonized Tariff Schedules of the United States
contains a special provision allowing US.-made articles
or component parts to be shipped to factories in a for-
eign country where the articles are assembled or joined
to other articles and then returned to the United States
with duties assessed only on the value of the newly
assembled product less the value of the US.-made com-
ponent parts. In essence, import duties are placed only
on the low-wage labor and the relatively inexpensive
overhead of the foreign plants. For example, a cellular
telephone manufactorer can assemble a telephone in
a Mexican assembly plant, using parts sourced from
Morth America and from other countries, and then
reexport the finished telephone to the United States.
Tariffs on the telephone are based on the value of the
phone, less the value of the LS. component parts.

Foreign assembly operations are common in indus-
tries that produce electronic goods, home furnishings
and appliances, automobiles and automotive parts,
textiles and apparel, and many others. Assembly plants
can be locally owned or owned by companies from the
United States or other countries. They can be located in
countries all over the world, although most are located
in low-wage countries. Many are located in Mexico.
Some of the largest users of assembly plants are Honey-
well, General Electric, Ford, General Motors, Siemens,
Sony, Whirpool, Sanyo, Samsung, Motorola, Hyundai,
Bose, Mattel, Fisher Price, Toshiba, and Nokia, to name
just a few common brand names among hundreds.
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During the 1990z, automobile firms from all over
the world invested heavily in assembly plants in Japan,
Canada, Sweden, Germany, and Mexico, while the elec-
tronics and apparel industries invested heavily in Asia,
Mexico, and the Caribbean. Production-sharing plants
are also called offshore assembly plants, or in the case of
Mexico, border plants, because of their location along
the U.5. border. The Spanish term for these plants is
maguiladora, derived from the word maguilar, mean-
ing “to process.” Production-sharing plants are common
not only in Mexico but also throughout the Caribbean
and Central America. Plants in Mexico have the advan-
tage of being located close to the US. border, accessible
by road and rail transportation. Proximity to the United
States means faster shipping, lower inventory require-
ments, and lower transportation costs. This is particu-
larly important for industries assembling products with
short shelf lives, for products that can quickly become
obsolete, or for managing just-in-time inventory in
global manufacturing.

Many Asian firms have taken advantage of assembly
operations in Mexico, giving them a platform for ship-
ping throughout North America, as well as to Central
and South America.

Assembly Plant Tariff Rules

Under Section 9802, the tariff assessed on an assem-
bled article upon reimportation to the United States
is calculated on the value of the newly assembled arti-
cle less the value of the U.S.-made component parts.

Samsonite Corp. v. United States

These tariff savings are available only where the imports
were assembled in the foreign plant (1) from US.-
manufactured or fabricated components (2) that had
been exported “ready for assembly without further fab-
rication” and {3} that have not lost their physical iden-
tity and have not been advanced in value or improved in
condition abroad except by being assembled and except
“by operations incidental to the assembly process™ such
as cleaning, trimming, calibrating, or lubricating.

Examples of fabricated components that would qual-
ify as being ready for assembly without losing their
physical identity include circuit boards, machine parts,
semiconductors, precut parts of wearing apparel, lug
nuts, and automobile engines or tires. Sending bolts of
fabric abroad to be cut into parts of shirts does not gual-
ify as assembly, but sewing two sleeves to the body of a
shirt does. It is not "assembly” when lumber, leather, or
plastic is sent abroad to be formed into new and different
articles that will become components of finished goods.
Section 9802 applies only to assembly operations, which
include any method of joining two or more solid arti-
cles, such as welding, screwing, gliing, or sewing. Com-
bining chemicals, liquids, gases, or food ingredients is
not considered assembly. In addition to automobiles and
clothing, other representative products include telecom-
munications and electronic equipment, computers, tele-
visions, sausage casings, mini-blinds, stuffed toys, and
almost any product capable of assembly. In Samsonite
Corp. v. United States, the operations of the plant were
held to be a fabrication and not a mere assembly:

BACKGROUND AND FACTS

Samsonite Corporation assembled luggage in Mexico
for import into the United States. Mamy componant parts
used in the assembly process were made in the United
Stetes. Samsonite shipped steel strips from the United
States to Mexico for use &3 luggage handles. When the
strips left the United States, they wera five inches long,
straight, and bearing & coat of oil. Their value ranged
fromn 95 cents to $1.26. In Mexico, the strips were bent
by machine into & form resembling a square-sided lat-
ter C, cleaned, covered with a vinyl sheath, and riveted
to plastic frame assemblies. The sssemblies wers then
placed in, and fastened to, bags of vinyl to make soft
luggage. On import into the United States, the Customs
Sernvice dutied the luggage, including the value of the

steel strips at the rate of 20 percent ad valorem. The
Count of International Trade upheld the government's
contention that the steel strips had not bean “exported

in a condition ready for assembiy™ and that the process
in Mexico amounted to a fabrication and more than a

mere asaembly. Samsonite appealed.

SENIOR CIRCUIT JUDGE FRIEDMAN
To obtain a deduction for American-fabricated anicies
sasembled sbroad, the components

a. must have been exported from the United States
“in condition ready for assembly without further
fabrication.

b. not hawve lost their physical identity in the aricles
by change in form, shape, or otherwise, and

coviinLues
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& not have been advanced in value or improved
in condition “except by being assembled” and
excapt "by operations incidental to the assem-
bly procesa such as cleanimg, lubricating, and
painting.”

As the Court of International Trade comectly pointed
out, since the "foregoing three conditions for a deduc-
tion are get forth in the conjunctive, ... each must ba
satisfied before & component can qualify for duty-fres
treatment.” We agree with that couwrt that the steel strips
imwodved in this cese did not meet those conditions.

The critical inguiry is whethar the bending and
shaping that the strips undensent constituted “fabri-
cation” or mere assembly and operations incidental
to the essembly process. We hold that what was done
to the strips in Mexico was fabrication and not mere
assaembly.

When the steel strips were exported from the
United States, they were just that: five-inch strips that
could not serve as the frame of the luggage withouwt
undergoing & complete change in shape. Prior to assam-
bling the luggage, the strips were bent by machine into
& carefully and specially configured rectangular shaps
that was necessary before the original strip would serve
its ultimate function as part of the frame of the luggage.

In short, what emerged after the bending operation
wias 8 different ohject from that which left the United
States. The latter was & steel strip, the former was &
metal frame for & piece of luggage. The transformation
of the strip in this manner into & luggage frame was &
fabrication. The stripa therefore had not been exporied
from the United States “in conditicn reedy for assembly
without further fabrication”

Samsonite contends, however, that prior decisions
of the Cour of Custorns and Patent Appeals require &
contrary conclusion. It relies particularly on General
imstrument Corp. v. United States, 498 F2d 1318 [CCPA
1974). That case involved wire wound on spools that hed
been exported from the United States to Tahwan. There
the wire was remaowved from the spools, formed into &
horizontal coil by a winding machine, taped to prevent
unraveling, dipped in cement, dried, precision shaped,
remowed from the spools, and wound around a core. The
end product made from the wine was a component of 8
television sat that was impored into the United States.

The Court of Customs and Patent Appeals held
that: “The steps performed upon the wire after its
exportation to Taiwan are not further fabrication’ steps.,
but rather essembly stepa within the meaning of [the
statute]”

Mexican Regulation of Maguiladoras. The maguila
industry is governed by regulations and decrees of the
Mexican government. These regulations are intended
to promote Mexicos competitiveness in assembly and
manufacturing and to promote exports by giving tariff

Samsonite argues that far more was done to the
wire in General instrument than was done to the steel
stripa in this case. It argues that if the processing the
wire undenvent in General lnstrument was not “fabrica-
tiom,” a fortiori "the one simple-minded act of bending &
straight frame into a C was neither a further fabrication
nor @ non-incidental operation”

The eritical inguiry in determining whether fabrica-
ticn rathar then mere szsembly took place here, 8 not
the amount of processing that occurred in the two cases,
but it= nature. In General Instrument, the wire, when it
feft the United States and wihen it returned as part of &
finishad product, was a coil. The wire was taken directly
from the supply spool on which it was wound and, after
processing, was used in assembling the TV set compo-
nents. The wire underwent no basic change in connection
with its incorporation into the televiaion set component.

In contrast, in the present case the steel strips had
1o undergo a significant change in shape before the
actual assembly of luggege could begin. Until the steal
gtrips had been made into C shapes they could not be
uged as a part of the luggage. Unlike tha *assembly"
that the court in Gamaral instrumeant held the processing
of the wire invalved, here “further fabrication®™ of the
stes] strips was reqguired In order to change them into
frames for luggage, before the assembly of the luggage
could take place.

Decislon. The Court of Appesls upheld the decision of
the lower court. The bending end processing of the steel
strips in Mexbco was fabrication and not & mere assem-
by and therefore did not gualify for duty-free treatment
under Section 9802,

Comment. In United Stafes «. Haggsr Apparel Co., 526
LS. 380 (1559), the United States Supremea Cowrt uphsld
regulations of the U5, Customs Service that permapress-
ing of man's pants was an additicnal step in manufeciur-
ing and not a minor operation incidenial to assambly.

Case Questions

1. ‘What was the court's holdimg with respect to the
application of Section 3802 to Samsonite’s steal
strip=a?

2. Samasonite contended that the bending process
in Mexico was less significant than the process
upheld as mere assembly in the General instru-
ment Corp. case. Do you agree? Was the court
correct in this regard, or is the purpored differ-
ence one without substance?

and tax incentives to Mexican exporters. Maguilado-
ras are chief beneficianies of the incentives. The incen-
tives include the elimination or redoction of tariffs on
imports of certain component parts or raw materi-
als destined for reexport as finished goods. The duty
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reductions apply only to products in select industry sec-
tors. In order to qualify for favorable tariff treatment, a
Mexican company must meet complex regulatory and
tax law requirements that require companies to rely on
sophisticated legal and accounting advice.

Mexicos tariff incentives for exporting firms have
changed several times in recent years. In large part, the
changes are due to changes in NAFTA rules. In 2007,
the Mexican Ministry of the Economy merged the
maguila program with another government export pro-
gram into the Maguiladora Manufacturing Industry and
Export Services Program, or IMMEX The IMMEX law
covers eligibility requirements for IMMEX companies
and their certification, operation, taxation, inspection,
and reporting requirements.

Issues Related to the Mexican Maquila
Industry

Mexico has encouraged development in the maguila
industry since 1965, offering incentives for investment
and favorable tariff and tax treatment for maguiladoras.
Since then, maguiladoras have contributed significantly
to Mexico's job growth and to its economy generally.
For most of that time, maguiladoras were used only for
low-wage assembly operations, whereas most capital
imvestment remained in true "manufacturing” plants
in the United States. Today, many Mexican plants use
state-of-the-art production equipment and techniques
and employ many more higher-skilled workers than in
the past. Many U.S. businesspeople claim that the qual-
ity of workmanship in Mexican plants is on par with
that anywhere in the world. Some plants are quality
certified by the International Standards Organization
(ISO). The average hourly wage for direct labor, how-
ever, is still only about $2.00 an hour, although ahead of
average wages elsewhere in the country.

The success of the maguila industry has caused a
migration of workers from all over Mexico to the bor-
der region. This has led to many social problems that
are typical of fast-growing migrant areas. These include
overcrowded living conditions, pollution, substandard
housing, poor health care, inadequate sanitation and
public utilities, poor roads and infrastructure, and many
other problems. The electrical power and telecommuni-
cations industries are encumbered by a history of govern-
ment protection and monopaoly, and electricity and other
utilities are often unreliable and inadequate for industry.

One of the most severe problems in the border
region is an epidemic of crime that has spread to both
sides of the border, indluding violent crimes such as

kidnapping for ransom, smuggling and drug-related
crimes, organized crime, and offenses related to illegal
immigration and border crossings. Many foreign com-
panies have to provide personal protective services for
their employees.

Other political and societal factors have also
detracted from the business climate in Mexico. The
government bureaucracy is often encumbered by red
tape and corruption, and officials at some levels of gov-
ernment maintain an antibusiness attitude.

5till other problems have arisen in the maguila work-
place. Many accusations of labor abuses have been made
by governments, nongovernmental organizations, labor
activists, and the popular press. These include unsafe
or unhealthy working conditions, excessive working
hours, sexual harassment, and violations of the right to
organize. Although Mexico has enacted sophisticated
labor and employment laws related to wages, work-
ing hours, and other areas, these laws are not always
adequately enforced. As jobs become harder to find.
unskilled workers become more vulnerable to a few
unscrupulous supervisors and plant managers who are
able to exploit workers desperate for well-paying jobs.
Most global brand-name firms that operate maguilado-
ris or that have purchasing and supply arrangements
with local plants try to monitor and “police” labor viola-
tions, although it is not always an casy task.

No issue is more pressing in the border region than
the harm the plants have caused to the environment. In
the early 19905, the governments of the United States
and Mexico began negotiations on protecting the Rio
Grande and on building municipal sewer systems, water
treatment plants, and solid-waste disposal sites. Their
greatest concern was how to deal with hazardous waste.
The two governments devised methods of tracking haz-
ardous waste and regulating disposal sites. Complicat-
ing the problem are the thousands of trucks that cross
the border daily, causing severe air pollution and dam-
age to roads and bridges. Both governments have spent
hundreds of mallions of dollars to deal with these social
and environmental problems.

CONCLUSION

The North American Free Trade Agreement was
approved by the legislatures of Canada, Mexico, and the
United States only after heated debate. Proponents saw
it as a means of expanding trade opportunities for North
American products, spurring cross-border investment,
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increasing the number of high-paying jobs in export
industries, and bringing greater economic and social
stability to Mexico. Opponents argued that it would
result in large-scale loss of ULS. and Canadian jobs to
low-wage workers in Mexico. Today, the impact of
MNAFTA is still disputed NAFTA supporters point to an
increase in the volume of trade and investment between
the three countries and to an increase in living stan-
dards and strengthening of the Mexican middle class.
Critics point to an increasing U.S. trade deficit with
Mexico, which did not exist in 1993, They argue that
NAFTA has caused a loss of US. jobs in many indus-
tries, particularly manufacturing, and in virtually every

1. The economic provisions of the U.S. Constitution
constituted an agreement among the states to have
their economies managed as a single unit by the
federal government. Under the Constitution’s eco-
nomic provisions, Congress had the exclusive power
to manage trade between the states and with foreign
nations. The federal court system was empowered
to strike down any state law that would impede the
free interstate movement of goods or people or dis-
criminate against businesses based in other states.
The Constitution gave the federal government the
sole right to issue currency and determine mone-
tary policy and concentrated all control over com-
mercial policy toward other nations in the federal
government.

2. A free trade area (FTA) is created when a group of
countries agrees to eliminate or phase out customs
duties and other barriers to trade among the mem-
ber countries as to goods originating in the FTA
countries.

3. In a customs union, there is free trade of all goods
that come through any of the unions members,
even if they entered a member state through impor-
tation from outside the customs union. Because
of this, a customs union can only function if all of
its members agree to a common tariff on imports
from outside the union and a common institution
to negotiate such tariffs on behalf of the group.

4. A "common market” is a customs union that has
reached a further state of integration. In addition
to assuring the free movement of goods within the
customs union, a common market seeks to further

Chapter 14: North American Free Trade Law 393

LIS, state. These critics maintain that despite an increase
in manufacturing jobs in Mexico, real wages have not
increased. Moreover, they point out that many Mexican
jobs are in plants along the US.—Mexican border, with
many people working and living in crowded, slum-like
conditions, with inadeguate housing, health care, and
sanitation. Environmentalists argue that NAFTA and
the growth of border factories have created a social and
environmental disaster in the region. One thing is cer-
tain: arguments over the impact of NAFTA are colored
by UL5. attitudes regarding Mexican immigration into
the United States. Certainly, the immigration issue has
become the hottest topic in ULS.-Mexican relations.

facilitate free competition within the union and pro-
tect the right of all enterprises and persons within
the area to do business, invest capital, and sell their
services within the area without discrimination on
the basis of national origin. To achieve free eco-
nomic competition in a common market, the mem-
bers of the market establish common rules relating
to anticompetitive behavior and subsidization of
industry. Further, a court with jurisdiction and
power to enforce its rulings is necessary to ensure
compliance with the market's norms.

