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The NAFTA’s Investment
Chapter and Mexico

Jose E. AlvareZz’

Introduction

It makes sense for those who want to know whether
investment agreements can successfully achieve their
stated economic purposes — to promote economic growth,
stabilize investor expectations, and promote foreign
investment - to look at the NAFTA’s investment obligations
in Chapter Eleven for a clue. It is hard to ignore the sheer
magnitude of the NAFTA. When it entered into force, in
1994, the NAFTA covered a $6 trillion economy serving
a population of 360 million; ten years later, it represented
the world’s largest free trade area in terms of gross
domestic product - a $12.5 trillion economy with a
population of 430 million - and the second largest, after
the European Union - in terms of total trade volume.?
Putting to one side the European Union as a special case
premised on a much deeper conception of political as well
as economic integration and the failed negotiations for a
multilateral investment agreement (MIA) in the OECD,
the NAFTA’s investment provisions are the most
economically significant set of international investment
obligations existing today.

The NAFTA’s Chapter Eleven was, in 1994, and remains -
today, one of the most investor-friendly pacts ever
concluded by any nation. The United States used Mexico’s
entry into what was formerly the Canada-United States
Free Trade Agreement as an opportunity to vastly overhaul
the relatively modest investment protections in that prior
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agreement. The result was a far more strengthened package
of investment rights for foreign investors from the three
NAFTA parties. Like the contemporaneous U.S. model
bilateral investment treaty (BIT) when the NAFTA was
negotiated (but unlike most European BITs), Chapter
Eleven extended national and MFN guarantees for the
entry and not only the post-establishment treatment of
foreign investors.® It extended, in addition, “absolute”
guarantees, not based on discrimination: namely, (1) the
right to be treated in accordance with international law,
on the basis of “fair and equitable treatment” and with
“full protection and security” (article 1105), (2) the right
to freely transfer capital out of the host country (article
1109)%, and (3) the right to compensation if expropriated
(article 1110). Unlike most other investment treaties then
in place, it also included a ban on the most common form:
of performance requirements, such as those requiring
certain levels of exports or the transfer of technology
(article 1106(1)). Its compensation provision in cases of
direct or indirect expropriation was second to none and
included cutting-edge language assuring timely payment
in G7 currency, along with reasonable rate of interest
(article 1110). Its definition of protected “investment”
covered an extensive list of tangible and intangible property
interests and specifically included investment contracts.
Its list of protected “investors” included those having an
equity interest. In addition, Chapter Eleven’s investor-
state dispute settlement provisions were an extensive
upgrading of the already ironclad provisions for dispute
settlement contained in the U.S. model BIT at the time,
and anticipated, for example, that international arbitrators
could appoint experts (article 1133) and even issue interim
measures of protection (article 1134), in addition to the
usual remedy of damages. Its enhanced investor-state
dispute settlement provisions even permitted the
consolidation of claims (article 1126).°

If, as some suggest, studies of the economic impact of
investment agreements need to take into account, among
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other things, whether the treaty in question includes
sufficiently strong investor guarantees that could assuage
investor concerns and affect their decision to invest (or to
remain once invested), there is no such concern with
Chapter Eleven. As I have previously suggested, NAFTA's
Chapter Eleven is, especially as compared to most
European BITs, a BIT on steroids - at least insofar as the
investor is concerned.® Looking to the NAFTA for evidence
of powerful economic effects on Mexico also makes sense
insofar as this treaty involves not one but two wealthy
states as parties, one of which has been the top exporter
of foreign capital in the world and is in close geographical
proximity to the third, much poorer party.” On the surface,
one could scarcely imagine a better test case for
determining whether concluding an investment treaty has
a favorable impact on FDI flows to a poorer contracting
state. If, on the other hand, no such favorable conclusions
can be reached with respect to Mexico more than ten years
after such a treaty is concluded, the general case that any
investment agreement can be given credit for positive
economic results on a developing country partner would
be considerably weakened.

Why the Test Case Is Hard

Unfortunately for both advocates of investment agreements
and their detractors, the Mexican case, on closer inspection,
is not an ideal test study and is even less a good subject
for forecasting the economic (or other) effects of the over
2000 BITs around the world today. More than a decade
after its conclusion, the NAFTA continues to invoke
polarized and contradictory reactions, including from
economists, on both sides of the U.S.-Mexico border.
Although many of the rosy predictions of the NAFTA’s
early proponents, as well as the harshest fears of its
detractors, have been discredited, and views of both the
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anticipated benefits and consequential harms have been
tempered, few minds have been fundamentally changed
about the relative merits of this agreement, or its
investment chapter. These conflicting sentiments are also
reflected in Mexican public opinion polls which suggest
a more or less even split among those who believe that
“globalization” has been a positive or a negative for Mexico
and strong sentiments against permitting foreign
investment in the oil, electricity or gas sectors, despite
majority support for the proposition that foreign
investment generally is beneficial.® In addition majorities
of those polled, in both Mexico and the United States
respectively, apparently believe that the NAFTA has
benefited the other country more than their own, despite
majority support in both countries for extending the
principle of free trade to the whole American continent.’
Such conflicted sentiments reflect the difficulties in
attributing either harms or benefits to the NAFTA itself.

Disentangling cause and effect, a perennial problem
when considering the economic impact of any BIT, is
especially difficult in the NAFTA case. Apart from the
usual methodological difficulties of any such efforts - lack
of information, incommensurable information based on
different systems of classification, disagreement over when
to begin or end assessing impact - determining the
economic impacts of Chapter Eleven is made immeasurably
more difficult because it is only one chapter in a much
broader trade pact, which included unique side agreements
on labor and the environment, along with four other modes
of dispute settlement apart from investor-state arbitration.
As will be addressed below, it is nearly impossible to
disentangle the favorable and unfavorable trade impacts
of this agreement, including its impact on Mexico’s trade
deficit and export performance, from its favorable or
unfavorable impact on FDI flows. Because of the difficulty
in disentangling the effects of its investment chapter from
the possible effects of this rest of this trade pact, the
NAFTA’s lessons for other investment agreements that
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are not similarly embedded in comparable free trade
arrangements are not at all clear. The NAFTA case may
suggest few generalizable conclusions about the benefits
or detriments of bilateral investment agreements that are
not part of a broader trade package. -

A more fundamental difficulty is that Chapter Eleven
represents the culmination of a multi- year effort by Mexico
to adhere to what others have called the “Washington
consensus” on how best to “grow” one’s economy. While,
as is discussed in the conclusion below, there is some
dispute about which reform proposals are essential to this
“consensus” and whether Mexican government officials
generally fulfilled all of these, there is no question that
even before the NAFTA was in place Mexico had been
engaged in a number of actions to encourage foreign
investment, privatize sectors of the economy formerly run
by the state, and remove unnecessary government
regulation. Mexico’s multi-fold efforts to liberalize its
economy, beginning long before the NAFTA was
concluded, further complicate assessments of the NAFTA’s
impact. Mexico’s most recent attempt to permit more
foreign investment and to privatize started long before
1994: when it, for example, initiated its maquiladora
program (to encourage assembly facilities in border towns
along the U.S.-Mexico border to produce export goods for
the U.S. market) in 1965, carried out extensive economic
reforms in the mid-1980s under Miguel de la Madrid, and
acceded to the GATT in 1986.1° Although detractors and
proponents of the NAFTA agree on little else, all agree
that the real purpose of the NAFTA, especially its Chapter
Eleven, was not so much to promote further liberalizing
changes in Mexican laws or policies, but to “lock in”
changes that had begun to take effect at least by 1988. To
the extent the NAFTA agreement itself has produced
economic effects within Mexico, presumably these emerge
not from dramatic legal changes in Mexican laws and
policies required as part of the treaty implementation
process but from more subtle effects produced by the

245



Jose E. Alvarez

codification of then existing Mexican policies - that is, from
the fact that by entering into this international commitment
Mexican government officials were: substantially raising
the cost of breaching investor contracts or rights, making
it easier to deflect internal protectionist pressures,
validating their government’s credentials as an open
economy, reducing the transactional uncertainties for
economic agents at least within the three NAFTA countries,
and increasing their country’s links to the U.S. (and the
global) economy.'! This complicates empirical assessments
of economic impact at least to the extent the focus remains
on determining, for example, whether the NAFTA
agreement itself increased FDI inflows into Mexico, as
opposed to determining whether Mexico’s own domestic
liberalization policies achieved this goal. Predictably, the
fact that many Mexican economic reforms preceded the
NAFTA helps to explain debates about when to start
assessing its impact. Proponents of the NAFTA like to
argue that the treaty’s economic effects need to be
measured from the start of Mexico’s liberalization process,
say the late 1980s, when FDI flows indeed increased
substantially and the Mexican economy was doing
relatively well, or at least from the start of the three year
period of the NAFTA’s negotiations - during which there
was a substantial increase in trade flows between the three
NAFTA countries presumably in anticipation of the pact’s
successful conclusion. Detractors of the treaty, however,
are more apt to look at the decrease in FDI flows and
disastrous economic results immediately after the treaty
came into effect, especially from 1994-1995, when Mexico
was in the midst of a serious financial crisis.

The impact and meaning of “extraneous” events that
followed Mexico’s accession to the NAFTA - such as the
Mexican peso crisis of 1994-95, the U.S. high tech boom
and later bust, cyclical conditions in other countries, and
Mexico’s accession to more than ten other free trade
agreements - further complicates assessments of the impact
of the NAFTA, and divides the treaty’s detractors and
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supporters.!? Detractors suggest that the NAFTA’s failure
to address the need to better monitor financial institutions
along with attendant “irrational exuberance” over Mexico’s
economic prospects as the pact was concluded contributed
to the peso crisis. Proponents argue instead that the
NAFTA had nothing to do with a crisis that was rooted
in distinct macroeconomic policy mistakes. Regardless of
who is right, the fact remains that for many in Mexico it
is hard to forget that the beginning of the NAFTA era
coincided with a serious deterioration of the Mexican
economy (resulting in a collapse of the Mexican peso from
3.4 to at one point 7.2 per dollar, along with 52 percent
inflation over the course of 1995). It also coincided with
a Zapatista rebellion in the southern state of Chiapas that
was timed to begin precisely when NAFTA took effect, on
January 1, 1994, and was intended to focus on the pact’s
alleged bias in favor of Mexico’s more modernized northern
states to the neglect of the historically poor and more rural
south. Public perceptions in Mexico continue to be affected
by these events - as is suggested by the conflicted results
in Mexican public opinion polls mentioned earlier with
respect to the merits of the NAFTA.1°

Another reason for differing assessments about the
economic effects of the NAFTA on Mexico lies in differing
perceptions of what the baseline for such assessments
ought to be. For detractors of the NAFTA, the baseline for
assessing NAFTA’s impact on overall growth is either the
relatively high growth rates achieved for the Mexican
economy in the best years when it was adhering to an
import-substitution model (about 6 percent) or annual
potential growth rate as estimated by OECD economists
(in excess of 6 percent).!* As compared to these rates of
growth, the annual real Mexican GDP growth rate actually
achieved from 1994 to 2003 (about 2.7 percent annually)
is anemic and disappointing.1®> For NAFTA proponents,
however, the appropriate baseline is neither growth rates
achieved in the past under different world economic
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conditions nor the best possible hypothetical rate in an
unreal academic setting but what the Mexican economy
would have achieved in the absence of the NAFTA or the
liberalization reforms that preceded it. Proponents argue
that thanks to the NAFTA, the Mexican economy was able
to recover much faster (that is by 1996) from a serious
crisis and was able to avoid the usual disastrous recipes
usually followed by developing countries in the wake of
balance of payments problems (namely trade protection
and capital controls). They also suggest that the NAFTA
was an economic success from the standpoint of Mexico
because the existence of the pact made it more likely that
the United States (and the World Bank) would offer the
lifesaving financial assistance provided in the wake of the
peso crisis, because it forced Mexico to adhere to tried
and true formulas for recovery (fiscal constraint, tight
money, currency devaluation), and because the pact helped
spur an export-led recovery since 1995.16 Baselines also
differ among detractors and proponents on such matters
as employment rates or FDI rates of growth.!”

A final reason for differing assessments of the impact
of the NAFTA on Mexico derives from strikingly different
perceptions of what are the appropriate “economic” goals
or targets that ought to be measured. Traditional
economists are apt to focus on annual GDP rates, growth
in imports and exports, rates of FDI flows, employment
rates, and perhaps the rise or fall of real wages. Those
economists who believe that the influx of FDI generally
produces “ spillover” effects are curious about, in addition,
whether there is evidence that incoming FDI flows have
generated increased or decreased competition among local
producers in Mexico or backward linkages within the
Mexican economy, along with a more vibrant or
competitive indigenous industrial base.l® But others,
influenced by trends in UN institutions to measure
progress with respect to “sustainable development,” also
want to take into account many other factors, such as
whether there is a growing congruence in wage Or
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education skills among all three NAFTA parties, whether
the NAFTA is lowering (as predicted) migration flows
into the United States, whether the treaty has had any
effect on preexisting regional disparities within Mexico
in terms of FDI flows or employment, whether it has
widened or narrowed gaps between rich and poor even
if overall wages are rising, or whether it has had any
tangible effects on either the production or enforcement
of environmental or labor standards. Others, encouraged
by advocates of free trade and investment who have
suggested that a liberal economy encourages
democratization, respect for human rights and the rule of
law, along with less corruption, want to go farther afield
to see whether these benefits have indeed emerged in the
wake of economic liberalization.

And for those more attuned to legal developments, the
additional relevant questions to address are whether the
processes set out in Chapter Eleven for resolving investor-
state disputes are working, as expected, to decrease
frictions between private investors and their host
governments, to stabilize mutual expectations to the benefit
of regional trade and investment integration, and to
produce more harmonious and predictable interpretations
of relevant laws, or whether, on the contrary, investor-
state dispute settlement under the treaty is generating
counterproductive results injurious to these expectations.

As this laundry list of possible evaluative factors
suggests, one reason why assessments of the NAFTA differ
as much as they do is because evaluators are looking at
different things, as well as filling their ledgers of pluses
and minuses on the basis of different timeframes.

For these reasons, this chapter merely reproduces some
of the salient economic data over the course of eleven
years of the NAFTA. I leave to others to determine the
extent to which the NAFTA agreement itself (or its
investment chapter) can be credited or blamed for these
effects, although, as indicated in the conclusion, I draw
from the Mexican case study some tentative assessments
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of the problematic aspects of the liberalizing formula for
economic development embodied in the NAFTA.

Trdde and Investment Flows

As is stated in the NAFTA’s article 102, one of its key
goals was to facilitate cross-border trade in goods and
services and substantially increase investment
opportunities in the territories of all the NAFTA parties.
There is little question that there has been a sharp
expansion of regional trade and investment flows since
the NAFTA has come into effect. From 1993 through 2004,
U.S. merchandise exports to Mexico increased by 166
percent while its imports increased by 290 percent. While
two-way U.S.-Mexico merchandise trade has grown 227
percent, U.S. trade with non-NAFTA countries increased
only 124 percent in the same period. Much of this trade
is related to foreign investment since, as discussed below,
a considerable degree of Mexican FDI exists principally
to import U.S. and Canadian components and export
finished products duty-free to the huge U.S. market.
Magquiladoras, many of which are located just south of the
U.S. border, accounted for about 25 percent of total Mexican
imports and more than 40 percent of total Mexican exports
in 1993, even before the NAFTA took effect and their share
of trade flows grew during the NAFTA - to, for example,
about 35 percent of imports and 50 percent of exports in
2002.%°

At the same time, as Hufbauer and Schott indicate, it
is difficult to say how much of the increase in trade flows
would have occurred without the NAFTA given long-
term trends in trade flows in the region and the world.?
It is also clear that the Mexican economy’s growing
integration with the U.S. economy, whether or not this is
attributed to the NAFTA, has come with a price: Mexico’s
trade deficit and overall growth rate is now very much
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tied to boom and bust cycles within the United States so
that, when the U.S. entered into a recession and a slow
recovery in 2000, or when U.S. importers of goods turned
to more competitive suppliers from East Asia, Mexico felt
these effects in far more dramatic fashion than did the
much larger U.S. economy.?! There is considerable truth
in the comment that, at least since the NAFTA, when the
U.S. economy develops a cough, the Mexican economy
develops pneumonia.