5. The provisions of the WTO Agreement do not pre-
vent formation of a costoms wnion or FTA. The
WTO treats such a grouping as an economic actor
and requires that tariffs against those outside the
grouping not be increased as a consequence of the
group's formation.

6. The North American Free Trade Agreement between
Canada, Mexico, and the United States went into
force in 1994. It created the world’s largest free
trade area. Today, this market encompasses about
481 million people and a combined gross domestic
product of more than 521 trillion.

7. By 2008, all tariffs on goods originating and traded
in Canada, Mexico, and the United States were
eliminated.

#. NAFTA tariff rates apply only to articles that origi-
nate in Canada, Mexico, or the United States. Only
goods that qualify under NAFTAs rules of origin
can obtain NAFTA tariff rates. Goods originate in
a NAFTA country if they are wholly produced or
obtained in Canada, Mexico, or the United States.
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10.

11.

freec trade area (FTA) 365

This includes live animals born and raised, minerals
mined, and crops grown in these countries. How-
ever, if the goods contain non-originating inputs
{components or raw materials), they qualify as hav-
ing originated in a NAFTA country if they meet the
regional value content reguirements or the tariff
shift rules of Annex 401 of NAFTA.

. NAFTAS national treatment principle is similar to

that found in GATT. It states that once goods arrive
from another NAFTA country, they must be treated
without discrimination and no differently than
domestically made goods. Reports of the United
States Trade Representative show that Mexico and
Canada still maintain many nontariff barriers to
U5, goods and services.

The country-of-origin marking and labeling rules
are sct out in Annex 311 to NAFTA and are enacted
in the national customs regulations of the United
States, Canada, and Mexico.

Canada and Mexico are significant purchasers of
U5, agricultural products. NAFTA has boosted
LS. agricultural exports to Canada and Mexico
since 1994. The elimination of Mexican tariffs in

2008 on products such as corn and beans has been
viewed as a threat by many small Mexican farmers,
who fear competition from large-scale American
farms. This remains a sensitive political issue in
both countries.

12. NAFTAS side agreements on the protection of labor

13,

14,

UL LR LR EA LR L pErTRETEn

customs user fees 369

and the environment are controversial. The North
American Agreement on Environmental Cooperation
does not set environmental or ecological standards,
but it does call for the three countries to cooperate
in protecting the environment. The North American
Agreement on Labor Cooperation is intended to
make labor policies more uniform by promoting
Mexicos enforcement of its labor laws,

The Fair Trade Commission supervises the imple-
mentation of the agreement and attempts to resolve
disputes that may arise among the three govern-
ments. If a settlement is not reached, the commission
may convene an arbitral panel that can recommend
a solution. Panels do not have the authority to tell a
country to actually change its laws or policies.

The Mexican maguiladera industry consists of
“production-sharing” factories that assemble ULS.
components into finished products for retorn to the
United States. Produocts include electronics, auto-
muobiles, and apparel. This industry allows man-
ufacturers to take advantage of low-cost labor that
is located close to the United States. The maguila
industry is attempting to compete with even low-
er-cost labor from China, as Chinese imports to the
United States grow at faster rates than imports from
Mexico. Since 2007, the maguila industry has been
governed by Mexican "IMMEX" regulations.

arbitral panel 378

customs union 365 substantial transformation test 370 binational panels 389
common market 366 tariff shift rule 371 production sharing 389
national treatment 369 regional value content 371 maguiladoras 3281
export taxes 369 certificate of origin (CO) 372

.

[hoes the United States have any free trade agreements
under negotiation at the present time? If so, what is their
status? Are there countries with which the United States
should contemplate future free trade agreements?

What is the present status of NAFTA in light of the
Trump administration’s threats to renegotiate or aban-

don the agreement or impose significant tariffs on goods

originating from Mexico? What are the pros and cons of
these approaches? Who are the parties likely to benefit or

be harmed by these approaches?

3. Consider a study of doing business in Mexico. How do the

economic, cultural, social, and political climates affect a
business there? Describe Mexicos form of government.
How are business relations conducted there? Are they
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mare or less formal than in other Western countries?
Diescribe how Mexico’s policies toward trade and invest-
ment have changed over the years. Do you believe that
Mexico provides a stable climate for trade and invest-
ment? What products or industries would seem to do well
in the Mexican markest?

4. NAFTA contains provisions regarding the fair treatment
of labor and the protection of the environment. Evaluate
their potential for seccess. What labor and environmental
issues are addressed in NAFTA? What issues should be
addressed?

5. Your company produces “Big Duster™ tires. Your most
popular styles are the ones with the raised white lettering
on the outside of the tire. You would like to export tires o
Mexico but cannot pass the Mexican labeling and mark-
ing requirements. Among the many other requirernents, a
required remolding of the tires in Spanish woold be costly.
You do not think the regulations are fair. Do the require-
ments violate NAFTA? What course of action should yvou
take?

6. Your company distills Kentucky bourbon. A Canadian
competitor is selling “Kentucky bourbon® in Ontaria,
but its bourbon is made in Canada. Canada's liquor con-
trol agency has looked the other way and ignored your

requests to enjoin the sale. Does the sale violate NAFTA
or the WTO systern? Would this action be heard before
the NAFTA Free Trade Commission or the WTO? What
steps can be taken to force Canada to enjoin the sale?
What remedies are available? If the Canadian products
are exported to the United States, can they be stopped at
the border?

7. How does the function of a MAFTA arbitral panel differ
from that of a binational panel? What is the standard of
review in binational panel decisions? Describe the role of
an extraordinary challenge committes. Why does NAFTA
recommend that panelists on binational panels and
extraordinary challenge committees be judges or former
judges whenever possible, but allow arbitral panelists to
be specialists in international business or trade?

8. What iz a rule of origin? Why is it important to the opera-
tion of a free trade area?

9. Discuss the social responsibility of a Canadian or U5,
manager working in Mexico. If a certain course of action
is illegal in the manager's own country but lawful and
accepted in Mexico, which standard should the manager
follow? Describe the social responsibility of firms oper-
ating in Mexico in regard to environmental protection,
worker health and safety, and corrupt practices.

Consider the following NAFTA management problem in a
global business context.

DownPillow, Inc.. a small 115, manufactorer of down
comforters and pillows, sells nationally through high-quality
retailers. The company is known for its quality of materi-
als and production. Its raw materials include cotton fabric,
anfilled cotton shells, and down fills. These materials are
not produced in the United States in sufficient quantities to
meet the needs of the US. market. The HTS classification for
anfilled comforter shells is 6307 90. The classification for fin-
ishied down comforters is HTS 9404, %)

For many years, DownPillow purchased materials from
Europe and paid in foreign currency. Gradually, costs rose
becanse European suppliers faced higher labor and overhead
costs. A declining US. dollar made goods more costly, but
as costs rose, the company could not pass them on in price
increases. When the US. market became more competitive
in the early 1990s, DownPillow looked to China for cheaper
materials. China is the world’s leading producer of cotton
textiles and down fill. Chinese textiles enter the United States
under strict quota limits, enforced by US. Customs. Quota
category 362 inclodes unfilled shells, comforters, quilts, bad-
spreads, and other top-of-the-bed products. DownPillow
negotiated with a Chinese manufacturer for low-cost
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materials priced in dollars. The new products were introduced
to US. customers in 1993 at competitive prices. The new
lower-priced goods quickly became an Important part of the
company’s line.

However, the political situation changed over time. The
United States accused China of illegally transshipping tex-
tiles through third countries to get around the US. quota. In
response, the United States reduced the quota on category 362
The annual quota began to close in early fall. Goods antici-
pated for shipment during the Christmas season sat in a cus-
toms-bonded warehouse at the port until released by ULS.
Customs the following January. In the following year, the larg-
est LS. impaorters of comforters and bedspreads had booght
their merchandise early, and the quota closed in March.
DiownPillow was barely able to obtain sufficient unfilled shells
for its production needs. When it tried to switch its customers
back to the higher-priced merchandise made from European
materials, they balked. Many threatened to take their business
elsewhere.

1. Management is desperate for a solution. It has learned
that Canada will permit the entry of Chinese textiles.
They also know that Canadian trade negotiators put
a little-known rule of origin in NAFTA providing
that a product that undergoes a change from category
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6307 .90 to category 9404.90 will become a produoct of

Morth America. (Tariff shifting is not generally avail-

able for textile articles, but widely available for many

other manufactured and processed goods.) They
would like your opinion on answers to the following
questions:

a.  May they bring the Chinese cotton shells into Canada
and ship them to the United States despite the quota?
What processes would have to take place in Canada
to do this? If they did, what would the tariff rate be?
Would they see any net tariff savings?

b. Production in Canada would give ready access to the
Canadian home-fashions market. Should the com-
pany explore the possibility of investment in a plant
in Canada? What are the pros and cons of such a
maove? How would they be affected by NAFTA invest-
mient provisions?

¢. Canada is a good supplier of goose down. If DownFil-
low produces finished comforters in Canada, would
it make a difference if it used down from Canada
geese, as opposed to down plucked from geese in, say.
Poland, and imported into Canada?

d.  Ewery state requires that comforters may only be sold
if they are manufactured or imported by licensed
bedding manufacturers. Bedding manufacturers are
subject to state health codes. Does NAFTA prohibit
the application of state health codes to Canadian and
Mexican companies or to products made by them?

& The company also has had some interest from buyers
in Mexico. Would any import duties apply on ship-
ments of either its US.- or Canadian-made products
to Mexico? What would the tariff rate be? What spe-
cial textile labeling rules are applicable, and how would
they affect the company’s ability to market there?

f. Management is concerned about meeting foreign
health standards applicable to a natural product like
down and feathers. Where would they go for infor-
mation on foreign regulations?

2. Discuss the wisdom of DownPillow's decision to switch
its source of supply to China. Describe the impact of cos-
toms and tariff law on a North American firm's strategy.
Diescribe how this small company was affected by interna-
tional political events out of its control. Do you think the
company underestimated its customers and its market?

Maguiladoras have been subject to much criticism. Crit-
ics contend that the industry is merely an attempt 1o attract
foreign investment by not strictly adhering to environmen-
tal and labor standards. As a result, environmental problems
especially in border areas have been exacerbated, and social
tensions have increased. Wages, while improving, may still be
inadequate to meet basic needs, thereby causing workers to
live in squalid conditions. The absence of mobility promoted
by the low-skill nature of many jobs locks workers into per-
manent cycles of poverty and dependency on the maguils
industry. This dependency and the absence of mobility may
encourage worker exploitation in the form of excessive work
howurs, unhealthy and unsafe working conditions, and discrim-
inatory hiring practices, Finally, critics note that, to the extent
the health of the maguila industry depends on companies and
economies of other countries, it does not promote long-term
economic stability. Economic stability is also lacking as other
bow-wage countries, such as China and countries in Southeast
Asia, develop their own productive capabilities, thereby caus-
ing companies to depart from Mexico and leaving a large pool
of unemployed and unskilled workers in their wake.

By contrast, supporters of the maguiladora strategy
have contended that the factories are a means of integrating
Mexicos developing economy and growing labor force into
the global economy. Maguifadoras are an important source
of foreign exchange and constitute a significant portion of
Mexico’s exports. Given their number and size, maguiladoras
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are a successful method of domestic job creation, which
serves to keep Mexican workers at home. Proponents also
note that conditions have improved in most maguiladeras
since NAFTAS entry into force and effect. Furthermore, the
maguila industry has evolved from simple assembly activ-
ity based on cheap labor with low added value through the
adoption of best practices in the productive processes and
industrial organization. Examples of such practices include
increases and improvements in capabilities, just-in-time, con-
tinuous improvement, environmental performance, and occu-
pational safety and health.

These tensions also exist when analyzing the magquila
industry from an ethical standpoint. Which impact is the most
persuasive from an ethical point of view? For example, utiliz-
ing a telenlogical framework, a moral relativist might contend
that the maguila industry is appropriate given Mexico's status
as a developing economy and the level of skill of a significant
portion of its workforce. However, a moral relativist could
also argue that, although perhaps appropriate at the present
time, the maguila industry is not a viable long-term strategy
for economic prosperity.

A utilitarian point of view may reach similar conclusions.
One may contend that the maguila industry is ethical given
that it results in the greatest overall good for the commu-
nity by providing economic growth for Mexico and jobs for
Mexican workers. However, a utilitarian approach may also
conclude that the maguila industry will not result in the
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greatest overall good for the greatest number in the long
term. Furthermore, the tendency to focus on short-term
profits and employment may justify many otherwise objec-
tionable behaviors with respect to environmental protection
and labor rights.

By contrast, deontological frameworks may provide clearer
guidance. Divine command theory, which resolves dilemmas
on the basis of tenets of faith within religious beliefs, may
find the maguila industry objectionable to the extent that it
encourages the exploitation or mistreatment of labor con-

trary to human dignity. Moaguiladeras may also be subject
to condemnation pursuant to the Categorical Imperative as

no one would wish for the practices within the industry to
become universal laws with respect to the treatment of labor-
ers engaged in manufacturing. The industry is subject to fur-
ther condemnation to the extent that it treats workers as a
means to an end. Finally, the lack of fairness and equality in
the maguila industry may subject it to criticism pursuant to
contractarianism. Exploitation of labor, to the extent it occurs
in the industry, may also be deemed to violate the duties and
responsibilities placed on employers with respect to low-
skilled workforces in developing economies,

What point of view best represents your thinking with
respect to the maguila industry? Why?
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Europe’s history is long and tumultuouws with alliances
formed and dissolved over thousands of years. A signif-
icant trend in the post-World War 11 period has been
the development of regional economic alliances to facil-
itate trade, as well as to maintain peace and security.
These regional agreements have had significant impact
on the conduct of business.

Historical precedents for Enropean economic inte-
gration go back to before the Roman Empire. However,
the devastation of Europe caused by World War I and
the efforts to rebuild were the major forces in bringing
six European countries—Belgium, France, Italy, Luxem-
bourg, the Netherlands, and West Germany (the west-
ern portion of modern Germany)—together to form
the European Common Market or European Economic
Community, now known as the European Union (EU).
As of August 2013, the number of member states grew
to 28 with the addition of Croatia. The EU is now the
largest single market in the world with a population of
more than 500 million people and a combined gross
domestic product of more than 516 trillion. The pri-
mary focus of this chapter is to examine the structure
and operation of the EU to the extent that it is relevant
to business. It also examines the process of gradually
greater economic integration within the EU and its

impact on business.

HISTORY OF THE EUROPEAN
UNION

The EU did not spring forth fully developed in its cur-
rent form. Rather, it developed over a period of years
and with successive modifications. Understanding
the present issues requires an examination of the ELUs
history.

Founding Treaties

Winston Churchill, a former prime minister of Great
Britain, stated in 1946 that postwar Europe needed a
" ... |sjovereign remedy ... to re-create the European

198

tamily, or as much of it as we can, and provide it with a
structure under which it can dwell in peace and safety
and freedom. We must build a kind of United States of
Europe.” Jean Monnet, a French government official
considered the founding father of the EU, said that "the
states of Europe must form a federation” They hoped
this type of partnership would prevent the development
of conditions that might result in a third world war.

Although the EU is a single unit, it actually started as
three “communities,” each created and operating under
a separate treaty. The best known was the European
Community (EC), formerly known as the European
Economic Community, established under the 1957
Treaty of Rome. This treaty, like the U5, Constitution,
created a set of market-wide institutions empowered to
develop common policies, but it left the substance of the
policies to the new institutions. The second community,
the European Coal and Steel Community (ECSC), was
established in 1952 under the Treaty of Paris, which
specifically defined the outlines of an agreed common
policy. covering combined price and output controls,
investment subsidies, tariff protection, and competi-
tion rules with respect to coal and steel. The third com-
munity, the European Atomic Energy Community
(Euratom), established on the same day as the EC by a
second, separate Treaty of Rome, focused primarily on
creating a market for and distributing atomic energy
throughout the Enropean states. It also was responsible
for selling excess nuclear energy outside member states.
All three of these "communities”™ existed under the
administration of a single institution, the Commission
of the European Communities (the Commission).