The connection between trade and FDI flows is perhaps
clearest in, for example, automobiles (which accounted
for 22 percent of Mexico’s total exports in 2003), where
Mexico has attracted significant FDI not only from the
United States, but ]apah and Germany, thereby increasing
its trade in autos five-fold from 1993 to 2003.?? This is the
sector that is most likely to be cited for exhibiting the
multiple benefits traditionally associated with incoming
FDI, such as the production of backward linkages that
permit beneficial specialization for Mexican manufacturers
of auto parts, opportunities for emulation of best practices
(as in production processes, quality control procedures,
research and development, and marketing), greater access
to international markets, and greater possibilities to take
advantage of economies of scale and other efficiencies.?
But not everyone attributes the relative success of the
Mexican auto industry to the NAFTA. Even free trade
proponents acknowledge that many, if not most, of the
liberalizing changes that produced this success story were
in place before the NAFTA was concluded and that the
pact had only indirect effects on the integration of the
auto industry.?* There is also dispute about the nature
and quality of the attendant FDI spillovers. Some analysts
suggest that some forms of incoming FDI, like that
associated with maquiladoras and their tendency to import
inputs for their assembly lines, may have produced adverse
backward linkages that, at least in the short run, have
bankrupted local Mexican suppliers before they had a
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chance to become more efficient and competitive.?® For
this reason, some contend that “the neoliberal integration
strategy has undermined, rather than nurtured, Mexico’s
endogenous productive capacities” and that “in terms of
Mexico’s long-term prospects for sustainable industrial
development, the patient is not well.”?°

By comparison, agricultural trade and trade in extractive
industries has increased more moderately between the
three NAFTA countries because, in part, of the NAFTA’s
long phase out periods on tariff reductions - to the
detriment of Mexican farmers (and U.S. and Canadian
consumers). Energy trade has also been something of a
disappointment but the NAFTA can scarcely be blamed
for the fact that Mexico is now a significant net importer
of natural gas from the United States and maintains its
ban on FDI in the energy sector, dating from a provision
in its 1917 Constitution declaring all subsoil minerals the
property of the Mexican people and the state.?” Although
intra-regional trade in services is much more difficult to
track or to estimate, it appears also to have grown
significantly over the life of the NAFTA, growing from an
estimated $44 billion in U.S. two-way trade in services
with its NAFTA partners in 1993 to $74 billion in 2003, a
70 percent increase. (But note that services trade growth
between Mexico and the United States, although up 59
percent over this period, was significantly less than the
growth of U.S.-non-NAFTA countries trade in services
(which grew an estimated 91 percent over the period).)?®
Although Mexico and the United States fought highly
publicized battles during this period over the liberalization
of trade in telecon services and cross-border trucking, the
most visible manifestation of liberal trade in services for
Mexico has been in financial services. While the NAFTA
mandated liberalization in this sector only for North
America, Mexico choose to open this sector to all. The
result was that the foreign share of Mexican banking assets
increased from 1 percent in 1994 to 90 percent by 2001.%°

252



The NAFTA's Investment Chapter and Mexico

While Spanish banks have been major investors, Citigroup,
the (U.S.) Bank of America, and Scotiabank of Canada
have also made high profile investments over the period,
and Citigroup’s $12.5 billion purchase of Banamex,
Mexico’s then largest bank, single-handedly increased
incoming FDI flows in 2001.3°

According to UNCTAD’s Foreign Investment Reports,
Mexico enjoyed an FDI boom over the course of the
NAFTA, with its FDI stock growing from $33 billion in
1994 to $166 billion by the end of 2003. The stock of U.S.
FDI in Mexico went from $17 billion in 1994 to $61.5 billion
by the end of 2003.%! This was an annual influx of foreign
capital of about $13 billion, nearly three times more than
the yearly average of $4.5 billion between 1988 and 1993.%2
About half of these FDI flows were in manufacturing
and the vast bulk of all Mexican FDI flows were from the
United States.3* Although this is a substantial increase,
note that the increase was comparable to the increase in
U.S.-two-way FDI with non-NAFTA countries, which
increased by 333 percent between 1989 and 2003.3°> Notably,
the increase in FDI from the U.S. has not been consistent
over the period but took a significant hit during the 1994-
95 Mexican peso crisis, while greenfield investment has
declined since 2004.3° About half of the U.S. FDI stock was
accumulated after 1998 and represents major investments
in financial services (such as the purchase of Banamex)
and in manufacturing.3” Ironically, due to the peso crisis
which immediately followed NAFTA’s entry into force,
the most immediate apparent “consequence” of the NAFTA
was a significant decrease in incoming FDIL.?*® Indeed, given
the uneven and inconsistent nature of FDI flows as well
as the heightened expectations generated by the NAFTA,
some analysts report disappointment with the net FDI
flows over the life of the NAFTA, as compared to the
spectacular rise in trade.?® Nonetheless few doubt that the
NAFTA has fulfilled at least one of its principal goals: to
seal Mexico’s appeal to foreign investors within North
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America and beyond. As of the beginning of this year,
Mexico was host to a larger stock of foreign FDI than all
other developing countries except China and Hong Kong.*°
Far from sparing Mexico from the ebbs and flows of
global FDI flows, the NAFTA appears to have made the
Mexican economy all the more sensitive to global trends
and cycles. Like most developing countries, Mexican
inflows of FDI are now increasingly threatened by the
appeal of China to both traders and investors, and like
most developing countries, Mexico experienced a decline
in FDI flows in 2003. Nonetheless, analysts credit both the
NAFTA and Mexico’s proximity to the world’s largest
market for its continuing appeal to foreign investors. It is
also clear that Mexico has benefited from a far more
substantial increase in U.S. FDI flows than has Canada.*!
At least one analyst has suggested, however, that the
NAFTA has had no significant effect on incoming foreign
portfolio investment, either in the short run or long term,
since such flows remain more dependent on perceived
profitability and short term risk than is permanent FDI1.42
A less positive source of foreign capital for Mexico has
been an ever rising level of remittances from the estimated
9.9 million Mexican-born residents now living in the United
States. These have grown from $3.5 billion in 1994 to $16.6
billion in 2004, a surge that is greater than the increase in
FDI flows over the period and, in 2003, constituted a source
of foreign cash that actually surpassed net foreign inflows
from FDI.#?> Although some of the increase in remittances
is due to the increase in technology and banking services
that make such transfers easier, it also reflects one of the
disappointments of the NAFTA “success” story that will
be further addressed below: namely its failure to reduce
migration flows into the United States. l
More troubling for Mexico has been the unevenness of
the distribution within Mexico of the surge in trade and
FDI flows experienced since 1994. This unevenness
predated the NAFTA and continues today. In 1994, the
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Mexican border states accounted for 82 percent of the
maquiladora plants and of maquiladora value-added. By
2004, there was only marginal improvement, with the
border states accounting for 79 percent of these plants and
of maquiladora value-added.** Other studies confirm that
most of the incoming FDI has been concentrated in about
six of Mexico’s states, namely those in the federal district
and along its Northern frontier, for a variety of reasons
including geographical proximity to the United States and
more investor-friendly conditions in those areas (such as
higher education rates).*°

To be sure, analysts do not blame the NAFTA itself for
the uneven nature of FDI flows. Most contend that the
FDI flows would have been more evenly distributed and
would have been greater in absolute terms if the less
advantaged Mexican provinces had reduced investor
concerns over crime or corruption, stabilized the local
legal environment, provided for better infrastructure (such
as highways and schools), and increased the supply of
energy.*® Others point out that uneven FDI flows are
inevitable since even those changes that most analysts
argue continue to be necessary if Mexico is to increase its
economic development - such as better roads — are bound
to produce uneven regional effects since the relative
benefits of better transport, for example, differ from sector
to sector (and therefore region to region) — benefiting the
export of tobacco, beverages, textiles, autos and electronics,
but barely affecting the export of food, chemicals, rubber
or metallic products and services.*

Economic Growth

While the U.S. and Canadian economies performed well
over the NAFTA period, growing by average annual rates
of 3.3 and 3.6 percent respectively, Mexican growth, as
noted, has lagged behind at an annual rate of about 2.7
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percent for most of the NAFTA period.*® According to the
OECD’s 2005 economic survey, however, Mexican growth
was expected to be a little more than 4 percent over the
2005-2006 period.*® Assessments of how much of a
disappointment this growth rate is, as well as whether the
NAFTA can be blamed for it, predictably differ between
free traders and their detractors.®® NAFTA proponents
argue that NAFTA, and the primarily export-led growth
it helped to produce, can only explain a very small part
of a country’s growth rate and that countries like Mexico
need to engage in structural reforms to correct other
rigidities in their economies - such as a lack of access to
credit -- if they are to achieve stellar growth rates.”* They
contend that the trade and investment flows generated or
encouraged by the NAFTA are, nonetheless, the reason
for Mexico’s growth after its sharp recession in 1995 and
that its annual rate of growth would probably have been
even less absent the NAFTA.>2 According to one study,
NAFTA generated a welfare gain of 0.1 percent of GDP
for the United States, 0.7 percent for Canada, and 1.6
percent for Mexico.5® Detractors point to the OECD’s
estimate that Mexico could potentially grow at an annual
rate of 6 percent, as well as the fact that the Mexican annual
growth rate was 3.7 percent in the financially tumultuous
1980s and 6.7 on average annually under the discredited
import-substitution era of the 1970s.* They also argue
that the kind of growth encouraged by the NAFTA, namely
export-led growth primarily with one country, the U.S,,
is overly dependent on the weaknesses of the U.S. economy
and overly affected by the rapid expansion of the relative
market share of manufacturing exports to the U.S. from
more competitive countries, such as China.>?

Employment

Most analysts now discredit the predictions of NAFTA
advocates that there would be a substantial increase in
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jobs produced on both sides of the U.S.-Mexico border as
a result of the treaty, such as Mexican leaders” original
projections that the NAFTA would create one million new
jobs each year and dramatically reduce the number of
Mexicans relying on subsistence wages. But most are
equally skeptical that there is any evidence of the mass
“sucking sound” of U.S. jobs south, as predicted by Ross
Perot and Pat Choate (who projected up to 5.9 million lost
jobs in the U.S. as a result of the pact).°® While employment
levels in the formal sector increased in all three NAFTA
countries over the 1993-2004 period, showing a modest
net increase from 32.8 million jobs to 40.6 million in Mexico
for instance, most economists attribute such gains to
macroeconomic policies, the flexibility of a nation’s labor
force, the level of worker skills, or technological
developments, and not the level of increase of trade or
investment flows.5” Not even NAFTA proponents would
today suggest that the pact has proven to be a significant
driver of employment in Mexico.?’® Determining the
number of jobs lost or gained as a result of the NAFTA or
even during the period that the treaty has been in effect
is all the more complicated by the lack of hard data,
particularly about the substantial informal sector in Mexico
(estimated to explain almost 40 percent of all Mexican
jobs)®?, and by the lack of information in Mexico
comparable to that produced by the United States
assistance program for U.S. workers dislocated in import-
competing industries. Further, even those who have
attempted to estimate the number of jobs “lost” in the
United States as a result of re-location to Mexico find it
hard to determine the number of jobs that were presumably
created in the United States as a result of trade and
investment liberalization, as through efficiencies attributed
to specialization in goods produced or jobs produced
because of additional exports.®°

Some suggest that the sheer level of magnitude of the
number of jobs that can be said to have been affected by
trade and investment flows suggest that the treaty did not
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have a significant impact on employment levels, whether
in the United States or Mexico. Even though average
annual U.S. FDI flows into Mexico rose from $2 billon
pre-NAFTA to $5.7 billion over 1993-2003, this level of
FDI flows is a ‘drop in the bucket’ compared to those who
regularly are dislocated from jobs on both sides of the
border irrespective of FDI flows. It is estimated that from
1994 to 2002, only 1,351 businesses relocated from the
U.S. to Mexico, an amount equivalent to about 4 percent
of total annual U.S. business relocations.®! By comparison,
normal processes associated with job dislocations within
the United States (“churning”) are estimated to dislocate
some one million workers per year alone.®?

Aggregate figures are less likely to affect political
perceptions within Mexico than localized employment
effects by region or sector. For Mexico, the most evident
employment effects usually attributed to the NAFTA in
the popular press are the rise in jobs with maquiladoras
at least through 2000 - which employed 540,000 in 1993
and some 1.34 million in October 2000. But the Mexican
press has also stressed the decrease in such jobs thereafter.
Employment in maquiladoras, which represented 30
percent of total Mexican manufacturing employment in
1994, fell to 1.06 million by December 2003 (or about 45
percent of manufacturing employment), a drop of 21
percent, thanks to the slowdown in the U.S. economy.®

For these reasons, the maquiladora industry has been
described as the “shock absorber” of the U.S.
manufacturing sector.®* Another clear trend over the same
period has been a substantial decline in agricultural
employment, particularly in Mexico’s rural south, a
product of Mexico’s reform of its ejido system as well as
the ever greater appeal of higher wages associated with
manufacturing and urban areas in the north. For good
or ill, the NAFTA is associated with a steady and
substantial migration north within Mexico, such that the
share of agricultural employment in Mexico fell from 26
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percent of total employment in 1994 to 18 percent in'2001.%°
The NAFTA is also blamed at least in part for many other
structural dislocations within the Mexican economy with
occasionally severe (if localized) employment effects. As
would be expected in a liberalizing environment, many
small and medium-sized Mexican firms went out of
business either during the peso crisis or as a result of
competition by incoming multinational firms. Between
1993 and 2000, the number of Mexican based
manufacturing firms fell by 9.4 percent.®® The results in
worker productivity post-NAFTA have also been
disappointing, as is suggested by Hufbauer and Schott,
who conclude that the “prediction by NAFTA supporters
that free trade would foster strong productivity growth
has so far materialized only in export-oriented industries,
such as autos.”®” ‘

NAFTA proponents note, however, that despite all of
these caveats, the total number of employed Mexican
workers increased by more than 8 million and the
percentage of the working age population that was
employed rose from 84 percent to almost 98 percent
between 1993 and 2003. This was an average annual
employment growth of 3.3 percent, despite the large
“downtowns of jobs in 1995 and a smaller downtown in
2001.68

Inequality

Those who predicted that NAFTA would produce a
convergence of U.S. and Mexican GDP per capital income
levels or other types of convergence between the two
economies, such as convergence in cross border prices of
goods, have been disappointed. By contrast to the
experience of the European Union, there is no evidence
of price convergence over the period of the NAFTA,
presumably because exchange rate volatility was left
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undisturbed by that agreement.®® As for convergence of
U.S.-Mexico income levels, the results are a draw with
one study by the World Bank suggesting that the rate of
convergence increased over the 1994-2002 while another
study suggesting the opposite.”? Some contend that
Mexican income inequalities sharpened with the
beginnings of trade liberalization in the 1980s and have
continued over the life of the NAFTA in part because
liberalization inordinately rewards those with greater
education and skills.”?

For the average Mexican, the notion that Mexican and
U.S. salaries, even when they work for the same companies
doing roughly the same work, should be comparable
remains ludicrous eleven years after the entry into force
of the NAFTA. For example, although Mexican
autoworkers earned about 30 percent more than the
average Mexican manufacturing worker in 2002, they still
earned, thanks in part to lower union levels, $5.12 U.S.
dollars per hour as compared to $31.67 for U.S.
autoworkers.”?2 There is also little evidence that the higher
wages offered by foreign investors have diffused into
Mexican domestic firms engaged in the same type of
work.”3 |

The continuing relatively high levels of Mexican
agricultural employment as well as the boom and bust
aspects of the maquiladora industry help to explain the
decline in real wages in Mexico over the 1994-2003 period,
a decline of some 5.2 percent (or from 100 pesos per hour
worked in 1994 to 94.8 in 2003 (including steep declines
to 77.9 pesos per hour by 1997)), despite estimated
productivity increases of some 24.7 percent over the same
period.”* Real wages in the maquiladora industry also
declined over the same period but have also rebounded
considerably after 1997. While in general real wages in
Mexico fell by 22 percent in the wake of the peso crisis,
they rebounded to reach 95 percent of their pre-crisis level
by 2003. While analysts argue that these declines can be
attributed to many factors apart from NAFTA (such as

260




The NAFTA’s Investment Chapter and Mexico

institutional factors within Mexico which make wage
increases difficult), many in Mexico associate such declines
with the onset of the NAFTA and Mexico’s integration
into the U.S. (and the global) economy. Of course, insofar
as real wages have declined, this translates to shrinking
incomes and declining consumer demand.””