The Enropean Union is a concept added by the
Maastricht Agreement, also known as the Treaty on
European Union. The Maastricht Agreement did not
abolish the Communities, but created the concept of a
Union as an expression of the member states’ underly-
ing unity, as reflected in the Communities. Maastricht
also added goals, to which the member states aspired,
that might permit the eventual development of politi-
cal integration. In practice; the level of political integra-
tion was very loose: Member states had very different
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positions on political, military, social, and labor ques-
tions and made little attempt to coordinate them.
Legally, there were three communities. Thus, the some-
what confusing result was that, although the EU was a
single set of institutions, each of which we will discuss
in depth below, it acted as ECSC on steel and coal mat-
ters; it acted as Euratom on atomic energy matters; and
when it acted on most other economic matters, it did so
as the EC.

Because the general rule is that the EU has only the
powers its member states confer on it in treaties, we will
review some of the major treaties in more detail.

Treaty of Rome. The Treaty of Rome stated the orig-
inal objectives of the EU (see Exhibit 15.1). The Treaty
of Rome launched the process of establishing a customs
union, gradually turning over international trade policy
to the Commission. The Treafy of Rome also launched
internal multinational regulation, as it contained "com-
petition law™ calculated to prevent the creation of
market-wide private combinations in restraint of trade.
The Treaty of Rome is still important in the area of com-
petition law. Notwithstanding the earlier EC5C effort,
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the Treaty of Rome is commonly regarded as the true
beginning of Enropean economic integration.

The Single Evropean Act.  Despite the professed goals
of the Treaty of Rome, progress on economic integration
was quite slow. Approaching the thirtieth anniversary of
the Treaty of Rome, the EU was still more a loose free
trade area than a customs union. It posed significant
barriers to imports from other member states, and its
divergent approaches on trade policy with nonmember
states made a customs union untenable. The 12 existing
members thus enacted the Single European Act (SEA),
effective in July 1987. The purpose of the SEA was to
strengthen the institutions and enable them to act to
further the goals of the Treaty of Rome.

The SEA signaled a dramatic move away from the
Treaty of Rome’s slow, consensus-based system. The
members abandoned the requirement of unanimous con-
sent to move forward and instead adopted the concept
of qualified majority voting. This change meant that
not all the member states had to agree on proposals that
related to the internal market. This allowed the institu-
tions to make decisions even if there was some objection.

Treaty of Rome
Article 2

belonging to it
Article 3

with the timetable set oot therein-

and of the other measures having equivalent effect;

The Community shall have as its task, by establishing 4 common market and progressively approsciniating the economic policies
of Member States, o promote throughout the Commundty a harmonious development of sconomic achivilies, 3 continsous and
balanced expansion, an increase in stability, an aceelerated raising of the standard of living, and closer relations between the Stafes

For the purposes set oul in Article 2, the activities of the Community shall indude, as provided in this Treaty and in accosdance
the elimination, as between Member States, of customs duties and of quantitative restrictions on the import and export of goodds,

the establishment of 2 commaon customs el and of 2 common commercial policy toward third countries;
the abalition, as between Member States, of obstacles to freedom of movensent for persons, services, and capital;

the adoption of 2 commaon policy in the sphere of agriculture;

the adoption of 2 commaon policy in the sphere of transport;

the institution of a system énsuring that in the common market is not distoried;

the application of procedures by which the economic polices of Member States can be coordinated and disequilibrivm in their
balances of payments remedied;

the approcimation of the laws of Member States to the extent required for the proper functioning of the common market;

the creativn of 2 European Social Fund in order to improve employvment opportunities for workess and to contribute to the rais-
ing of their standard of living

the establishment of a European Investment Bank to facilitate the economic expansion of the Community by opening up fresh
eESurces;

K. the association of the overseas countries and territories in order i increase trade and 1o promote jointly sconomic and social

development.

AR

it
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400 Part 3: International and U.S. Trade Law

The Maastricht Treaty. After the passage of the SEA,
the pace of change quickened. In 1991, EU leaders ham-
mered out an agreement at Maastricht, Netherlands,
that advanced economic integration and set the stage
for a measure of political integration. The EU concept
was established, along with EU “citizenship,” which
facilitated movement of labor. It set the stage for a single
European currency, the euro, and a European Central
Bank to control monetary policy. The agreement also
set goals for common policy on internal environmen-
tal and other issues important to business. The Maas-
tricht Treaty also increased the use of qualified majority
voting,

Treaty of Lisbon. The period from 1991 through
2007 was marked by difficulties in furthering economic
integration. Attempts to address institutional reform
in the Treaty af Nice (2003) failed, and the rejection
of an attempt to consolidate the EU's authority in the
Treaty Establishing a Constitution for Europe by voters
in France and the Netherlands in 2005 led to a period of
reflection and inaction. The period of reflection ended
in 2007, when a new effort was initiated to salvage some
of the reforms set forth in the Constitution for Europe.
These efforts resulted in the Treaty of Lisbon, which was
signed in December 2007 and entered force in Decem-
ber 2009. The Treaty of Lisbon significantly modified
the EU's existing institutions as well as its underlying
structure. The treaty abolished the separation between
the policy areas and introduced a single consolidated
entity with a legal personality. The word "Commumnity”
was removed from the name of all existing institutions.

The Treaty of Lishon redefined the relationship
between EU institutions and the national governments
of the member states. This relationship has been rede-
fined in three separate principles. First, the Treaty of
Lishon distinguishes between exclusive competence,
shared competence, and supporting competence. The
EU has exclusive competence or power in areas such as
the functioning of the customs union, commaon trade
policy, competition law, and monetary policy. The
member states share competency with the EU in such
areas as the internal market, social policy, agriculture,
environmental and consumer protection, transporta-
tion, energy, and public health. However, the member
states’ power is limited to those areas where the EUf has
not otherwise acted. The EU may support, coordinate,
or supplement actions in fields left primarily to the
member states, such as industry, tourism, culture, and
education.

The second principle is a greater role for national
governments in EU affairs. National parliaments may
now object to proposed EU legislation on the basis that
it oversteps EU authority. The EU may be forced to reex-
amine or explain the proposed legislation depending on
the number of national parliaments that file objections.

Finally, for the first time, the Treaty of Lisbon for-
malizes a procedure by which member states may with-
draw from the EUL This will be discussed shortly in the
context of the vote by the United Kingdom to withdraw
from the EU in June 2016.

The Treaty of Lisbon also redefined the relationship
between the EU and citizens of the member states. The
treaty creates a new citizens' initiative that requires the
consideration of proposals signed by one million cit-
izens from any number of member states. The treaty
also provides that the political, social, and economic
rights set forth in the Charter of Fundamental Rights are
legally binding on the member states.

The Treaty of Lisbon represents the most significant
change to the EU since the beginning of Enropean eco-
nomic integration as represented by the Treaty of Rome
(now known as the Treaty on the Functioning of the
European Union, which for purposes of clarity we will
continue to refer to as the Treaty of Rome). The struc-
ture of the EU is discussed in the next section.

MEMBERSHIP INTHE
EUROPEAN UNION

The EU currently consists of 28 states. Table 15.1 lists
the current EU member states alphabetically with the
year cach state applied for and acceded to membership.
Membership in the EU has been highly desired by the
vast majority of states as noted by the fact that only one
state (Norway) has refused an invitation to join, and
states are willing to wait for long periods of time while
their applications are undergoing review. This long
period of time begs the question—how does a state join
the ELI?

The Accession Process

Becoming a member of the EU is a long and complex
process. The Maastricht Treaty provides that any
European state may apply for membership if it respects
democratic valoes, These values include stable insti-
tutions guaranteeing democracy and respect for the
rule of law and human rights, a functioning market
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economy, and acceptance of EU laws and practices.
A state wishing to join must first reach a stabilization
and association agreement with the EU whereby the
potential candidate state is offered free trade incentives

in return for commitments to political and economic

Table 15.1 MEMBERSHIP INTHE EUROPEAN UMION AND ITS PREDECESSORS

Chapter 15: The European Union 401

reform. A state may submit an application for mem-
bership once such an agreement is completed. At this
juncture, an applicant becomes an official candidate.
However, thi= status does not mean that formal mem-
bership negotiations have commenced.

DATE OF APPLICATIHON TR L ]
Austria July 1989 famuary 1995
Belgium Founding Member haly 1252
Bulgaria December 1995 fatnsary 2007
Croatia February 2003 July 2013
Cyprus Tuly 1990 Nlay 2004
Crech Repubbe [amnery 1996 My 2004
1 enmark Alay 1967 Jatzary 1973
Estonia Movember 1995 By 2004
Finland March 1992 fammary 1995
France Founding Member July 1952
Grermany, West Foanding Member fuly 1252
{ireece [ 1975 Jammry 1981
Hungary March 1994 May 2004
Treband May 1967 [:mnr!.- 1573
lnaly Founding Member haly 1252
Latvia September 1995 May 2004
Lithuania Decermnber 1995 Mllay 2004
Luxenibitrg Founding Member Judy 1952
Malta July 1590 My 2004
Methertands Founding Member July 1952
Poland April 1994 May 2004
Purnagal March 1977 famuary 1986
Ramania [umse 1995 January 207
Skovakia fune 1995 May 2004
Shkwenia [une 1996 Nlay 2004
Spain lune 1977 Jassary 1986
Sweden July 1991 fanuary 1995
United Kingdom May 1967 Jamsary 1973 pending withdrawal
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Membership negotiations are conducted in chapters
relating to specific EU legislation, legal acts, and court
decisions otherwise known as the acquis communan-
taire (literally meaning that which has been agreed
upon by the community). An accession treaty is only
drafted once negotiations are concluded on all chapters
and topics. Accession treaties granting new member-
ship must be ratified by all existing members. A date is
then set for the commencement of formal membership.
Any existing member state may effectively veto a new
membership application although such an occurrence
would be rare at this stage. Of course, negotiations may
take place over such a long period of time as to consti-
tute an effective veto of membership. Such is the case
with Turkey, which has been an applicant for member-
ship since 1987 with no end in sight to membership
negotiations. Table 15.2 lists the current candidates for
EU membership and the status of each application.

The Advantages and Disadvantages of Further
Expansion. Expansion of membership slowed con-
siderably after rapid growth in the mid-1990s and from
2004 through 2007. This may be due to several factors,
including a declining number of suitable expansion
candidates and the financial crisis that has taken some
of the luster off of membership (to be discussed later
in this chapter). The most recent enlargements have
focused on poorer, eastern European states thalt may
pose a threat to western European dominance of EU
institutions and a drain on resources. Enlargement to
Eastern Europe has resulted in increased development
aid to these new and poorer member states. Expansion
may also increase migration by Eastern Europeans and
exacerbate the unemployment problem facing Western
Europe. Expansion has also occurred in a somewhat

undemacratic manner as there has never been an
EU-wide referendum on any of the previous additions.
Finally, possible future expansion has caused the EU
to consider what it means to be European. As noted by
German chancellor Angela Merkel in 2006, *[i}f we do
not want to stop completely or even reverse integration,
we have to say where the borders of Europe are” For
example, should a state like Turkey be admitted given
that the majority of its territory is located in Asia and
its population is predominantly Muslim? If religion is
a determinant, what should be done about a candidate
such as Bosnia that is a part of the European continent
but a predominantly Muslim country? These are ques-
tions which the EU will need to answer as it considers
future expansion, perhaps even its continued existence.
There are several benefits of enlargement. Expansion
provides greater security for the European continent
and minimizes the likelihood of future armed conflict.
Democratization, the rule of law, and respect for human
rights are promoted through the enlargement process.
Expansion to Eastern Europe provides Western European
states with access to new markets for goods and services
and cheaper labor The EU must take action to retain its
economic clout as regional trading blocs become more
commuonplace in the absence of progress on greater
global integration at the World Trade Organization. The
EU cannot afford to be left behind by economic events
in the Pacific Rim and on the Indian subcontinent and
greater regional integration on a worldwide scale.

Withdrawal from the EU

On June 23, 2016, the United Kingdom voted to invoke
Article 50 of the Treaty of Lisbon (see Exhibit 15.2)
and withdraw from the European Union, the so-called

Table 15.2 CANDIDATES FOR EU MEMBERSHIP AS OF JANUARY 2017

DATE OF APFLECATION ATATLS
Albania April 2009 Candidate Conmitry
Bosnia & Herzegovima Potential Candidate
Kasovn Potential Candidate
Macedonia March 2004 Candidate Country
Muontenegro December 2008 Candidate Country
Serbia December 2009 Candidate Country
Turkey April 1987 Candidate Country
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‘Treaty of Lishon

Artide 1

Any Member State may decide to withdraw from the Union in accordance with its own constitutional requirements.

Artide 2

A Member State which decides to withdraw shall notify the Evropean Council of its intention. In the light of the guidelines

provided by the European Council, the Union shall negotiate and conclude an agreement with that Siate, seiting oul the
ais for its withdrawal, taking account of the framework for its future relationship with the Union. Thal agreement

shall be negotiated in accordance with Article 218(3) of the Treaty on the Functioning of the Enropean Union. It shall be
concluded on belalf of the Union by the Council, acting by a qualified majority, after obtaining the consent of the European

g @ 0

Parliament.
Artide 3

concerned, unanirousy decides to extend this period.

The Tresties shall cease to apply to the State in question froin the date of
that, bwo years after the notification referred toin paragraph 7, unless the Enropean Councl, inagreement with the Member Stae

into force of the withdrawal agreement o,

Brexit vote. More than 30 million people voted in
the referendum, which was more than 71 percent of
eligible voters. The vote was close with 52 percent
of voters favoring leave and 48 percent voting to
remain in the EU. The vote was split between urban
and rural arcas and between the constituent parts of
the United Kingdom. England, other than the London
metropolitan area, and Wales strongly endorsed leave
while Northern Ireland and Scotland voted to remain.
The results of the vote caused Prime Minister David
Cameron, a supporter of remaining in the EU, to
resign. Prime Minister Cameron was succeeded by
Theresa May, the former home secretary, who also
opposed leaving the EU but noted that the will of the
people should be respected and that "Brexit means
Brexit”

Brexit was the result of growing frostration with the
EU. Supporters of Brexit claimed that EU regulations
and directives imposed an undue burden on business
and that the United Kingdom received little bene-
fit as compared to the large membership fees charged
to remain a part of the customs union. Supporters of
Brexit also cited the need for the United Kingdom to
reclaim its sovereignty and democracy. Border control
was another important issue given the EU's relaxed
immigration policies and the flood of refugees arriving
from war-torn parts of the world such as Afghanistan,

Irag, Libya, and Syria.

Opponents noted that Brexit could result in loss of
access to the integrated EU marketplace. From a finan-
cial standpoint, the British pound could be weakened
in world currency markets, and London could lose its
status as Europes financial center. Brexit has created
uncertainty in the immigration status of EUf nationals
working in the United Kingdom and could result in a
“brain drain” as such individuals return to their home
states. There has been concern expressed about poten-
tial disintegration of the United Kingdom given the split
between England and Wales on one side of the argument
and Northern Ireland and Scotland on the other side.

The path forward for Brexit is unclear as no member
state has ever left the EU. The United Kingdom and the
EU have two years to negotiate the terms of withdrawal
starting on March 29, 2017, the date the United Kingdom
triggered Brexit through formal notification to the ELL
However, there are significant challenges for both par-
ties. The primary challenge is determination of the terms
of Brexit. Future relations between the United Kingdom
and the EU may be harmed with possible economic
consequences if the terms are too harsh. On the other
hand, allowing the United Kingdom to withdraw from
the EU without suffering significant consequences may
encourage actors within the remaining member states to
seck withdrawal. All that can be said at this junctore is
that nothing other than the eventual withdrawal of the
United Kingdom from the EU is set in stone.
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STRUCTURE OFTHE
EUROPEAN UNION

Power in the EU is allocated by the member states to
several institutions. The primary institutions are the
European Council, the Council of Ministers of the

European Union, the Commission of the European

Union, the European Parliament, and the Court of Justice.

The European Council

A potential source of confusion arising from the Treaty
of Lisbon is the European Council (the Council), which
should not be confused with the Council of Minis-
ters, to be discussed shortly. The Council became a
full EU institution as a result of the Treaty of Lisbon.
It is composed of the heads of state or government of
the EU’s member states along with the president of the
European Commission. The Council has jurisdiction
over a wide range of areas, including the composition
of the Parliament and Commission and law enforce-
ment, foreign policy, and constitutional matters. The
Council is headed by a president. The president is
elected by the Council to a term of two and one-half
years and can be reappointed once. The president’s
work is largely administrative with responsibility for
preparing the Council’s work, hosting its meetings,
reporting its work to the European Parliament, and
working to secure consensus among member states.
The president also acts as the EU's external representa-
tive on issues concerning common foreign policy and
soCurity.

The Council of Ministers of the European
Union

The Council of Ministers of the European Union
{the Council of Ministers) sits in Brussels, Belgium,
the effective “capital” of the EU. It is composed of
one representative from each member state. Each
member state has several ministers, each specializ-
ing in a different area. A member state will desig-
nate a different minister to be its representative on
the Council of Ministers, depending on the subject
on the agenda at a given meeting. Different areas of
specialization include international affairs, finance,
agriculture, justice, employment, environmental pro-
tection, education, and transportation. The position
of president of the Council of Ministers is elected
by European leaders to chair quarterly summits and

establish the agenda. The purpose of the Council of
Ministers is to coordinate economic policies of mem-
ber states and to make decisions on issues within its
jurisdiction, which includes approving legislative
directives to the member states and international
agreements.

The Council of Ministers reaches decisions
through a complex “qualified majority™ voting sys-
tem (unless unanimity or simple majority is other-
wise required). A qualified majority is achieved if 55
percent of member states representing at least 65 per-
cent of the total EU population approve a proposal.
A proposal may be blocked if it does not achieve
these requirements and at least four states object. The
Treaty of Lishon also obligates the Council of Minis-
ters to meet in public when it deliberates and votes
on legislation.

The European Commission

The European Commission serves as the EU's executive
body carrying out the decisions of the Council of Min-
isters. It also is the only body that can make legislative
proposals for the Council of Ministers and European
Parliament to consider. As a practical matter, however,
the Commission proposes whatever the Parliament or
the Council of Ministers requests that it propose. The
Commission is headed by the College of Commission-
ers. [t consists of one member appointed by each mem-
ber state, each of whom is theoretically obligated to
represent the interests of the EU as a whole rather than
the interest of his or her home state. The Commission
is headed by a president who is elected by the European
Parliament.

The term Commission also refers to the bureavcracy
that performs the Commission’s day-to-day work: more
than 25,000 civil servants who serve in the different
Directorates-General, which are specialized areas of
interest of the Commission. For example, DG-IV is the
part of the Commission responsible for development
of its competition law. Each commissioner has special
responsibilities at a directorate. There is some overlap
among directorates, and fierce turf battles often rage
among the bureaucrats.

The European Parliament

The European Parliament (the Parliament) is the only
EU institution whose members are elected by European
citizens. Each member state elects a different number,
based on population who are known as Members of the
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European Parliament or MEPs. However, no member
state can have more than 9 or less than 6 MEPs. The
current allocation of MEPs pending Brexit is set forth in
the following table.

Aurstria 18
Belgium 21
Bulgaria 17
Croatia 11
Cyvprus &
Crech Republic 21
Dhernmark 13
Edonia &
Finland 13
France 7
Genmany 96
Greece 21
Hungary 21
Lreland 11
Italy 73
Latvia 8
Lithusania 11
Lerxembarierg &
Malta (]
HMetherlamds 26
Poland 51
Portugal 21
Bomania 32
Slovakia L3
Slovera 8
Spain 53
Siweden el
United Kingdom 73
TOTAL 751

Chapter 15: The European Union 405

The MEPs are elected to five-year terms. Each
member state determines the electoral rules for its
own candidates. The Parliament comprises members
of various political factions that create alliances across
national boundaries, including the Socialists, Christian
Democrats, European Democrat Alliance, Greens, and
other groups.

The power of the European Parliament has pro-
gressively grown over time. This expanding power is
an attempt to address concerns that the EU relies too
heavily on appointed officials and is undemocratic. As
a result of the Treaty of Lisbon, the Parliament now has
the same degree of lawmaking power as the Council of
Ministers in some areas where previously it was merely
consulted or not involved at all. These areas include
immigration, law enforcement and judicial coopera-
tion, and some aspects of trade policy and agriculture.
The Parliament must also approve the EU's budget,
which is set forth within a multiannual financial frame-
work (unlike the United States). Parliamentary assent is
required for many international agreements to which
the EU may ascribe. Finally, the Parliament is respon-
sible for the selection of the president of the European

Commission.

The Court of Justice of the European Union

The Court of Justice of the European Union (ECJ) in
Luxembourg functions as the final arbiter of EU law.
For private parties, its main function is to hear appeals
from the European trial court, the General Court. It
also has original jurisdiction in cases brought by EU
institutions to compel member states to comply with
their treaty obligations or by member states against EU
institutions alleged to have overstepped their powers
under the treaties.

One judge is appointed by each of the member states
for a renewable term of six years. The judges elect a
president of the Court for a renewable term of three
years. Unlike most national high courts, the Court may
sit as a full court, in a Grand Chamber of 11 judges, or
in smaller chambers. The Court only sits as a full court
when the judges determine that a case is of unusual
importance, when different small chambers are in con-
flict, or, In rare cases, to remove a commissioner. The
Court of Justice sits in a Grand Chamber in important
cases or when petitioned by a member state or an EU
institution. The Coort hears most cases in chambers of
three or five judges, much like the Courts of Appeals in
the ULS. federal court system.
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The General Court (formerly known as the Court
of First Instance) is the general trial court of the EUL
It has original jurisdiction over lawsuits brought by
private parties and member states (other than those
assigned to the Court of Justice). Like the Court of
Justice, the General Court is comprised of one judge
from each member state, who serve renewable six-year
terms, A party bringing a suit in the General Court will
probably encounter a three-judge chamber. The Gen-
eral Court hears about three-quarters of its cases in
this fashion. If it deems a case important enough, the
Creneral Court can sit as a Grand Chamber of 13 judges
or as a full court.

The EU courts follow the civil law tradition because
all but the British and Irish judges come from this tra-
dition. For example, the court itself calls witnesses,
demands the production of documents, and hires nec-
essary experts. The court allows limited cross-examina-
tion by the parties and permits parties to present their
own experts on factual disputes.

Adherence to the civil law tradition is not the only
difference between EU and U.S. courts. EU courts
often handle cases that are different from their 1.5,
counterparts. For example, the EC] may be asked by a
national court to issue a preliminary ruling on a point
of EU law. Resort to such an advisory opinion is largely
absent in the U5, judicial system. EU courts also
decide cases brought against member state govern-
ments for failing to fulfill treaty obligations or apply
EU law. Additional types of cases include annulment
actions to set aside EU laws alleged to violate EU trea-
ties or fundamental rights and direct actions brought
by individuals, companies, or organizations challeng-
ing EU decisions or actions.

Another distinguishing feature is that decisions are
issued without any dissenting opinions. This practice
does not indicate total agreement among the judges;
however, the public is not privy to their differences.
This is in contrast to the U.5. judicial tradition, where
the public, press, and legal scholars examine dissent-
ing opinions to divine the philosophical differences
among judges and predict future outcomes on different
cases. The rationale for this EU practice is to protect the
national judges from pressure within their home states.

MNational courts are obligated to follow EU law and
the ECJ’s decisions. An English court recognized this
authority in a famous opinion that noted the difference
between English and EU law, but nonetheless followed
the controlling EU law. Lord Denning in Bulmer v
Bollinger [1974] stated:

The [EC] Traaty is quite unlike any of the enactmants to which we
have become accustomed ... - It [ays down general principles.
It expresses is aims and purposes. All in sentences of moder-
ate length and commendable style. But it lacks mecision. It uses
wiords and phrases without defining what they mean. An English
lavryer would loak foe an interpretation clause, but he would look
ini vain. Thera 15 none. All tha way through the Treaty thara are
gaps and lacunas. Thesa have to be filled in by the judges, or by
the regulations or directives. it is the European way ... . Seeing
these differences, what are the English cowrts 1o do when they
are faced with a prablem of interpretation? They must follow the
European pattern. No longer must they argue shout the precise
grammatical sense. They must divine the spirit of the Treaty and
gain inspiration from it. If thay find a gap, they must fill it as
best they can ... . These ana the principles as | nderstand it, on
which the Europaan Court acts.

The Court of Justice must also interpret EU law and
is the ultimate authority for these conflicts.

Distinctions among Institutions

Non-Europeans have some difficulty tollowing devel-
opments in the EU because of a lack of clarity about
the roles of its various institutions. The European
Council and the Council of Ministers easily can be
confused with the Council of Evrope. The Council of
Europe comprises all the EU members plus a number
of other countries, including Switzerland. The Coun-
cil of Europe works to support democracy and human
rights and to address the issues facing Europe as a
whole. The Council of Europe has a European Court of
Human Rights that hears complaints about violations
of the European Convention on Human Rights and the
Anti- Torture Convention.

Similarly, one should not confuse the EU's Court
of Justice, which sits in Luxembourg, with the Inter-
national Court of Justice, a court of final jurisdiction
annexed by statute to the Umited Nations Charter, or the
European Court of Human Rights. As discussed ear-
lier in this chapter, the Court of Justice, an EU institu-
tion, hears cases dealing with the interpretation of EU
treaties and legislation and conflicts between EU and
national law.

The EU also should not be confused with the
European Free Trade Association (EFTA). EFTA was
tounded in 1960 for the purposes of promoting free
trade and closer economic cooperation among West-
ern European countries. EFTA membership consisted
of several countries that are now EU members such as
Austria, Denmark, Finland, Portugal, Sweden, and the
United Kingdom. These states withdrew from EFTA to
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join the EU, leaving the current membership of [celand,
Liechtenstein, Norway, and Switzerland. Despite its
smmnall size, EFTA has pursued trade relations around the
world and has concluded several free trade agreements,
inclading one with the EUL

Harmonization: Directives and Regulations

One of the principal goals of the EU is to harmonize
national laws and create a common legal environment
for business. How does the EU accomplish this goal?
The Council of Ministers, Commission, and Parliament
have several avenues open to them to achieve this objec-
tive. Article 189 of the Treaty of Rome identifies the four

principal means:

*  An EU regulation shall have general applicatin. It shall ba bind-
ing in its entirety and directly apphcable in all mamber states.

s An EU directive shall be bindng as to the result 1o be achieved
on each membear state to which it is addressad but shall laave
b the natinal aihonties the chobea of form and mathods.

e A decision shall be binding in its entirety on the member state
or individual 1o whom it is addressed. Decisions are comemanly
iesad with respact to proposad mergers and agnicultusal
matiers.

*  Recommendations and opmions shall have no binding force.

Regulations take effect immediately in the states and
circumvent the need to pass legislation on the national
level. Many EU regulations exist in the agriculture
and competition law areas. EU directives, in contrast
to regulations, require that members bring their laws
into harmony with the standard stated in the directive
within a stated time period, most often three years. The
EU has used this approach in the environmental, prod-
wcts liability, and employment arenas. Directives give
member states more autonomy to implement legislative
programs in ways that are most consistent with local
conditions. The problem with local autonomy, however,
is that the national legislation may not advance the pur-
poses of the directive. If the Commission believes that
has happened, it may initiate action in the EU courts
to force the member state to comply. The member state
will, of course, try to show that its action adequately
complied with the directive.

There are two concepts of primary importance in
any discussion of EU law. The first concept is the direct
effects doctrine. The direct effects doctrine provides
that provisions within EU treaties are applicable to
individual businesses and persons and thus these busi-
nesses and individuals are empowered to seek enforce-
ment without the necessity of state intervention or
participation. The doctrine had its origin in Van Gend
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en Loos v. Nederlandse Administratie der Belastingen,
Case 26/62 [1963] in which a transportation company
sought a refund of a tariff from Dhtch customs author-
ities that the company claimed was contrary to the free
movement of goods provision of the Treaty of Rome.
In permitting the transportation company to proceed
with its action to enforce the free movement provi-

sions, the EC] stated:

community kaw _._ not anly enposas obligations on individisals
burt is also intended to confer upon them rights which become
part of their legal heritage. Thase rights arise not only where
they are expressly granted by the treaty, but also by reazon of
obligations which the treaty imposes in a clearly defined way
upon individuals as weall a5 upon the member states and upon
the institutions of the community.

The direct effects doctrine has thus empowered
businesses and individuals to serve as enforcers of obli-
gations imposed by EU treaties.

The second concept is the supremacy doctrine. In
a manner similar to the relationship between LS. fed-
eral and state law, EU law is superior to the laws of the
member states in areas in which integration has been
occurred. Where a conflict arises between EU law and
the national law of a member state, the EU law takes
precedence. This principle was first announced in Costa
v ENEL, Case 6/64 [1964], in which the EC] stated:

[thhe law stemming from the treaty, an independant source
of law, could not, because of its special and original nature,
be overndden by domestic lagal provisions .. without being
degprived of its character as commumnity law and without the lagal
basis of the community itsell being called into question.

The supremacy doctrine has had the effect of over-
turning numerous national laws regardless of their
ancient pedigree. For example, in 1987, the EC] struck
down the Reinhertsgebot, the German beer purity law,
originally adopted in 1516, which mandated that only
four ingredients (water, hops, barley, and yeast) could be
contained in any beverage sold to the German public as
“beer” The effect of this law was to exclude beer brewed
using rice, maize, sorghum, or other raw cereals. The EC]
dismissed Germany's contention that sales of products
labeled as “beer” containing other ingredients would
deceive German consumers and would imperil public
health. The ECJ struck the law down as an artificial and
unwarranted barrier to trade. The decision evoked wide-
spread outcry in Germany but nevertheless opened the
Gierman market to a wide variety of beverages that could
now be labeled as beer. It also demonstrated the ECJs
commitment to the supremacy doctrine.
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Another example of the supremacy doctrine in oper-
ation may be found in the following case. It is import-
ant to note the wide scope of the doctrine in this case,
extending all the down to admissions fees to cultural
sights and museums operated by local government
aunthorities.

As a result of the supremacy doctrine, the EU has
achieved considerable integration in a wide variety of
areas. Four of these areas, the so-called Four Freedoms,
are discussed in the next section. Other areas where sig-
nificant integration has occurred or been attempted are
discussed later in this chapter.

Commission of the European Communities v. ltalian Republic

BACKGROUND AND FACTS
Decres Mo, 50T of the ltalisn Ministry of Cultural Assets
and Matural Sites regulated tickets for admission to
monumeanis, mussums, galleries, archaeclogical digs,
parks and gardens classified as “national monuments.”
Article 4(3] of the Decree provided for free admission
to EU citizens under the age of 18 years or over the age
of 65 years. Howewver, the Decres was only applicable
to national monuments and did not apply o public
monuments operated by local government authorities.
Examples of public monuments included tourist attrac-
tiong located in Treviso, Pedua, Florence, and Venice.
Reduced rates for sdmigsion to public monuments
were restricted to lalian nationals and persons residing
wilthin the territory of the local authority operating such
monumeants. Favorable admission was denied to tour-
ists who were nationals of other member states who
fulfilled the same age requirements.

ltaly defended this distinction on the basis that free
admission to the sites could not be granted in disregand
of economic considerations with respect to the man-
agement of local cultural sights and that the national
government had no autharity with respect to museums
and other cultural sites operated by local authorities.

The Commission challenged the distinction
between national and public monuments before the
Euwropean Court of Justice. it claimed that ltaly permit-
ted diserimination in violation of its treaty obligations
by allowing local governmeants to grant advantageous
conditions for admission to Relian nationals and per
sons fesident within the territory of those authorities
running the cultural sites in question and by excluding
from such advantages tourists who were nationals of
other member atates.