Those looking to greater income equality within Mexico
have been disappointed. Although by certain measures
the level of inequality within Mexico has slightly decreased
- the Gini coefficient declined somewhat from 53.9 in 1994
to 51.4 in 20027¢ and the share of the Mexican population
living on less than $2 a day declined from 42.5 percent in
1995 to 26.3 percent in 2000 - many commentators see a
greater divergence in incomes in the wake of the NAFTA,
not only between middle and upper class Mexican
professionals and those still engaged in agricultural jobs,
but also at least between the northern frontier states of
Nuevo Leon and Sonora and those living in Chiapas and
Oaxaca.77 This is borne out by the income statistics:
between 1995 and 2000, for example, real per capita income
rose 17 percent in the border states compared to 13 percent
in other Mexican states and real wage growth has been
even higher in regions with higher levels of FDI and higher
exposure to foreign trade.”® It is also suggested by
urbanization rates and population growth in the major
cities in Mexican border states. Over the 1990-2000 period,
Ciudad Juarez and Tijuna, for example, have grown by
52.6 and 62 percent respectively (while the total population
of Mexico grew only 20 percent over the same period).”

To the extent the NAFTA is associated with
maquiladoras, wages in that sector have been a mixed
blessing. Maquiladora workers are paid less than Mexicans
working in manufacturing as a whole, a fact that in and
of itself is not surprising since the average skills needed
for maquiladora jobs are lower. NAFTA proponents also
argue that the decrease in real wages in this sector over
the 1993-2003 period reflect a number of factors not directly
connected to the NAFTA: namely, the peso crisis, the

261




Jose E. Alvarez

decrease in maquiladora employment after the year 2000
in reaction to U.S. economic developments, and a greater
tendency for maquiladoras to move further south into
Mexico in search of cheaper labor.8% Such explanations
fail to satisfy those who were expecting a substantial and
immediate post-NAFTA rise in real wages throughout
Mexico - and not merely for those working for electronics
firms and auto makers in northern town. Perhaps most
politically salient is the fact that for those living in rural
Mexico - where about 65 percent of the most extreme poor
live - inequality has appeared to worsen or stay the same
over the life of the NAFTA, with the richest 10 percent of
rural households increasing their share of total income
from 27 percent in 1994 to nearly 32 percent by 1998, for
example.®?! Zarsky and Gallagher contend that by 2002 the
richest 20 percent of Mexicans continued to command 50
percent of its total income, more than in 1984, while the
poorest 20 percent continued to receive less than 4 percent,
as in 1984.82 Inequality may also have worsened from a
global perspective — if Mexico is compared to other OECD
countries - since, for example, as of the year 2000 Mexico
ranked last in the OECD on the combined score for reading
and literacy among 15 year old students and had fallen to
30th among countries with respect to percentage of its
population in the latest generation that had completed
upper secondary level education.?®?

For proponents of the NAFTA, these inequalities are
not the result of the NAFTA but stem from Mexico’s
continuing inability to improve the business climate for
foreign as well as domestic entrepreneurs by improving
its inadequate physical infrastructure (as with respect to
lack of highways, water and sewage in rural areas and
southern provinces), improving its savings and educate
rates, and eradicating corruption.84 For NAFTA detractors,
Mexico’s inability to do these things is in part a product
of its lack of resources — resources that have not, or at least
not yet, emerged from the economic boom that NAFTA
was predicted to generate. |
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Other Labor Conditions

Analysts agree that the most significant factor affecting
the Mexican worker in the NAFTA era has been the peso
crisis — which contracted the Mexican economy by over 6
percent in a single year (1994). Putting debates on the
impact of the NAFTA on that crisis or recovery from it to
one side, NAFTA proponents see little evidence of labor-
related “races to the bottom.” They note that average
wages in foreign funded companies in Mexico are 48
percent higher than the national average, and that
employment by such firms accounts for about 25 percent
of the jobs created in Mexico (at least through 2001).%°
They also note that foreign investors have concentrated
their activities not on the lowest skilled sectors but on the
semi-skilled and have paid a wage premium for such
workers, as with respect to building electronics
components.? Those less apt to look for the sliver lining,
however, note that foreign investors’ focus on certain
sectors have left other Mexican sectors and areas, such as
agriculture, behind, that official unemployment rates (such
as 2004’s rate of 4 percent) severely understate the degree
of Mexican unemployment in less formal sectors and count
as employed those who have worked more than one hour
over the past week (while those working 35 or more hours
a week declined from 77 percent in 2002 to 71 percent in
2004), and the percentage of Mexican children who work
stood at about 16 percent in 2004-2005.87 Detractors also
point out that while everyone agrees that the past decade
have seen serious dislocations in the structure of Mexican
labor markets, boom and bust periods of considerable
magnitude, and continuing and perhaps aggravating
regional disparities in labor conditions, Mexico continues
not to have an explicit government program of
unemployment insurance, much less programs comparable
to those in the United States to provide worker training
or other benefits to those whose jobs disappear as a result
of trade or investment effects produced or encouraged by
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the NAFTA. For these reasons, as well as severe
dislocations in the Mexican labor movement, labor
advocates argue that Mexico has simply not been ready
to provide for the needs of those workers caught up in
the “sifting and sorting” of firms encouraged by the
NAFTA.88 '

Environmental Degradation

The level of environmental degradation caused directly
or indirectly by FDI flows, as well as whether Mexican
environmental laws or the level of their enforcement have
improved or deteriorated over the life of the NAFTA,
remain contentious issues. NAFTA proponents argue that
there is no evidence that the considerable environmental
problems faced by Mexico today would have been solved
or been ameliorated without the NAFTA, no evidence that
foreign investors have engaged in much feared regulatory
“races to the bottom,” and, on the contrary, some evidence,
as in electrical production, of a regulatory convergence
towards the top (namely towards U.S. standards) in
pollution standards by foreign investors.8? They note as
well that the growth in export-led industrialization in
Mexico has not been accompanied by a shift towards those
sectors known to pollute the most and that post-NAFTA
trends suggest a decline in high pollution sectors like
printed products and chemicals in favor of low pollution
sectors like auto parts and services.?® There has also been
no flood of environmental dispute cases filed under the
NAFTA side agreement. Some also point to positive
changes in Mexican government capacity, as well as an
increase in governmental inspections and a more assertive
civil society sector, as evidence that the NAFTA’s has had
positive “green” effects.”?

On the other hand, even NAFTA proponents
acknowledge that the industrial boom in Mexican border
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towns has not been accompanied, at least on the Mexican
side of the border, by the needed infrastructure
development needed to handle the larger amounts of
industrial wastes and residues or the greater demand for
sewage treatment needed by rapidly rising urban
populations. There is as yet no evidence that Mexico has
been enjoying the benefits of the hypothetical
“environmental Kuznets curve,” namely the proposition
that as income levels rise public demand for higher
environmental standards rise as well. Indeed,
commentators suggest that while Mexican income levels
would predict better environmental outcomes, the sheer
level of environmental degradation within Mexico as well
as continued inadequacies in governmental regulatory
efforts have “overwhelmed any benefits from trade-led
economic growth.”?? This is certainly the case with respect
to, for example, sewage treatment: as of 1997 Mexican
authorities estimated that only 34 percent of collected
wastewater was treated.?® Despite the NAFTA, Mexico
continues to spend less on environmental protection than
any other OECD country.**

As with respect to labor effects, horror stories of
localized environmental degradation, rightly or wrongly
portrayed in the press as the product of trade and
investment liberalization, have proven to be more
politically salient than general statistics. For many
Mexicans, particularly those living in Mexican border
towns, the publicized violations of Mexican environmental
laws by maquiladoras (which in 1997 are believed to be
responsible for over 20 percent of all the hazardous waste
generated in all of Mexico),”® the worsening congestion
and pollution issues emerging from the boom town
conditions in Mexican border towns like Tijana, the many
reported incidents of illegal dumping of hazardous wastes,
along with the substantial amount of waste of all kinds
exported from the United States, are the environmental
problems most often attributed to the NAFTA.%® It is also
the case that the level of Mexican governmental resources
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devoted to environmental concerns remains but a fraction
of those available to comparable towns across the U.S.
border. For example, in 2002 San Diego city officials had
6.6 times the municipal revenue available to Tijuna city
officials.” Although these inequalities are in part the
result of structural rigidities in the way Mexican taxes
are collected and distributed,®® and not the product of the
NAFTA, to environmentalists these predictable problems
show that stronger environmental clauses should have
been included in the treaty, along with greater
inducements to increase the level of Mexican enforcement
efforts than those in the NAFTA’s environmental side
agreement. Whether or not the NAFTA is to blame, few
can point to much evidence that Mexico has increased
the personnel or other resources devoted to environmental
enforcement efforts, at least to a degree commensurate
to the levels of growth and urbanization particularly
evident in its northern and central regions.””