FINDINGS OF THE COURT

The Court has glready held that national legislation on
admission to the mussums of one Mamber State which
entails discrimination affecting only foreign tourists is,
for nationals of other Member States, prohibited by
Articles T and 59 of the EEC Treaty (which bacame Arti-
cles 6 and 59 of the ECTreaty, now, after amendment,
Amticles 12 EC and 48 EC) (Case C-45483 Commission
Spain [1584] ECR 1-8717).

Cogmmipl IS Cangads Lesmdang. S0 Rghs Rosarydn Way ned e

I is &lso clear from the Coun's case-law (ses, Case
C-3/88 Commission wv. ftafy | 1989] ECR 4035, paragraph
&) that the principle of equal treatment, of wihich Article
4% EC embodies a specific instance, prohibits not onby
owert discrimination by reason of nationality but also
all covert forms of discrimination which, by the appli-
cation of other criteria of differentiation, lead in fact 1o
the same result.

LR L]

The ltalian Republic none the less puts forward
various regsons in the genergl interest in order 1o jus-
tify the advantagecus rates at issue. First, in the light
of the cost of managing cultural assets, free admission
to the sites cannot be granted in disregard of economic
considerations.

L

First of all, to the extent that the sdvantageous
rates &t lssue provide for & distinction on the basis of
nationality, it should be recalled that such advantages
are competible with Community law only if they can be
covered by an express derogating provision ... mamely
pubdic policy, public security or public health. Economic
gims cannot constitute grounds of public policy within
the meaning of Aricle 46 EC {see, Cagse C-484/493 Svens-
son and Gustevsson [1995] ECR 1-3%56, paragraph 16).....
[As] neither the necessity to preserve the cohesion of
the tax system nor the economic considerations put for-
ward by the ltalian Government come within the excep-
tions allowed by Article 46 EC, the advaniageous rates
at isgue, in 20 far as they are sllowead only for [talian
naticnals, are incompatible with Community lew.

LR

As regards, the economic grounds put forwand
by the Halian Government, suffice it to note that they
cannot be accepted, since aims of & purely economic
nature cannot constitute overriding ressons in the gen-
ergl interest justifying & restriction of a fundamental
freedom guaranteed by the Treaty [see, Case C-35/58
Verkooijen [2000] ECR 1-4071, paragraph 48).

-

Finally, the italian Government contends that
the regulations which introduced the advantageous

Cohinues

Do, SCENARD, 0 M 000, i Whald &r 0 pa. WCN 02 200-203

Page | 408 | of 636




2
H

Library . Back

| 116% B

g @ 0

corfinusd

Chapter 15: The European Union 409

rates at issuwe are not within its competence. They con-
cermn museums or other exhibition spaces run by local
authorities, whereas, In eccordance with Article 47 of
Presidential Decree No. 616 of 1897% “all services and

activities relating 1o the existence, conservation, func-
tioning, public enjoyment and development of muse-
ums, collections of artistic, historic or bibliographic
interest ... belonging to the region or to other local
authorities including non-territorial authorities subject
to its control or, in any event, of local interest” comea
within the exclusive compstence of the regions.

Im that regard, suffice it to recall that a Member State
cannot plesd conditions existing within its own legal sys-
tem in order to justify its fallure to comply with obliga-
tions arising under Community law. While each Member
State may be free to allocate aress of internal legal com-
petence &s it seas fit, the fact still rernains that it alone
iz responsible towsards the Community under Article 226
EC for compliance with its obligations (see, Case C-33/480
Commission w kel [18591] ECR |-5887, paragraph 24].
Costs.

Article 88[2) of the Rules of Procedure provides
that the unsuccessful party is to be ordered to pay the
costs if they have been applied for in the successful par
ty's pleadings. Since the Commission has applied for
costs and the ltelian Republic has been unsuccessiul,
the latter must be ordered to pay the costs.

On those grounds, THE COURT (Sixth Chamber),

hereby:
1. Declares that, by allowing discriminatory, adwan-
tageous rates for admission to museums, mon-

uments, galleries, archaeological digs, parks and
gardens classified as public monuments, granted

THE EUROPEAN UNION
AND THE REGULATION
OF BUSINESS: THE FOUR
FREEDOMS

The Four Freedoms refer to a body of EU law originat-
ing with the Treaty of Rome in which the EU committed
itself to achieving the free movement of goods, services,
capital, and people in the common market. The Four
Freedoms constitute the very essence of the EU and
arc at the heart of its substantive law. These freedoms
constitute the most important economic factors and
are central to the EU's goals of enhancing continental
integration and prosperity. All factors of production are
entitled to move freely between the member states. This

by local or decentralized State authorities only
in favor of lalian nationals and persons resi-
dent within the territory of those suthorities run-
ning the cultural sites in guestion, who are aged
over 6l or 65 years, and by excluding from such
adwvantages tourists who are nationals of other
Member States and non-residents who fulfill

the same objective age requirements, the ltalian
Republic has failed to fulfill its obligations under

Articles 12 EC and 48 EC;
2. Owdears the kalian Republic to pay the coste.

Decision. The Court prohibited local governments in
Italy from maintsining differant fees for ltallan nation-
als and citizens of ather EU member states with respeact
to admisaion to local mussums and cultural attractions.
The Court rejected ltaly's contention that it did not pos-
sess authority fo regulate the fees charged by local
governments. Rather, the Court extendad the non-dis-
crimination principle from cultural atiractions and
museums operated by nationel governmenis to such
sights operated by regional and local govemments.

Case Questions

1 What was the EC.1's haolding with respect to [taly's
claims regarding the cost to local governments
of malntaining cultural attractions and historic
locations?

2. What was the basis for the ECJ's decision that the
kalian national government was responsible for

the conduct of local governmients with respect to
the fees dharged for admisslon to musewmsa and

cultural attractions?

guarantee creates a truly free market and permits effi-
cient allocation of factors of production to areas where
they are most needed and valued. The following sec-
tions briefly describe each of the Four Freedoms.

The Free Movement of Goods

The Treaty of Rome provides that the common market
“shall cover all trade in goods” and prohibits between
member states “customs duties on imports and exports
and ... all charges having equivalent effect” This arti-
cle also mandates the adoption of a common exter-
nal tariff with respect to goods entering the member
states from nonmember states. Once a good has
entered a member state from a nonmember state and
the appropriate customs duty has been paid, it must
then be permitted to circulate freely between member
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states. Exceptions exist for goods that pose risks to
consumers or harm the public health or the environ-
ment. The free movement of goods prohibits not
only customs duties on imports and exports but also
charges having the equivalent effect of a customs duty.
Charges having equivalent effects include any pecu-
niary charge, no matter how small or its designation,
that are unilaterally imposed on domestic and foreign
goods upon crossing a border within the EUL It does
not matter if a charge does not benefit the charging
state, does not discriminate, and does not attempt to
protect a like competitive domestic product. Internal

taxes imposed on products of other member states in
excess of those imposed on like domestic products are
also prohibited.

In addition to customs duties and taxes, free move-
ment of goods also prohibits quantitative restrictions
and nontariff measures having an equivalent effect. This
prohibition is applicable to discriminatory rules that
expressly distinguish between national and imported
goods as well as rules that have the effect of hindering
the free movement of imported goods. The following
case is an example of a measure that had the effect of
hindering the free movement of goods.

Commission of the European Communities v. Portuguese Republic

BACKGROUND AND FACTS

Article 2(1) of Portuguese Law No. 4002003 provided
that “the affixing of tinted film to the windows of pas-
senger of goods vehicles shall be prohibited with the
exception of lewful atickers and dark, non-reflective film
to the goods cormpartment of goods vehiclas”

Portugal acknowledged that ita law constituted
a restriction on the free movement of goods but con-
tended that it was justified by the objectives of road
gsafety and public safety. Portugel ergued that the ban
was intended to enable law enforcement authorities to
make a rapid externsl inspection of the interior of motor
vehicles in order to ensure that the vehicle’s occupants
weere swearing seat belts and to [dentify potential crimi-
riala for the purpose of combating erime.

There was no Community legislation on tinted film
designed to be affixed to the windows of motor vehi-
cles at the time Portugal adopted its legislation. How-
ever, Community legislation existed in relation to safety
glazing which was fitted from the outset to motor vakhi-
cles. This legislation included Council Directive 82723/
EEC of March 31, 1982 on safety glazing and glazing
materiala on mator wehicles and their trailers. This leg-
islation provided that with respect to windshields, light
transmittance could not be leas than 75%. The light
transmittance was required to be at least 70% in other
greas within the driver's forward line of sight. Light
transmittance could be lesa than T0% with respect to
safaty glazing located within the driver's rearward field
of view if the wehicle was fitted with two exterior rear-
view mirmors.

The Commisaion claimed that Portugal feiled to
fulfill its obligations under Articles 28 and 30 of the EC
Tresty by affecting the marketing of almost all colored
filen, lawiully manufactured and marketed in other

y e '—.ﬂl.-gq-;_!- s “:L !jn"lg-'.'..g..

Member Siates intended to be affined 1o the windows
of motor vehicles. No potential customers, traders or
imdividuals would purchase such film, since they knew
that they could not affix it to the windows of motor
vehicles. The Commission alzo claimed that the ban
wias axcesgive and disproportionate with respect to
the objectives of combating crime and ensuring road
gafaty. The Commission claimed & visual Ingpection was
only one means among others in order to fight crime
and prevent offenses relating to the obligation to wear
geat belts, and at least some films, namely those with 8
sufficient degree of transparency, permittad the desirad
visual inapection of the interior of motor vehicles.
Finally, the Commission noted thet glazing of windows
was permitted on motor vehicles before they were
released into the stream of commerce as provided by
Council Directive S22HEEC.

FINDINGS OFTHE COURT

According to settled case-law, all rules enacted by
Member States which are capable of hindering, directly
ar indirectly, actually or potentially, intra-Community
trade are to be considered as measures having an
effect equivalent to guantitative restrictions, prohibited
by Article 28 EC. In this cese, the Portuguese Republic
acknowledges that the ban restricts the marketing of
products in Portugal.

It must be held that potential customers, traders or
individuals hawve practically no interest in buying [such
products] in the knowledge that affixing such film to the
windscreen and windows alongside passenger sests in
motor vehicles s prohibited.

-

The contested provision therefore affects the
marketing in Portugal of almost all tinted film legally

Covitinues
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manufactured and sold in other Member States or
in Stetes party to the EEA Agresment intended to be
affived to the windows of motor vehicles.

It follows that the ban in Article 2{1) of Lew No.
402003 constitutes a measure having eguivelent effect
to guantitative restrictions within the meaning of Arti-
cle 28 EC.That provision ks incompatibla with the abli-
gations arising from thosa provisions, unbess it may be
ohjectively justified.

According to settled cese-law, a8 measure having an
effect equivahent to & guantitative restriction on imports
may be justified only by one of the public-interest rea-
aons laid down in Asticke 30 EC or by ong of the overiding
requirements referred to In the judgments of the Court
[ses, in particular, Case 130TE Rewe-Jentral { 'Cassis de
Difon’) [1974] ECR 643, paragraph 8), provided in each case
that that measure s appropriate for securing the attain-
ment of the objective pursued and does not go beyond
wihat s necessary in order to attain it (Case C-1402 ATRAL
[2003] ECR 1431, paragraph 64; Case C-432/03 Commis-
simnw Portugal [2005] ECR 18665, paragraph 42; and Cass
C-264105 Commission v Belgium, paragraph 33).

In this case, the justifications put forward by the Por-
tuguese Reapublic relate, first, to the fight sgainat crimne
In the context of public safety and, second, to ensuring
that the obligation to wear seat belis iz complied with,
wrhich comes within the sphere of road safety. The fight
against crime and ensurimg road safety may constitute
owerriding ressons in the public interest capable of jus-
tifyimg & hindrance to the free movement of goods (see,
weith regard o road safety, Case C-54/06 Commission «
Finland [2007] ECR |-2473, paregraph 40).

Howewer, it ia for the Member States to show that
their legislation is appropriate to ensure the attainmeant
of such objectives and that it is in conformity with the
principle of proportionality {see, to that effect, Inter
glia, Case C-287105 Commission v. Netherlands [2007]
ECR I-0000, paragraph 76).

In that regard, the Portuguese Republic has
produced only one argument in support of the con-
tested measure, namely, that it enables the passen-
ger comparment of motor vehicles to be immediately
imgpected by means of simple observation from outside
the vehicle.

Although the ban in Article 2{1) of Law Mo, 4005003
does indeed appear to be likely to facilitate such inspec-
tion and, therefore, sppropriate to attain the objectives
of fighting crime and ensuring road safety, it does not
follow that it is necessary to attain those objectives or
that there are no other less restrictive means of dolng so.

The visual inspection in guestion is only one means
emong others aveilable to the competent authorities in

order to fight crime and prevent offences relating to the
obligation to wear seat belts.

The claim that the contested measure is necessary
was further undermined when the Portuguess Republic
admitted &t the hearing that it allows the marketing on
its tarritory of motor vehiclea fitted from the outsst with
tinted windows within the limits laid down by Directive
8222 Tinted windows, like the tinted filon at issus, may
prevent any external visusl inspeaction of the interior of
vethiclas.

Therefore, unless it is accepted that, as regards
miotor vehicles fitted at the outset with tinted windowsa,
the competent sauthorities have abandoned their cam-
paign to fight crime and their efforts to enforce road
safety, it is clear that they must use other methods to
identify criminals and persons who may be breaking
the rules concerning the wearing of seat behsa.

Furthermore, the Poriuguese Republic has not
shown that the ban, in so far as it concerms all tinted
film, is necessary to promote road safety and combat
crime.

Ag stated by the Commizssion at the hearing, thare
s & wide range of tinted filon, from transparent film to
film which is slmost opague. That information, which
wias not challenged by the Portuguese Republic, means
that at least some films, namely those with a suffi-
cient degres of transparency, permit the desired visual
inspection of the interior of motor vehicles.

i follows that that ban must be regarded as being
excessive and, therefore, dsproportionate with respect
io the objectives pursued.

Declsion. The court struck down Portugal's absolute
prohibition upon the tinting of automobile windows
after they have been released into the stream of com-
merce despite the absence of an EU law directly in
contravention of the Portuguese law and the concams
regarding public safety and combating erime.

Case Questions

1. What was the ECJ's holding with respect to Por
tugal's claims that the prohibition upon window
tinting was in the interest of public safety and
eradication of crime?

2. What was the basis for the EC)'s decision that
Portugals law constituted an obstacle to the free
miovement of goods?

3. How did the ECJ conclude that the prohibition on
window tinting was an obstacle to the free mowve-
ment of goods when the Portuguese law did not
contravens & directly spplicable EL law?
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The Free Movement of Services

Services have long been recognized as an important
part of EUl economic activity. Services presently account
for approximately 70 percent of all economic activity
and employment in the EU. Free movement of services
is thus of vital importance to the smooth operation of
the internal market. Such free movement allows busi-
nesses 1o pursue conflinuoes economic activities across
national borders throughout the EU. Free movement
also allows service providers in one member state to
offer temporary services in other member states with-
out having to be established already in these states.

The Treaty of Rome prohibits restrictions on the free-
dom to provide services within the EU with respect to
nationals in one member state who provide services
in another member state. Services are broadly defined

:.'.| 4

BACKGROUND AND FACTS

In ltaly, winnings from cesinos situated in ltaly were
exempt from income taxation to the extent that their
taxation was included in an entertainment tax. How-
awvar, winnings from casinos situated outside of haly
were subject to income tax. Ag & result, only winnings
obtained in casinos situated abroad were included in
the basis for essessment of income tax for persons
residing in Haly.

Tweo ltalian nationals were accused by lalian tax
authorities of failing to declare winnings obtained in
casinos located abrasd. The individusls claimed that the
tax essessments discriminated against casinos located
abroed as such winnings would have beean tax exempt
hed they occurred in Italy. [taly claimed that the dif-
fering treatment was [ustified by the need 1o prevant
money laundering abroad and limdt the arrival in ltely of
capital whosa origin was uncertain.

The provincial tex court in Rome requestad that
the European Court of Justice address the conzis-
tency of Italy's dual tax treatmeant of casino winnings
with the principle of non-diserimination with respect
to service providers and whether such treatmeant
could be justified by reesons of public policy, security
or health.