Migration

The hopes of NAFTA proponents that the agreement
would stem the flow of unauthorized migrants north have
not been satisfied. Indeed, the number of Mexican illegal
immigrants in the United States doubled between 1990
and 2000, when these statistics were last collected in the
U.S. census, with an annualized increase of 400,000 per
year.1% This is also suggested by population statistics
within Mexico over the NAFTA period, which indicate
that only 75 percent of those living in Mexican border
states in 1995 had been born there (as opposed to 81
percent in the rest of Mexico), and yet the share of the
total Mexican population living in these border states has
remained relatively constant. This means that while
substantial numbers of Mexicans have been moving
northward over the life of the NAFTA, many remain in

266




The NAFTA’s Investment Chapter and Mexico

Mexican border towns, perhaps working in maquiladoras,
only for a short time and eventually continue their way
across the U.S.-border.1%!

The NAFTA, of course, has no provisions either
encouraging or discouraging migration flows among the
three NAFTA parties; even its investment chapter does
" not provide for free movement of labor associated with
such investment.’°? Nonetheless, among the many
explanations for the apparent increase in Mexican
emigration over the past decade, some relate to the NAFTA.
While Mexican migration might be caused partly by the
consolidation of land holdings in Mexico’s southern
regions,1%% sociologists contend those Mexicans who
initially move north to work for maquiladoras producing
U.S. destined goods become acclimated to working for
foreign companies that produce U.S. goods and are
understandably drawn to the prospect of doing the same
thing within the U.S. for much higher wages.'%* It is also
not clear when or if such migration flows will slow down.
While migration flows may ultimately slow down for a
number of reasons — such as increased post-9/11 border
patrolling by the U.S., faster Mexican development, or the
aging of the Mexican population!® - for the moment, the
economic trends believed to have been encouraged by the
NAFTA, are seen, in hindsight, to have only encouraged,
at least in the immediate term, cross border migration
flows into the United States.

Dispute Settlement

Quite apart from an increase in trade and investment, one
of the main goals of the NAFTA was to “create effective
procedures” for its implementation, application, and joint
administration, as well as to enable the “resolution of
disputes.”1%¢ Accordingly, Chapter Eleven provides for
investor-state dispute settlement modeled on the then
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existing U.S. model BIT. As is well known, this method of
dispute settlement, unlike the WTO’s, turns private
investors into the private attorneys general that enforce
Chapter Eleven’s terms, eliminating both the possibility
that governments can screen claims to eliminate those that
they prefer not to be heard as well as unfashionable
gunboat diplomacy for the settling of investment disputes.
But the NAFTA includes at least one political check on
the ability of international arbitrators to make law in the
course of settling disputes. It includes a provision whereby
the three NAFTA parties can, if they all agree, issue
interpretations of their agreement that will be binding on
arbitrators charged with resolving investor-state investment
disputes.1%”

Through January 2005, 39 investor-state disputes have
been brought under the NAFTA’s investment chapter: 10
against Canada, thirteen against the United States, and 16
against Mexico. The scorecard on these disputes, as of the
end of 2004, when eleven of these were still pending, as
kept by the principal U.S. government lawyer who has
defended the United States in these NAFTA cases (now
in private practice), Bart Legum, is six total victories for
the respondent states, four partial victories for investors,
while the rest concluded without a final award.1%® As
Legum indicates, while the total amount of damages
asserted in these claims was, through, 2004 $1.2 billion,
the total recovery for the “successful” investor claimants
was a paltry $23 million, amounting to a little under two
cents on the dollar. While the United States has won every
case that has proceeded to judgment, Mexico has lost two
such cases and has had to pay a total of $18 million on
claims that when filed alleged nearly $200 million in
damages. Based merely on these numbers, as well as the
fact that insofar as we know investors who have brought
claims have spent considerable sums in the course of
litigation, ranging from $3.5 million to $12 million, it would
appear that the NAFTA governments have little to fear
from investor-state dispute settlement and that, if anything,
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it should be the investors who ought to be clamoring for
changes in investor-state dispute settlement that would
make alternatives to adjudication in the potentially biased
courts of their host states easier or at least less costly. Of
course, win-lose figures with respect to the relatively few
investment disputes that are not quietly settled in the shadow
of NAFTA dispute settlement are not a particularly good
measure of the long-term benefits to investors of the treaty.

But a decade of NAFTA investor-state disputes suggests
that has been the three NAFTA governments, and
especially the United States and Canadian governments
in particular, who appear to be having second thoughts
about the wisdom of investor-state dispute settlement, at
least as originally conceived in the NAFTA. Their
experience as defendants in NAFTA cases appears to be
generating narrower conceptions of investor rights in
subsequent U.S5. and Canadian investment treaties,
cautionary new negotiation instructions by the U.S.
Congress about future investment agreements that suggest
a return to the Calvo doctrine, and a Commission
interpretation by the three NAFTA parties that attempts
to narrow one of the core investor protections in Chapter
Eleven. Accordingly, these win/lost numbers mislead.
Contrary to what the record of mostly governmental
victories would suggest, the NAFTA parties appear to be
suffering from buyer’s remorse. Interestingly, although
one would have thought that Mexico, a country that has
lost as many cases as Canada, has had to date only one of
its investors bring a claim, and has had to pay about nine
cents on the dollar for every claim brought (including
with respect one of the most controversial judgments yet
rendered under the NAFTA, in Metalclad), would be
particularly upset about the state of investor-state dispute
settlement, Mexican government officials have so far
permitted U.S. and Canadian officials to take the lead in
suggesting changes and appear relatively sanguine, at
least in their public pronouncements, about the results
achieved to date under investor-state dispute settlement.
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U.S. and Canadian officials clearly have been surprised
by some of the types of claims being brought as well as
some of the dicta uttered by arbitrators even when ruling
either in their favor or in granting investors only very
partial victories. Concerns have emerged in the U.S.
Congress, among environmental groups, and by some
scholars about the prospect that the expropriation and
other guarantees in Chapter Eleven could be used to
challenge environmental regulations issued by federal,
state, or provincial governments.!%’ Indeed, about a quarter
of all investor-state disputes brought to date have involved
environmental concerns.''? Concerns were prompted by,
for example, claims against the regulation of gasoline
additives in Ethyl and Methanex or by Metalclad’s
challenge of a denial of a building permit by a municipality
to build a hazardous waste disposal facility by a
municipality and the successful challenge to an
environmental decree issued by a Mexican provincial
governor in the same case. Some alarms were raised
concerning the implications of the original Metalclad
judgment, prior to being “corrected” by the enforcing
court in British Columbia, which also suggested that an
illegal expropriation could take place even without a
outright seizure of property, provided government action
led to a decrease in an investor’s expected rate of return.
Property law experts in the United States suggested that
such a ruling was more protective of investor rights than
even the United States Constitution and was therefore at
odds with existing U.S. law. They were also critical of the
suggestion in that ruling that the motivation behind an
“environmental” decree was irrelevant provided that the
decree had such adverse effects on the interests of an
investor.11l Such arbitral rulings and dicta prompted
changes in subsequent U.S. investment treaties, including
in its latest model BIT, a subsequent U.S. BIT with Uruguay,
and U.S. free trade agreements with Chile and Singapore
respectively. The changes attempt, for example, to align
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the expropriation rights in post-NAFTA investment
agreements with existing U.S. law, while circumscribing
the extent to which such clauses protect investors from
“regulatory” takings designed to protect “legitimate public
welfare objectives, such as public health, safety, and the
environment . . . .”112

U.S. and Canadian officials have also been taken aback
by the innovative interpretations urged by investor
plaintiffs, including contentions that “fair and equitable
treatment” requires transparent government measures
that make it clear, for example, which government entity
is in charge of issuing a final building permit and subject
to what conditions; or that this guarantee is violated should
any of the NAFTA governments violate other international
obligations, as under the WTO covered agreements. (The
latter argument, should it prove persuasive to investor-
state arbitrators would, of course, turn Chapter Eleven’s
dispute settlement provisions into an alternative and
presumably more investor-friendly venue for settling some
WTO disputes.)