FINDINGS OF THE COURT

In the first place, the referring court asks whethar the
national legislation at ssue in the main procesdings
constitutes a restriction on the freedom to provide
sEnicEs.

to include any economic activity for remuneration
not governed by treaty provisions relating to the free
movement of goods, capital, and persons. This includes
activities of an industrial or commercial character and
activities of craftspeople and of the professions.
Prohibited restrictions on services include those
which are directly discriminatory as well as those which
are neutral on their face but have a negative impact on
the free movement of services. Service providers in one
member state offering their services across the border in
another member state are entitled to the same treatment

as domestic service providers in the same industry,
trade, or profession. In the following case, the EC] was
requested to determine whether Italian legislation that
imposed different tax burdens on gambling proceeds
was inconsistent with the free movement of services.

Ini that regard, it must be borne in mind that tha
freadom to provide services under Article 56 TFEU
requires not only the elimination of all discrimination
on grounds of naticnality against providers of services
eatablished in other Member States, but alzo the abo-
liticen of any restrictiom—even if it applies without dis-
tinction to national providers of services and to those
from other Member States —which is liable to prohibit,
impede or render less attractive the activities of a pro-
vider of services established in anothar Member State
where he lawfully provides aimilar services.

Ag the Court has already held, the provisions of the
FEUTreaty on the freedom 1o provide services apply to
an activity which enables people to participate in gam-
bling in return for remuneration.

L

[A] difference in tax treatment, under which only
the winnings from games obtained in amother Membar
State are considered to be taxable income, reduces the
attrectiveness of going to another Member State with
the objective of playing games of chence. In fact, the
recipients of the services in guestion, who reside In the
Member State where such a difference in treatment pre-
vails, are dissuaded from participating in such games,
the organisers of which are established in another
Member State, in view of the importance for them of
being able to obtain tax exemptionsa.

L
Therefore, national legisiation such as that

at issue in the main proceedings gives rise to &
cordinues
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discrimimatory restriction on the freedom to provide
services as guaranteed by Article 56 TFELU im relation
to not only service providers but also the recipients of
thoae gervices.

Im the second place, it must be ascertained whether
that discriminatory restriction may be justified. Tha
referring court and the ltalian Governmeant observe that
the national legislation at issus in the main proceedings
has the objective of preventing money laundering and
‘nelf-laundearing’ of capital abroad and of limiting the
flow of capital abroad or the arrival in Italy of capital
whose origin is particularly uncertain.

]

Howewer, although the Court has already rec-
ognised & certain number of overriding ressons in the
public interest which may justify a restriction on the
freadom to provide services, including consumer pro-
tection, action against fraud and prevention of social
problems linked to gambling, those objectives canmnot
be relied upon to justify discriminatory restrictions.

|Mlational legislation, such as that at issue in the
main proceedings, can be justified only insofar as it
pursues objectives corresponding to the grounds of
public policy, public security or public health within
the meaning of Article 62 TFEU. In addition, the
restrictions imposed by the Member States must sat-
iafy the conditions of proportionality. Thus, national
legislation is appropriate for guarantesing atainment
of the objective pursued only if it genuinely reflects
8 concern to attain it in &8 consistent and aystematic
=T 1y T=1

e

As regards, first of all, the objectives invoked by
the ltallan Government relating to the prevention of
money laundering and the need o limit the flow of cap-
ital abroad or the amrival in taly of capital whosa origin
is uncertain, it suffices for the Court, without needing 1o
determine whether those objectives could fall within the
definition of public policy, to point out, first of all, that,
as iz apparent from the Court's case-law, it is mot justi-
fiable for the authorties of 8 Member State to assume,
in & general way and without distinction, that bodies
and entities astablished in another Mambear State ars
angaging in criminal activity (see, to that effect, judg-
ment in Commizgion v Spain, EU:C:2008:618, para-
graph 3% and case-law cited).

Mext. it should be noted that ... the lalian Gowern-
ment doss not adduce evidence that, even if the pro-
ceeds of organised crime in laly are high, they have
been made totally or predominantly outside Haly.

Furthermore, to exclude in & general way the ben-
efit of a tax exemption appears to be disproportionats,
as it goes beyond what ks necessary to combat money
laundering, other methaods being available to the Mem-
ber States in this respect.

Finally, it cannot be excluded that action ageinst
compulsive gambling falls within the protection of pub-
lic health and |a capable, as auch, of justifying & discrim-
inatory restriction on the freedom to provide services ..

L2 8]

However, ... the taxation by a Membear State of
winnings from casinos in other Member States and the
exemption of such winnings from casinos situated on
its territory are not a suitable and coherent means of
ensuring the attainment of the abjective of combatting
compulsive gambling, as such an exemption is in fact
fikely to encourage consumers to participate in games
of chance which allow them o benefit from such an
exem piion.

LR

Therefore, it follows from all the foregoing that the
answer 1o the question submitted for a preliminary mal-
ing is that Articles 52 and 56 TFEU must be interpreted
as precluding legisiation of & Member State which sub-
jects winnings from games of chance obtained in casi-
mosE in other Member States to income tax and exempis
similar income from that tax if it is obtained from casi-
nos in its national temiton.

Decision. The ECJ concluded that ltaly's differing tax
treatment of casino winnings discriminated against
casinos located outside of ltaly and could not be justi-
fied by ressons of public policy.

Case Questions

1 What was the decision of the ECJ with reapect
to the consistency of ltaly’s dual tax treatmeant
for casino winnings with the principle of non-
discrimination with respect to service providers?

2. What was the ECJ's decision with respect to
ialy's justifications for the differing trestment of
casino winninga?

3. Attitudes differ among the EU's member states
with respect to social ssues such as gambling.
Mevertheless, the ECJ deprived taly of a means
by which to regulate gambling within its bor
ders by striking down its tax treatment of pro-
ceeds. Is this an example of the EU improperly
imterfaring with an area of ecomomic activity

that should be left to natiomal governments?
Why or wihy not?
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The Free Movement of Capital

The Treaty of Rome prohibits all restrictions on the
movement of capital between member states. This
includes a prohibition on restrictions on payments.

Thus, capital may be freely transferred in any amount
between member states. All such transfers are deemed

domestic payments and can only be subjected to domes-
tic transfer costs if any. Credit and debit card charging
and withdrawals from automated teller machines within
member states are also deemed domestic transactions.

Efforts to integrate the free flow of capital are best
exemplified by two events. The first was the creation
of the European Central Bank. Located in Frankfurt,
Germany, and founded in 1998, the European Cen-
tral Bank’s mission is to “promote price stability™ and
“to define and implement the monetary policy of the
euro rone, conduct foreign exchange operations, issue
notes, and promote the smooth operation of payment
systems.” The European Central Bank is effectively in
charge of monetary policy relating to the euro, the com-
mon currency within the majority of the EU member
states.

There is considerable historical precedent for the
euro, including common currencies that were uti-
lized in the Roman Empire, the Holy Roman Empire,
the Hanseatic League, the “Latin Monetary Unit”™ used
during the reign of Napoleon [11, and the 5candinavian
Monetary Unit used from 1872 to 1914. One of the EU's
founders, Jean Monnet, advocated creation of a single
European currency in the late 1940s. At the time of the
creation of the European Coal and 5teel Community,
French economist Jacques Rueff stated, "Europe will
become united through its money or not at all.” How-
ever, despite these sentiments, early efforts at monetary
union faled.

The euro resulted from the Delors Report drafted
by a committee of appointed fiscal experts and released
in April 1989. After years of legislative wrangling, the
euro became fully effective in January 2002, when the
national currencies of participating states were retired.
They were replaced with 14.25 billion notes (5577 bil-
lion in circolation) and 50 billion coins with 515.4 bil-
lion in value

Every state that wanted to utilize the euro was
permitted to join the monetary union. However, a
few states chose to retain their national currencies.
Denmark opted out in 2001 and retained the kroner
due to concerns about cuts to its health, pension, and
education benefits. The United Kingdom opted out in
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2003 because of high costs, slower economic growth
in the EU, and national pride in the British pound.
Sweden opted out in 2003 due to opposition to mon-
etary centralization, faster economic growth, cultural
differences, and high social spending. The states
listed in Table 15.3 currently utilize the euro as their
national currency and are part of the so-called Euro-
zone. The Eurozone encompasses more than 338 mil-
lion people (66 percent of all people in the EU) and
has a gross domestic product of 514 trillion {more
than 70 percent of the EU’s gross domestic product).
Other than Denmark and the United Kingdom, all
other EU member states are required to eventually
join the Eurozone.

The euro is revolutionary for many reasons. Mon-
etary union has never been attempted on such a large
scale—replacing so many successful currencies, serv-
ing millions of people and on a continent-wide basis.

Table 15.3 EUROZONE MEMBER STATES
AS OF JANUARY 2017

Page | 414 |

Austria fanuary 1999
Belgium Jamnuary 1999
Cyprus [anuary HE&
Extonia January X011
Finkand [amuary 1999
France r:nua.rr 1099
GErm:.n:r r:nu.u.r:r 15409
Uireece r:nu.a.r:r | 1]
Irelamd r:nu.a.r,l 1533
llz.l!r r:nu.u.r:r 19599
Latvia [anuary 2014
Lithusania January 2015
Luxembourg [anuary 1999
Malta fanuary ZR0&E
MNetherlands Jansary 1999
Portuyal fanuary 1999
Slovakia fanuary 2009
Sloverda f:nu.u':r T
Spain January 19499
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Several replaced currencies had long histories of suc-
cessful use. For example, the Greek drachma was one
of the world’s oldest currencies, dating from the fifth
century BC. The French franc was first minted in 1360,
the Dutch guilder in the fourteenth century, and the
Spanish peseta in 1497, The ltalian lira was created in
the sixteenth century and was used to pay Michelangelo
and other Renaissance artists.

The euro was intended to create a currency to chal-
lenge the LLS. dollar as the world’s preferred reserve
currency and standard unit of exchange in international
transactions. To its credit, the curo eliminates the cost
of currency conversion, specifically, $15 for every bor-
der crossing in Europe with an estimated annual cost
of 510 billion. It also serves to integrate markets, makes
comparison shopping easier, leads to price convergence
throughout Europe, and eliminates exchange rate risk
However, the viability of the euro was seriously tested
in the financial crisis that swept through the EU in wake
of the 2008 global recession. The financial crisis and the
future of the euro will be discussed later in this chapter.

- R i -
BACKGROUND AND FACTS
Tweo ltelian nationals obtained university law degrees
in kaly and Spain from ltalian and Spanish institutions.
Both nationals subsequently registered as attorneys
in the Bar of Santa Cruz de Tenerife in Spain. Three
monthe later, they submitted applications to reglster in
the “special section"” of the Bar Council of Macerata in
ltaly. Reglistration in the special section covers individu-
gls whao hold the title of “attorney™ issued in a member
state athar than ttaly but who ere othenwise establizhed
im Itely. The sole requirament for registration in the spe-
cial section was presantation of a certificate attesting to
registration with competent authorities in the individu-

al's home state, in this case, Spain.

The Bar Council of Macerata failed to act on the
applications. Tha lalian nationals subsequently brought
an action before the Mational Bar Council of Italy seek-
ing a determination of their registration applications.
The Mational Bar Councll was of the opinion that the
applicants registered in Spain in order to circumvent
ltelian law governing acceas to the legal profession.
The Mational Bar Council requested that the European
Court of Justice sddress the issue of whather aly could
refuse registration of its nationals who, after obtain-
ing & university degree in ltaly, treveled to Spain to
acguire the professional gualification of "attormeay™

Chapter 15: The European Union 415

The Free Movement of People

The final freedom is the free movement of people. All
EU residents have the right to travel, live, study, and
work in another member state withouat being subject
to nationality-based discrimination. Workers trav-
cling within the EU are to be free from nationality-
based discrimination with respect to employment,
pay, and all other conditions of work. This freedom
entails the rights to accept employment offers in
other member states, travel to other member states
to engage in such employment, and stay in another
member state while performing such employment.
This freedom of movement extends to close fam-
ily members even if they are not citizens of an EU
member state. Workers may remain in another mem-
ber state after completing such employment if they
choose to do so. The following case of Torresi v. Con-
siglo dell' Ordine degli Avvocati di Macerata demon-
strates the principle of free movement of people in the
context of the practice of law.

and subsequently returmed to lialy with the purposs
of practicing law under the title obtained in Spain. At
isaue was the interpretation of Directive 98/8/ELC which
was intended to facilitate the free movement of people
by making attorney registration requiremeants uniform
across the ELL

FINDINGS OF THE COURT

Articke 1{1) of Directive 238/5 provides that the purpose
of the directive is to facilitate practice of the profession
of lawyer on a8 permanent basis in & self-employed or
salaried capacity in a Member State other tham that in
which the professionsl qualification was obtainad.

The first paragraph of Article 2 of Directive S8/5,
that articla baing headed “Right to practise undar the
home-country professional title’, provides: "By lawyer
shall be entitled to pursue on & permanent basis, in amy
other Member State under his home-country profes-
shomal title, the activities apecified in Article 5°

Article 3(1] and (2} of that directive, that article
being headed "Registration with the competent author
ity’, provide:

1 A lawyer who wishes to practise in 8 Member
State other than that in which he obtained his
professional qualification shall register with the
competent authority in that State.

COMNTmes
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continuad

2. The competent authority in the host Member
State shall register the lawyer upoen presentation
of a cerificate attesting to his registration with
the competent authority in the home Member
State. It may require that, when presented by the
competent authority of the home Member State,
the certificate be not more than three months
old. It shall inform the competent authority in the
home Member State of the registration.

By it= first guestion, the referring court seeks in
gasence to ascertain whether Article 3 of Directive
985 must be interpreted as precluding the competant
authorities of 8 Member State from refusing. on the
ground of a claimed abuse of rights, regiastration [n
the register of lawyers qualified abroad to nationals
of that Member State who, after obtaining & univer
sity degree in that Member State, hawve travelled to
another Member State in order to acquire there the
professional qualification of lawyer and have subse-
guently returned to the former Member State with
8 wiew to practising there the profession of lawyer
under the professional title obtsined in the Mem-
ber State where the professional qualification was
obitained.

It must be recalled at the owutset that, under Arti-
cle 1{1) of Directiva 9815, the purpose of that directive is
to facilitate the prectice of the profession of lawyer on
a permanent basgis in 8 Member State other than that in
wehich the professional qualification was obtained.

Further, as is clear from ... Directive 88/5, the EU
legislature sought to put an end to the differences in
national rules on the conditiens for registration with the
competent authorities, which gawve rise to inegualities
and obstacles to freedom of movement.

In that context, Article 3 of Directive 38/5 under-
takes a complete harmonisation of the preliminany
conditions reguired for the exercize of the right of
eatablishrment conferred by that directive, providing
that a lawyer who wizhes to practise in a Member State
other than that in which he obtained his professional
qualification s obliged to register with the competent
authority in that Member State, which must affect that
registration ‘upon presentation of & certificate attesting
to his registration with the competent authority of the
home Member State

In that regard, the Court has previously ruled that
the presentstion 1 the competent suthority of the host
Member State of a cerificate attesting to registration
with the competent authority of the home Member
State is the only condition to which registration of the
person concerned in the host Member State may be
subject, enabling him to practise in the latter Member
State under his home-country professional title.

Conzsegueantly, it must be stated thet nationals of
a Member State, such as the applicants in the main
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proceadings, who present to the competent authority of
that Member State a certificate atieating to their regis-
tration with the competent authority of another Mem-
ber State, must, in principle, be regarded as satisfying
&ll the conditions required for their registration, under
their professional titles obtained in the latter Member
State, in the former Member State’s register of lawyers
qualified abroad.

Howewer, in the view of the refeming court, it was
not open to the applicants in the main procesdings, in
thia case, to rely on Article 3 of Directive S88/5, since thea
soquisition of the professional qualification of lawyer in
a Member State other than the talian Republic had, it
iz argued, no other purpose then to evade the applica-
tion of the law of the Halian Republic governing access
to the profession of lawyer and thereby constituted
an abuse of the right of establishment, contrary to the
abjectives of that directive.

In that regard, it must be recalled that, in accor-
dance with seftled case-law of the Court, EU law cannot
be relied on for abusive or fresdulent ends ... In par-
ticular, with regard to combating abuse of freedom of
extablishment, 8 Member State is entitled to take mea-
sures designed to prevent certain of its nationals from
attempting, under cover of the rights created by the
FEUTreaty, improperly to circumvent the rules of their
national legislation.

A finding of abuse requires a8 combination of
objective and subjective elements. With regard to the
abjective element, it must be apparant from a combl-
nation of objective circurnstances that, despite formal
obsernvance of the conditions laid down by EU rules,
the purpose of those rules has not been achievad. As
regards the subjective elemeant, it must be appearant that
thera iz an intention to obtain an improper advantage
frorm the EU rules by artificially creating the conditions
laid down for obtaining it

[Tihe purpose of Directive %8/ s to facilitate the
practice of the profession of lawyer on a permanent
basizs in & Member State other than that in which the
profesaional qualification was obtained. In that regard,
it miust be held that the right of nationals of a Membar
State to choose, on the one hand, the Membear State in
which they wigh to acquire their professional gualifice-
tions and, on the other, the Member State in swhich they
intend to practise their profession is inherant in the
exarcise, in a single market, of the fundamental free-
doms guaranteed by tha Treaties.

Accordingly, the fact that & national of 8 Member
State who has obtained & university degree in that State
travels 1o another Member State, in ordar to acquire
there the professional gualification of lawyer, and sub-
sequently returns to the Mamber State of which he iz
& national in order to practige the profession of lewyer
under the professional title obtained in the Mamber
State where that qualification was sequired, consti-
tutes ona of the possible situations where the objective
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of Directive 98/5 is achieved and cannot conatitute, in
itaelf, an abuse of the right of establishment stemming
from Article 3 of Directive 985,

aE

On those grounds, the Court {Grand Chamber]
heraby rubes:

Articla 3 of Directive S8/5/EC of the European Par-
llement ard of the Council of 16 Februarny 1988 to facili-

tate practice of the profession of lawyer on a permanent
basis in 8 Member State other than that in which the

qualification was obtained must be interpreted as

meaning that no abuse cen be identified in the fact
that a national of 8 Member State who after success-

fully obtaining & university degree travels to another
Member State in order to acquire there the professional
gualification of lawyer and returns to the Member
State of which he is a national in order to practise there
the profession of lawyer under the professional title
obtained in the Member State where that professionsl
gualification was scquirad.

The right to free movement of people is subject to
limitations on the grounds of public policy, secarity,
and health, and they do not apply to public employ-
ment. Additionally, EU citizens must not become an
undue burden on their country of residence. Citizens of
member states may reside in another member state for
up to three months without being subject to any condi-
tion or formalities other than the requirement to hold a
valid passport or identity card. After three months, such
persons may be required to register with local govern-
ment authorities. After five years, the right to residence
is permanent without any preconditions.

Free movement of people has also resulted in the
removal of border controls when traveling by land
between 22 of the member states. Border controls
remain in place in 6 states and, of course, for travelers
entering from outside of the EU. Additionally, several
states, including Austria, Denmark, France, Germany,
Poland, and Sweden, reimposed border controls in
response to the migrant crisis of 2016.

OTHER AREAS OF INTEGRATION:
SOME EXAMPLES

It is important to note that the EU's efforts at harmoni-
gation and the removal of barriers to free movement of
goods, services, capital, and people are comprehensive.

Decision. The Court held that Directive S8/AEC must
be interpreted as meaning that no abuse was present
as & result of & national of 2 member state obtaining &
university degree, traveling to another member siate in
order to acquire the professional gualification of a law-
yer, and than returning to his or her home state in order
1o prectice law.

Case Questions

1 ‘What was the ECJ%S holding with respect to haly's
claims regarding inferpretation of Directive SASEC
and purported abuse of the registration process?

2. What facis would demonstrate abuse in this
case sufficient to invalidate the attornays’ efforts
to register in ltaly? Did the Court give sufficient
weaight to the concern about the possibility of
evasion of Haly's licensimg requiremenis? Should
consumer protection concerns outweigh the
need for harmonization of rules relating to attor
mey registration? Why or why not?

These efforts cut across a wide range of induostrial sec-
tors, and they affect every business operating in the EUL
Individuals residing in member states are also signifi-
cantly affected by the EU's efforts at harmonization and
removal of barriers—from the products they consume
to the energy that they use and the environment in
which they live. This next section summarizes develop-
ments in some of these areas with respect to industry
and indmiduals,

The Common Agricultural Policy

The EU is committed to the establishment of a com-
mon agricaltural policy (CAP). First implemented n
1962, the CAP has been central to the EU's mission ever
since. Its goals, which are set forth in Article 39 of the
Treaty of Rome, are as follows:

I. To increase agricultural productivity
2. To ensure a fair standard of living for the agricul-

tural commumnity
3. To stabilize markets

4. To guarantee regular supplics
5. To ensure reasonable prices to consumers
The EU has implemented these objectives through
the CAP, which ensures minimum prices to farmers,
imposes import tariff barriers and quotas on agricul-
tural products from nonmember states, and pays subsi-
dies to farmers for cultivated land. The CAP effectively
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maintains European agricultural firms that otherwise
would not be able to withstand competition from low-
er-cost producers from outside the EU and increases
the cost of agricultural products. This does provide the
EU with some ability to feed itself in the event of hos-
tilities. However, there is a difference of view between
those who benefit from these policies and those who
pay for them as to how much protection the EU should
provide.

The CAP has been divisive within the EU for many
rcasons. First, the CAP is extremely expensive. The
CAP has traditionally been the largest single item of
EU expenditure and accounts for more than 30 per-
cent of the EU's total budget (down from 48 percent in
2006 and 71 percent in 1984). The CAP also involves
considerable administrative expenses, which have been
subject to allegations of mismanagement and frawd.
It has been contended that the primary beneficiaries
of the program are not small family farms but rather
large producers and agribusinesses that have reaped
considerable financial windfalls. Program costs and
administrative expenses have been passed on the con-
sumers in the form of artificially high food prices. The
CAP is alleged to have contributed to overproduction
of certain products (such as cereals, dairy, and alcohal).
The production encouraged by the CAP has been crit-
icized as damaging to the environment and contrib-
uting to unhealthy diets within the EU. The CAP has
also contributed to inequities within the EU as mem-
ber states with larger agricultural sectors, such as Por-
tugal, Spain, and France (the largest recipient of CAP
funds), receive large amounts of money at the expense
of states with smaller agricultural sectors. Finally, the
CAP has limited the ability of lesser developed states to
increase their earnings through agricultural exports to
the EUL The EU has attempted to address some of these
concerns in recent years and will continue to do so in
the future. It is expected that the revisions to the CAP
will focus on decreasing direct payments and ensuring
viable food production and sustainable use of natural
resources and promaoting balanced territorial develop-
ment within the ELL

Consumer Protection

Consumer protection is an important aspect of EU
legislation in all relevant policy areas. As the free
movement of goods and services as well as the com-
mon currency have opened borders and use of the
Internet and electronic commerce have expanded, the
need for adequate consumer protection has increased.

The EU has adopted numerous measures to safeguard
consumer interests with respect to fair business prac-
tices, misleading and comparative advertising, label-
ing, and a host of products including toys, electrical
appliances, cosmetics, pharmaceutical products, and
machinery. There are also rules that set safety stan-
dards across the EU for numerous consumer prod-
wcts including sports equipment, childcare articles,
gas appliances, textiles, and household furniture. In
December 2007, the EU adopted rules for strength-
ening the ban on misleading advertising and prohib-
iting coercive and harassing sales practices. Efforts to
strengthen EU-wide rules relating to online business
practices and consumer credit and other noncash
means of payment are ongoing.

A more recent example of consumer protection mea-
sures may be found in Directive 2014/40 relating to the
manufacture, promotion, and sale of tobacco products.
This directive prohibits the marketing of dgarettes con-
taining menthol that makes tobacco products more
attractive to consumers due to its pleasant flavor. The
directive also prohibits the inclusion of any dement or
feature on packets or cutside packaging that promotes
of encourages tobacco consumption. Packets and pack-
aging must carry health warnings taking the form of a
message and color photograph covering 65 percent of
the front and back surfaces. Finally, the directive reg-
olates the manufacture, distribution, and marketing of
electronic cigarettes. The restrictions contained within
the directive were upheld by the EC] in 2016 in three
separate cases encaptioned Poland v. Parliament and
Council, Pillbox 38(UK) v. Secretary of State for Health,
and Philip Morris Brands SARL v. Secretary of State for
Health.

Energy and the Environment

EU energy policy is based on a number of concerns.
There is a recognized need to develop alternative
sources of energy in order to lessen dependence on for-
cign sources of energy, which currently exceeds 50 per-
cent. The reduction of dependence on foreign sources
of energy also requires increasing energy efficiency. The
EU has undertaken numerous efforts to increase energy
efficiency at the macroeconomic level as well as inform-
ing consumers of the energy usage of household items.
Consumer products sold in the EU now carry energy
efficiency ratings and consumption statistics. In Jaly
2007, EU households were free to pick gas and electric-
ity suppliers of their choice and were no longer required
to bundle such services through one supplier.
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EU environmental legislation is far too comprehen-
sive and detailed for adequate discussion here. Current
EU environmental practices are driven by the Environ-
mental Action Program (EAP) that entered into force in
January 2014. The EAP has three key objectives, specif-
ically, the protection, conservation, and enhancement
of natural capital; the creation of a resoarce-etficient,
green and competitive low-carbon economy; and the
safeguarding of EU populations from health risks asso-
ciated with environmental degradation. Aspects of this
plan include approval and enforcement of comprehen-
sive emissions standards for greenhouse gases, increas-
ing the market share of renewable energy sources, and

reducing energy consumption.

The Business Implications of the European
Union

The main object of the EU is to make it easier to do
business within Europe. The elimination of intra-EU
tariffs means that, once a product enters the EU, an
enterprise need not concern itself further with customs
duties, Harmonization of laws and standardization of
equipment means that companies can manufacture the
same product for the entire European market, creating
significant economies of scale and streamlining regu-
latory compliance costs. Companies can centralize or
regionalize corporate offices and distribution centers
rather than have a separate office for each country.
Firms must still comply with separate national laws,
particularly those that regulate health and advertising.
However, because such laws must increasingly com-
ply with EU directives, they are less of a hindrance to
intermember state commerce. The EU seems relentless
in its efforts to impose its economic will on the mem-
ber states.

These commercial unification developments par-
ticularly benefit competitive European businesses that
have a larger duty-free market. They harm marginal
European businesses that owe their survival to trade
barriers against competition from other member states.
Economic theory suggests that ultimately, as more effi-
cient and qualified firms vanquish corporate deadwood,
the majority of Enropeans will benefit. These devel-
opments also benefit competitive firms from non-EU
countries. While non-EUl concerns must still confront
the hurdle of EU tariffs and quotas, once they surmount
that barrier, the customs union gives them the same
advantages as entities in member states. The dynamic
of free internal trade was largely responsible for the
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economic success of the United States and has had a
similar, if less dramatic, effect within the ELL

The EU's treaty-making powers also have a direct
effect on businesses from nonmember states. Article
133 of the Treaty of Rome gives the EU the exclusive
power to conclude trade and tariff agreements with
other nations, a necessary precondition to a customs
union. Thus, if the EU decides that it needs to pro-
tect a particular European industry from nonmem-
ber state competition, nonmember state firms will be
directly and adversely affected by EU action. In 2014,
it was the EU, and not any single member state, that
concluded the so-called Canada-EU Comprehensive
Economic and Trade Agreement that will eliminate
98 percent of tariffs on goods traded between the
two entities. In recent years, the EU negotiated with
the United States and litigated against it in the WTO
with respect to bananas, commercial aircraft, beef
hormones, information technology products, com-
petitive practices, and privacy. The businessperson
from a nonmember state must recognize that in mod-

ern Europe, the commercial side of foreign policy is
largely in the hands of the EUL

THE EUROPEAN ECONOMIC
INTEGRATION MODEL AND
THE FINANCIAL CRISIS

The financial crisis that continues to confront the EU
is complex, multifaceted, and beyond detailed discus-
sion in this book. The following section discusses some
aspects of the crisis, the EU's response, and the future
of the euro. Predictions regarding the ultimate outcome
of the crisis are uncertain. Undoubtedly, circumstances
will change over time, and readers will need to update

themselves as events warrant.

Causes of the Financial Crisis

The financial crisis in the EU was the result of a con-
vergence of many different factors, including the lib-
eral extension of credit, high-risk lending practices, the
global recession starting in 2008, and the collapse of
real estate markets in some Eurozone states, There were
ather factors as well that undoubtedly contributed to the
crisis, including unsustainable levels of sovereign debt in
some Eurozone states, the inability or lack of willingness
to address financial problems within these states, and an
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underestimation of the magnitude of the crisis which in
turn delayed an effective coordinated response.

The EU itself is also to blame. As previously dis-
cussed, the EU created a continental currency without
also creating a strong central financial authority. The
European Central Bank is significantly limited in its
powers with respect to the national budgets and finan-
cial affairs of the Eurozone members. The EU was and
remains hampered in responding to the crisis due to
the absence of full integration of European banking
and fiscal management and the continuing respon-
sibility for national budgetary policy at the member
state level.

The causes, impacts, and responses to the financial
crisis varied widely within the Eurozone members.
The bursting of the residential real estate bubble fol-
lowed by a massive government bailout of negatively
impacted banks helped fuel the crisis in Spain. These
factors also plaved a significant role in the crisis as it
developed in Ireland. Excessive government debt has
been a hallmark of the crisis in Greece and contributed
to the worsening of the crisis in Portogal. The collapse
of the Greek economy had a significant impact on
neighboring Cyprus. It is dear that no member of the
Eurozone is immune—the crisis proved contagions and
spread to other member states such as Hungary, Latvia,
Italy, and Romania.

The EU’s Response to the Financial Crisis

It can be concluded from this discussion that there is no
one cause of the financial issues currently plaguing the
Eurozone and thus no one solution. The EUs response
to the financial crisis has been as complex and multi-
faceted as the crisis itself. EU-sponsored bailouts have
proven controversial not only to wealthier member
states (such as Germany) that have been asked to assist
their poorer neighbors but also in recipient states that
have been required to endure significant austerity mea-
sures as a condition to receiving assistance. A side effect
of these measures was in some cases to deepen the
recession with negative economic impacts. For exam-
ple, Greeces gross domestic product dedined by almiost
7 percent in 2011, industrial output was more than
28 percent lower than it had been at the height of Greek
prosperity in 2005, and unemployment skyrocketed to
more than 26 percent by the end of 2012, Self-imposed
austerity measures such as were adopted by Spain in
2011 also deepened the recession and contributed to
an unemployment rate exceeding 24 percent by the end

of 2012, As in Greece, public frustration boiled over in
massive street demonstrations.

Even now, several years later, some member state
economies are far from completely recovered. For exam-
ple. the most recent economic data place the Greek unem-
ployment rate at more than 23 percent, an amount that
is more than double the average Eurozone rate. In May
2016, the International Monetary Fund predicted that
the Greek unemployment rate would eventually decline
to 12 percent by 2040. Spain made progress in reduc-
ing its unemployment rate to slightly under 20 percent
by the end of 2016, but more than 45 percent of young
people remain unemployed. For better or worse, the
fates of the strongest and weakest economies within the
Evrozone are inextricably linked to one another.

There are two additional responses worthy of sepa-
rate mention. In September 2012, the Eurozone states
launched the European Stability Mechanism (ESM).
The ESM is a permanent funding program for the res-
cue of states experiencing a financial crisis. The ESM
is designed to prevent financial contagion within the
Eurozone by containing such crises within the borders
of an affected state. The containment of such crises is to
occur through guarantees of all or a portion of the debts
of an affected state.