To correct such “misinterpretations,” the three NAFTA
parties issued their first Commission interpretation, on
July 31, 2001, which expressly delimited the scope of article
1105 and restricted the meaning of fair and equitable
treatment to “the customary international law minimum
standard of treatment of aliens” and nothing else.’® This
change was also incorporated in subsequent U.S.
investment agreements.!*

As Bart Legum indicates, U.S. and Canadian officials
have also become more aware of adverse public reactions,
by members of their respective legislatures as well as
prominent NGOs like Public Citizen, directed against the
“secret” and “unaccountable” tribunals that pass on issues
of great public import in the course of deciding investor
claims. Accordingly, they have taken steps to release all
documents filed in these cases, to permit amicus curia
submissions, and even to permit the public to view NAFTA
proceedings at the World Bank through closed circuit
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television.1’® The United States has also modified its post-
NAFTA investment agreements with other countries to
permit arbitrators to examine preliminary questions
(including with respect to the legal sufficiency of the
claim). This permits earlier dismissal of patently frivolous
claims. Post-NAFTA U.S. investment agreements also seek
to better protect the litigating interests of defendant
governments by providing that investor claimants need
to name their arbitrator at the time they give notice of
arbitration and that claimants” notice of arbitration must
be accompanied by their statement of claim.!1°

It has been harder for U.S. government negotiators of
post-NAFTA investment agreements to respond to two
demands made by the U.S. Congress when it renewed the
executive branch’s authority to negotiate free trade
agreements: first, that an appellate body be established to
hear appeals from investor-state ad hoc tribunals (and
presumably to lessen the risk of off the wall judgments
by irresponsible ad hoc arbitrators) and second, that the
executive ensure in the future “that foreign investors in
the United States are not accorded greater substantive
rights with respect to investment protections than United
States investors in the United States.”!1” U.S. investment
treaty negotiators have responded to the concern for
additional checks on arbitrators’ discretion by (1) including
provisions comparable to the NAFTA Commission
interpretation mechanism in bilateral treaties (as with
respect to Uruguay); (2) providing for an interim review
procedure whereby if either disputing party requests, the
tribunal is required to transit a copy of its draft award on
liability to both disputing parties and to other state parties
to the treaty for comments that the tribunal must consider
prior to issuance its final award; and (3) providing that if
a convention enters force establishing an appellate
mechanism for investor-state disputes (as under ICSID),
the state parties will strive to have that mechanism apply
under their investment agreement.!!® It has not yet proven
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possible for U.S. negotiators to comply with Congressional
demands that an appellate body, presumably modeled on
the WTO'’s, be put in place to stabilize investment law.
The other demand made by the U.S. Congress is, of course,
far more difficult to achieve since it is inconsistent with
including in investment agreements any absolute standards
not dependent on discriminatory treatment. Nonetheless,
post-NAFTA changes to U.S. and Canadian investment
agreements, as well as the NAFTA parties’ first
Commission interpretation, limiting the scope of the most
significant “absolute” guarantee in investment agreements
- the right to fair and equitable treatment - respond to
these Calvo-type concerns.

Ironically, this apparent demand for a return to the
Calvo doctrine, at least in terms of substantive results, is
not being made by the one NAFTA party that historically
adhered most religiously to that doctrine and indeed
championed it for the world when a New International
Economic Order (NIEO) was under serious discussion in
UN fora, namely Mexico.11? It is being led instead by the
country that has done the most to undermine the Calvo
doctrine around the world, including through odious
gunboat diplomacy, namely the United States. This fact
makes the precedents being set by the United States in the
wake of the NAFTA all the more influential. Given the
traditional leadership exercised by the United States on
foreign investment issues, at least some other industrialized
countries, in the wake of the U.S.”s backtracking on investor
protections post NAFTA, also appear to be having second
thoughts about how best to encourage investor-state
dispute settlement. The recent Australia-United States
Free Trade Agreement, for example, excludes an investor-
state dispute settlement provision altogether. It would
be interesting to see whether other countries emulate these
changes in their own investment agreements or whether
the rates of ratification of BITs slow down as a result of
the post-NAFTA example set by the United States.
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Conclusion

As noted, determining the “effects” of the NAFTA’s
investment chapter, positive and negative, on Mexico are
problematic for a variety of reasons. What can be said
with greater assurance is that the life of the NAFTA has
coincided, although it did not necessarily cause, a period
of considerable growth in trade and investment flows in
Mexico, especially into Mexico’s northern states and its
central region, along with considerable urbanization and
industrialization, particularly in Mexican border towns.
Net economic growth in Mexico, however, has lagged
behind that of Canada and the United States for much of
the NAFTA period and much of the Mexican population,
perhaps the majority, has yet to see tangible evidence that
the NAFTA has improved their standard of living.

The NAFTA’s investment chapter is also associated
with some costs, at least in the minds of its critics, which,
if polls are an indication, may include the majority of
Mexicans. The ebbs and flows of Mexican trade and FDI
flows are now very much linked to ups and downs of the
U.S. economy, as well as competition from trade and FDI
flows from lower cost producers elsewhere (as in China).
Despite the increase in FDI flows, and a decline in the
percentage of the Mexican population living on less than
$2 a day, the gap between rich and poor within Mexican
society, as well as its wealthier northern provinces
compared to southern regions like Chiapas, remains stark,
Mexican real wages have fallen, and the numbers of
Mexicans drawn to migrating north and often to the United
States, have only risen since the NAFTA came into effect.
While there is no sign that Mexican laws on labor or the
environment are less strict or well enforced than before
the NAFTA and indeed foreign investors themselves
appear to pay their workers more than the average Mexican
worker and may adhere to higher environmental standards,
the influx of FDI has not clearly produced, at least to date,
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demonstrable environmentally positive spillover effects
on other Mexican enterprises. Evidence of other positive
spillover effects stemming from foreign investment is
scarce or ambiguous.?? Many Mexican enterprises have
suffered dramatic consequences from increased
competition - as would be expected in any liberal
investment environment. There is no evidence that Mexican
government expenditures or enforcement efforts have
kept pace with the rates of industrialization or the attendant
negative environmental problems associated with
economic growth (especially in northern Mexican states).

The NAFTA probably has exceeded expectations with
respect to its perceived impact on trade flows. It has
probably satisfied expectations with respect to FDI flows,
at least in certain sectors tied to exports to the United
States market. It has also probably satisfied the expectations
of those who sought the pact to stabilize the rights of
foreign investors as well as to enable such investors to
remove their disputes with their host states from
potentially biased national courts. But those who expected
this free trade pact to accomplish a variety of social goals
— to improve income equality, lower corruption, or improve
the enforcement of labor or environmental laws - or to
maintain Mexico’s economic competitiveness globally
remain disappointed.

Perhaps most surprising has been the reaction of the
two states that used the prospect of this pact so effectively
to change the Mexican landscape into one that is so
favorable to liberal trade and investment. Over a decade
into the NAFTA era, it is the United States and Canada -
countries that have not suffered any dramatic adverse
effects stemming from the pact — that are showing the
clearest signs of buyers’ remorse. These countries’” changes
to their subsequent investment agreements, prompted by
perceived threats in investor-state dispute settlement, now
threaten the expansion of Chapter Eleven to the entire
Western hemisphere — no less than the fears of those other
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countries in the region that continue to fear the forces of
the global market or those newly led by neo-leftist leaders
intent on disassociating themselves with the “imperialist”
United States. Thanks to the defensive measures of Canada
and the United States, Chapter Eleven might eventually
be regarded not as a progressive step towards ever more
investor-friendly international obligations but as the high
water mark of investor protection, never to be equaled.