A second notable response is the creation of the
European Fiscal Compact (EFC). The EFC became
effective on January 1, 2013 after its ratification by 12
of the 17 Eurozone members. As of the date of prepa-
ration of this text, only three member states, Croatia,
the Czech Republic, and the United Kingdom, have
failed to ratify the EFC. The EFC requires that ratifying
states adopt laws within one year of ratification requir-
ing their national budgets be in balance or in a surplus.
The EFC defines the term balanced budget to mean a
general budget deficit of less than 3 percent of gross
domestic product. Structural deficits of no more than
1 percent of gross domestic product are also permis-
sible. States not in compliance with these limitations
are required to correct the issue within designated
timeframes. Ratifying states that were not in compli-
ance at the time that the EFC entered force and effect
were provided with state-specific “adjustment paths™
for eventually achieving compliance. States failing to
implement the EFC may be subject to a compliance
action brought in the European Court of Justice at the
request of another ratifying state. The EFC also pro-
vides for financial penalties for failure to adequately
implement its provisions.
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The Future of the Euro

The future of the euro in light of the financial crisis
remains difficult to predict. Some commentators hawve
suggested that one or more of the most significantly
affected states voluntarily leave the Eurozone and return
to their former national currencies. This proposal counld
prove disastrous for creditors, exiting states, and their
citizens alike. The political and reputational damage to
the EU, should such withdrawals occur, is equally seri-
ous and would be difficult, if not impossible, to calculate.
Other commentators have discussed the possibility of
withdrawal from the Eurozone by economically healthy
states (primarily Germany) thereby preserving German
fiscal strength, which could in turn be utilized to provide
an economic boost to the EU through reintroduction of
the deutsche mark. All of these options seem unlikely

given the repeated commitments to the euro expressed
by national leaders within the Eurozone member states

and by representatives of the European Central Bank
and the enormous efforts and funds that have been com-
mitted to preserving the euro and the Enrozone.

It is much more likely that the efforts to forge closer
economic ties among the peoples of Europe as expressed
muost forcefully in the euro will continue for the foresee-
able future. Eurozone members will undoubtedly monitor
the EFC to determine its effectiveness as well as proceed
with full establishment of the ESM to address future
financial problems. It is unlikely that the current crisis

1. The European Union (EU) started as a concept that
represented three “communities,” each created and
operating under a separate treaty: the Enropean
Community, formerly known as the Enropean Eco-
nomic Community; the European Coal and Steel
Community; and the European Atomic Energy
Community. Today, the EU is a fully integrated sin-
gle entity:

2. The EU consists of numerous institutions. These
institutions include the Council of Ministers of the
European Union, the European Council, the Com-
mission, and the Parliament. Broadly speaking,
these institutions are responsible for proposing and
adopting legislation, enforcing such legislation and
the EU treaties against encroachment, attempting
to further harmonize national legal and regulatory
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will result in the creation of an EU treasury department
empowered to make financial decisions at the regional,
national, and continental levels. However, greater integra-
tion of the banking and financial sectors and budgetary
processes may emerge as a result of the crisis.

CONCLUSION

The development of integrated trade areas reflects an
increasing recognition of the accepted economic prin-
ciple that free trade maximizes benefits to the whole by
allowing each country to specialize in its areas of rela-
tive competitive advantage. The United States is a suc-
cessful model of such an effort. Until recently, the EU
was also demonstrating the advantages of economic
integration. The current challenges facing the EU have
severely tested its ability to maintain its current struc-
ture let alone move forward with its vision of greater
integration and harmonization. As was also discussed
in the previous chapter relating to NAFTA, in every
context where free trade has been allowed to proceed.,
the overall economic fortunes of the affected popula-
tions have improved. The message is unmistakable: Free
trade—or at least enhanced economic cooperation—is
the most prosperous path forward. However, it bears
noting that this message will undoubtedly be tested and
contested in the years to come.

regimes within the individual member states, and
representing the EU to the rest of the world.

3. The Court of Justice and the General Court hold the
judicial power of the European Union. The Court of
Justice is comprised of one judge from each mem-
ber state. The judges are appointed by the member
states for a renewable term of six years. In cases
involving private parties, it generally hears appeals
of judgments from the General Court, which is the
trial court of the ELL

4. Substantive law in the EU consists of many ditferent
types of legislation. Regulations have general appli-
cation and are binding on the member states with-
out further action. Directives are binding as to the
result to be achieved but leave to each member state
the means by which they are to be implemented.
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Decisions are binding on the parties to whom they
arc addressed. Recommendations are nonbinding

Four Freedoms. Measures by member states that
place limitations on these freedoms or directly or

statements of policy. indirectly discriminate on the basis of national ori-
5. The hallmark of EU regulation is the free movement gin are not tolerated and may be subject to nuollifica-
of goods, services, capital, and people, the so-called tion by the ECJ.
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1. Rewe, a limited Hability company with an office in create confusion as regards its basic characteristics. How-

Germany, imported goods from the EU countries. In
1976, Rewe applied to a German agency for permission o
import Cassis de Dijon. The agency responded that spirits
needed to contain 32 percent alcohol to be marketed in
Germany. (The only exception to this rule was beer.) Cas-
sis had only 15-20 percent sparit content, so it could not
be imported. The German court referred the case to the
EC] to deal with conflicts between German law and Arti-
cles 30 and 37 of the Treaty of Rome. The German gov-
ernment argued that it was trying to protect public health
and consumers. How did the court rule? Why? Did this
settie the issue for the future? See Rewe-Zentral [Cassis de
Drijon], C-120/78 [1979].

- Italy required chocolate products manufactured in other

member states that contained vegetable fats other than
cocoa butter to be sold in Italy as “chocolate substitutes™
The Commission claimed that ltaly had failed to fulfill its
obligation under Article 30 of the EC treaty and Council
Directive 73/241/f EEC of July 24, 1973, which permit-
ted the use of vegetable fats other than cocoa butter in
chocolate products. The Commission stated that choc-
olate containing vegetable fats other than cocoa butter
up to a maximuom of 5 percent of the total weight of the
product is manofactured under the name “chocolate” in
six member states (Denmark, Ireland, Portugal, Sweden,
Finland, and the United Kingdom) and that it is accepted
under that name in all member states with the exception
of Spain and Italy. The Commission considered that it
was not possible to claim that the addition of vegetable
fats other than cocoa butter to a chocolate product that
contains the minimum contents required under Directive
737241 substantially changed the mature of the product to
the point where the use of the name “chocolate” would

ever, the Italian government refused to change its inter-
pretation of the Directive or the Italian law. What should
be the ECT's holding in this case? Based upon its decision,
are the member states required to harmonize their prod-
uct descriptions regardless of differences between their
populations? Why or why not? See Commission of the
European Communities v. talian Republic, 14/00 [2003].

3. Deutsche Parkinson Vereinigung (DFV) is a German

organization devoted to improving the lives of those
afflicted with Parkinson's disease. DPV entered into
a relationship with DocMorris, a mail order phar-
macy located in the Netherlands, whereby DPV mem-
bers could benefit from the purchase of DocMorris
prescription-only medications for treating Parkinson's
disease. Mail order sales of prescription-only medications
are legal in Germany. A German association for protec-
tion against unfair competition viewed the arrangement
as a violation of Germany's fixed-price system for the
supply of prescription-only medications by pharmacies.
The German system requires each manufachurer to estab-
lish a price for its medications to which wholesalers and
pharmacies add additional charges. The Regional Court
for Diisseldorf found a violation of the fixed-price sys-
tem and ordered DPV to refrain from promoting its rela-
tionship with DocMorris to its members. On appeal, the
Higher Regional Court of Dilsseldorf referred the issue
of whether Germany's fixed- price system was compatible
with the free movement of goods to the ECJ. How should
the EC] rule in this case? How should the court address
Germany's claim that its system was essential to the pro-
tection of human health and 1ife? See Deutsche Parkinson

Verednigung v. Zentrale zur Bekdmpfung unlouteren Wett-
bewerbs, C-148/15 [2015].
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4. What is the present status of Brexit? What effect has

Brexit had on the United Kingdom and the EU? Are there
other member states considering departing from the EU?
What states and what reasons have been given for taking
such action?

. Following the discovery of a probable link between a
vartant of Crentzfeldi-Jakob disease, a disease affecting
human beings, and bovine spongiform encephalopathy
{BSE), which was widespread in the United Kingdom in
the mid-1990s, the Commission adopted Decision 96/23%/
EC of X7 March 1996, which contained emergency mea-
sures to protect against BSE. This decision prohibited the
United Kingdom from exporting certain products, in par-
ticular live bovine animals, meat of bovine animals, and
products obtained from bovine animals, from its territory
to the other member states and third countries. In 1998,
the ban was lifted but not all countries felt comfortable
about British meat exports. France continued to refuse to
accept meat imported from the United Kingdom on the
grounds of public safety. The case was heard by the EC].
What should be the ECJ's holding in this case? May mem-
ber states prevent the importation of products they believe
are harmful to the health of their citizens in disregard of
EU policies? Why or why not? See Natiomal Faremers” Undon
v. Secrétarial Général du Gowvernement, C-241/01 [2002).

. The EU sought a declaration that, because of the way in
which long-standing Italian law permitted extrajudicial
debt recovery by creditors against entities established in
other member states, Italy had failed to fulfill its treaty
obligations. The EU had not passed directly applica-
ble legislation in the area of extrajudicial debt recovery.
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. Your company has an office in Spain. You have hired a
worker, Ms. [imenez, for a float term and have renewed
her contract twice. Shortly after renewing it for the sec-
ond time, you discover that she will be giving birth within
three months. You send her a notice stating that she is
terminated effective in one month {which is two months
before her due date). You believe that since she was only
on a limited-term contract she cannot expect to be treated
like a more permanent employee and given all maternity
benefits. Are there any legal concerns here? What impact
might this decision have on the advancement of women in
employment? How will this affect your hiring practices?
. Your company is expanding into Europe. You must
pick a location for your office and have two locations to
consider.
a.  How will you make this decision?
b.  'Will whether the country has adopted the euro have
an impact on your decision?

. Laboo is a small manufacturing company
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Italian law provided that, in order to recover debts extra-
judicially, a creditor needed to obtain a license from the
Questore (the local police authority). This license per-
mitted action only in the Italian province where it was
issued. Further, the Questore could place such conditions
on the grant of a license as it thought appropriate. The
license holder needed to display a list of all services pro-
vided and their cost on its business premises so that the
Cruestore could confirm that prices for the services did
not vary significantly. Further, license holders could not
provide banking or credit services. Only banks and finan-
cial institutions listed with the ministry of the treasury
could provide these services. The Commission brought
an action against ltaly, as it considered these requirements
to be in restraint of commerce among the mermber states.
The Commission asked the Court of Justice to darify the
degree of discretion that member states retain vis-a-vis the
European Commission in intermember state economic
matters, Are Italy’s licensing requirements an interference
with the free movement of services? What impediments
do they pose to such free movement? How should the EC]
decide this case? See Commuission of the European Com-
neunifies v Itafion Republic, C-134/05 [2006].

. How do a directive, a regulation, and a recommendation

differ? Why would the EU choose one over the other?
Give examples. What impact does this decision have on
businesses?

. The financial crisis in the Eurozone has led to considerable

debate about the future of not only the euro but also the EUL
What is your prediction regarding the future of the euro?
What is your prediction regarding the future of the EU?

< Would you be discouraged from locating to a coun-
try that has had a poor record of implementing EU
directives?

d. Would you consider locating an office in one of the
countries that plans to join but has not done so yet?

that wants to do

more exporting to the EUL I discovers that the Commis-
sion is considering a directive that might limit its ability
to do business in those countries.

4. 'What can it do? The president of the company has
asked you to research this matter and outline a plan of
action.

b. What difference does it make if Labco is a very large,
publicly traded corporation?

€. What are your options if the EU implements a direc-
tive or regulation that you believe discriminates

against you as a foreign business?
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4. Imagine that you are a student intern and will be spend-
ing this semester on assignment to the vice preaident of
international sales at a toy firm. Up until now, the firms
primary markets have been in the United States and
Canada. The toys are designed in the United States and
manufactured by vendor firms in China. At a meeting
with the vice president’s design and marketing staff, he
asks about opening new markets in Europe. He explains
that in the United States, the design and sale of childrens

toys are highly regulated by the US. Consumer Products
Safety Commission. Indeed, some other companies have
had their toys removed from store shelves for noncompli-
ance with federal regulations. He feels there must be some
consumer safery regulations in effect in Europe that will
act as a barrier to his firms access to Enropean markets.
After all, if the regulations are very different from those in
the United States, it may be costly to redesign the toys to
comply with European standards. After the meeting, the
vice president asks you to find answers to the following

questions:

a.  Are there any standards or technical regulations in
effect in Europe that govern the sale of toys? Where
can he locate the regulations on the design, manufac-
ture, and marketing of children’s toys in Europe? Can
you give a specific Web address so that he can ook at
them himself?

b. Do the toys have to meet different requirements in
every European country, or is there a single standard
that covers all of Europe?

¢. To which toys do the standards apply, and what toys,
if any, are exempt?

d. What are the design and manufacturing standards
for toys covered by the regulations, and what is the
standard for safety? Are there any specific provisions
covering the toys’ physical or mechanical properties?

2. Do the toys have to be tested in advance for compli-
ance with safety regulathons?

. What are the toy Lahﬂi:ng requirements? Is there a
certain label or mark that will let consnmers know
that the toy has been tested for safety?

Diespite its relative success in building a common market for
European goods, services, and capital, the EU faces many diffi-
cult challenges in the coming years. Concerns include the grow-
ing bureaucracy necessary to govern the EU, increasing cultural
and social diversity, and the accession of national interests over
greater integration as most vividly demonstrated by Brexit. The
EU also faces sevious economic challenges. The financial melt-
down in some membser states and it effect across the confinent
iz only ane of many challenges confronting the EUL

These concerns also raise the issue of the extent to which
the interests of citizens of member states are best served by the
present state of integration and possible closer integration in
the future. Citizens of wealthier states hawe justifiable concerns
about subsidizing poorer states and the fact that these wealth-
fer states receive less money from the EU than they contribute.
Smaller states worry that they will be overpowered in the EU'
institutions by larger, more populous states. Less developed
states may also be concerned about dominance of impaortant
areas such as media and technobogical innovation by more
developed states such as France, Germany, and Ttaly. States
with liberal social policies may be concerned that such policies
will come under attack by states with more conservative social
views. Conversely, more conservative states may be concerned
that socially liberal policies will be imposed on them.

Citizens of all member states worry about the surrender of
sovereignty to “Eurocrats” in Brussels and resultant loss of con-
cern about local issues. In particular, the EU has been criticized
in the past for a "democratic deficit” This deficit arises from
the fact that the EU's institutions {other than the Pardiament)
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are not directly elected by European citizens. Furthermore, the
operations of these institutions are so complex as to be inacces-
sible to ordinary citizens. The Treaty of Lishon was, in part, an
effort to address these concerns primarily through the expan-
sion of the role of the Parliament in the EU's gowernance struc-
ture. It also provided dissatisfied member states with an escape
hatch by which to leave the EU. The vote in favor of Brexit in
fune 2016 served as a wake-up call to factions advocating with-
drawal in other member states as well 2z to EUT advncates whao
have come to realize the fragility of the institutions that have
been painstakingly constructed in the past seven decades.
Utilitarianism focuses on whether a given action adds to
the overall utility of the community. Ethical conduct is that
which is likely to produce the greatest overall good not just
for the decider but for all persons who will be affected by the
decision. Based on the above-referenced concerns, iz the cur-
rent state of integration in Europe consistent with principles
of utilitarianism? Is greater integration, which may occur in
the future, consistent with the greatest overall good of Euro-
pean citizens? Is the success of greater economic integration
an adequate measure of the utilitarian nature of the EU?
Who should determine the course of future integration in
the EU—its citizens or its institotions? What local concerns
and individual well-being of European citizens are sacrificed
as a result of the current state of integration? What local con-
cerns and individual well-being of European citizens will be
sacrificed as a result of greater future integration? Are such
individual and national sacrifices worth the price of greater

European prosperity and global influence? Why or why not?
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