It would be easy to end this chapter here: with a mixed
ledger of accomplishments and harms and no clear
conclusion about who or what is to blame. Yet, this
conference has proven invaluable particularly to the extent
its case studies apart from this chapter - dealing with
recent Chinese, Argentine, and Indian experiences with
FDI - evince a comparably “mixed” outcome. As Jurgen
Illing notes, Argentina’s attempts to privatize and even
to tie its economic fate to the U.S. dollar culminated in an
extremely severe economic crisis from which it is now
recovering — but only after that crisis has engendered the
largest number of foreign investment claims ever filed
against one country in the history of ICSID and fevered
responses by Argentine officials suggesting that they will
refuse to comply with any and all awards rendered under
Argentina’s many BITs.1?! Anjan Roy’s description of
India’s mixed experiences with FDI puts into context that
country’s highly qualified and measured approach to
investment liberalization.'??> Even with respect to China,
a country that is widely considered the poster child of FDI
- “success,” the case study by Markus Taube suggests that
relatively high rates of incoming FDI there have not (yet)
yielded the “win-win” situation touted by free trade
advocates, at least as measured by inter-regional equity
or a number of social variables.1?? |

As Matthias Herdegen points out in his closing remarks,
these case studies confirm that incoming FDI, while it may
be indispensable to the alleviation of poverty, provides
no assurance of it.1?* Herdegen also suggests the traditional
answer given by defenders of investment agreements:
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namely that these accords do not relieve host governments
of the responsibility to take care of their own house,
including by providing the necessary public infrastructure
(from potable water to public roads), an educated
workforce, and a relatively uncorrupt government
bureaucracy that is capable of, among other things,
enforcing local laws and collecting taxes. According to
this view, whether or not investment agreements actually
produce an increased level of FDI flows (a question that
remains contested),’?® investment agreements do not
purport to contain a generalized model for governance or
for the promotion of economic development and should
not be blamed if governments continue to be run poorly
or fail to develop. BITs and agreements like the NAFTA
encourage, as the leading U.S. academic on investment
agreements argues, only the first (and essential) steps for
attracting foreign investors and for building a sound
economy through “genuine libealization;” they leave much
else for host governments and the multinational enterprises
that seek to invest to work out for themselves.12¢

But it would be remiss not to mention a more radical
critique of investment agreements and their economic
premises based on the results achieved to date in countries
such as Mexico. What if the disappointing results in all
of these cases studies - and particularly in cases like
Argentina and Mexico - is not an accident or the product
of government mistakes unrelated to the investment
agreements? Growth economists like Dani Rodrik of
Harvard University argue that these disappointing results
are the predictable consequence of “liberalization” policies
that assume that certain institutional arrangements are
uniquely suited to “first-order economic principles” such
as protection of property rights, market-based competition,
a regulatory framework that produces appropriate
incentives, and a sound fiscal policy; he contends that the
disappointing results achieved to date in some countries
result from attempts to impose certain closely
circumscribed institutional arrangements — including the
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privatization of all formerly governmentally run sectors
and adherence to strict investment agreements — on all
countries without sufficient attention to local context.1?”
On this view, the Mexican case study is interesting not
because of what it says or doesn’t say about the effects of
the NAFTA agreement as such but because of what it
appears to say about the consequences of following the
model de jour for economic development embodied by
the “Washington consensus” — a model that includes, as
a prominent feature, the conclusion of investment
agreements like the NAFTA.

Rodrik argues that countries like Mexico or Argentina
that have attempted to follow most rigorously what he
identifies as 20 rules of “good behavior for promoting
economic growth” embodied in the Washington consensus
have not experienced the growth rates the traditional
economists predicted; he contends that the states that have
“done better - such as the Asian tigers, along with some
regions of China and, for a time, India - have deviated
from these rules to a considerable degree and are the better
for it.128

Rodrik is not against liberal investment flows or free
trade. He does not deny the value of the “first order
economic principles” identified above or that investment
agreements like NAFTA embody them. His argument is
more subtle: namely that igniting economic growth is not
the same as sustaining it and that different contexts require
different institutional mechanisms, particularly to achieve
the more difficult task of achieving sustainable high growth
rates over the long term. Rodrik contends that some
“unconventional” government actions (e.g., government
screening of incoming FDI, export performance
requirements, differentiated treatment for foreign versus
national investors or that distinguish different sectors or
regions) appear in some cases to be consistent with the
promotion of sustained economic growth.'?® For students
of investment agreements what is interesting is the extent
to which Rodrik’s lessons of viable economic growth
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strategies may be inconsistent with some of the provisions
of investment agreements, especially the NAFTA’s, which
as noted, discourages the screening of investment, prohibits
export performance requirements, and requires non-
discriminatory post-entry treatment of foreign investors
— and makes departures from these investment guarantees
extremely costly to governments given the rigors of
investor-state dispute settlement. If Rodrik is right, one
problem with investment agreements like the NAFTA’s
is that they go beyond establishing the minimal conditions
for liberalization or for protecting basic property rights
to foreclose some policies that would permit host
governments to select among foreign investors in order
to encourage particular kinds of backward linkages, to
encourage FDI only in certain poor regions, or to impose
conditions on FDI entry (e.g., requiring the hiring of a
certain percentage of locals, the export of certain percentage
of production, the purchasing of local components, or
more than 50 percent local ownership).!*? Rodrik’s critique
of the Washington consensus implies that those investment
agreements that embody it, such as the NAFTA (and other
investment agreements with strong investor rights), make
the mistake of assuming that failures to promote economic
growth are invariably the product of government failures
- particularly over-regulation or the failure to privatize -
while ignoring (or in some cases even prohibiting) some
forms of pro-active government intervention that address
unique market failures in distinct settings that impede
growth.131 His argument is, in short, that the advocates of
the Washington consensus and of investment agreements
like the NAFTA have been overly confident in
recommending a uniform and unnecessarily rigid set of
institutional reforms for all countries, regardless of political,
cultural, or other circumstances, and have failed to
recognize that the fundamentals for a solid economy can
be achieved via different routes.

Of course, defenders of the NAFTA would argue with
Rodrik’s fundamental premise — namely that Mexico (or
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Argentina prior to its 2001-2002 economic crisis) really
did adhere to the Washington consensus - as well as with
his more pessimistic conclusions about the lack of
demonstrable positive effects as a result of incoming FDI.132
Mainstream economists continue to maintain that Mexico
would have seen far higher rates of growth and positive
“spillover effects” if it had followed the Washington
consensus more closely and had, for example, privatized
all sectors of its economy or been more “flexible” with
respect to its labor laws. For these traditionalists, it is the
failure to adhere strictly to every one of the rules of the
Washington consensus, even those that are in the short
term politically unpopular, not the rules themselves, that
accounts for the failure to grow an economy. But Rodrik-
styled critiques cannot be so easily dismissed - at least
not with respect to Latin America, a region that as a whole
did turn, over the course of the 1980s, away from an
import-substitution model to a model of development
much more consistent with investment agreements and
yet saw its overall competitive position decline relative
to the rest of the world. This is also region that, not
surprisingly, has experienced in even more recent years
— as in Venezuela, Brazil, Bolivia, Argentina, and Chile -
a return of leaders much less publicly committed to
liberalization modeled on what Washington wants. Several
countries in the region are now contemplating the prospect
of nationalizations and other forms of government
interventions in the market at odds with the provisions
(and certainly the premises) of most investment
agreements. In terms of the domestic politics of countries
like Argentina, Rodrik-type contentions now have
considerable salience.

Even if one disagrees with Rodrik’s analysis of the
harms of the Washington consensus, his broader contention
that development economists, who have since WWII often
disagreed with each other and who have advocated
diverging economic reforms to a confused Third World,
need to be more humble about their current prescriptions,
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has considerable force. Certainly those advocates of
investment agreements who once confidently predicted
that such agreements would bring about a permanent turn
to U.S.-styled investment liberalization as embodied in
the NAFTA - consistent with Francis Fukuyama’s thesis
that capitalist democracies would usher in the ‘end of
history’13® — should surely be a bit less confident today,
given the political and economic developments in some
of the developing countries that once took such predictions
seriously. When the leading foreign policy journal in the
United States, Foreign Affairs, believes it is time to ask
who in Washington ‘lost Latin America,’13% Rodrik’s call
for greater introspection requires a fair hearing.

And if economists need to be more humble,
international lawyers may need to heed the same call.
Some international lawyers’ predictions that an ever-rising
number of investment agreements around the world would
necessarily bring about a “rise to the top” in the protection
of foreign investors are less likely to come true - not only
as a result of developments in some developing countries
but also in the United States.!®® Certainly, the prospect of
ever-rising levels of global investor rights encouraged by
MEN provisions in investment agreements and the high
level of absolute protections achieved under investor-
friendly agreements like the NAFTA dims if, as noted, the
foremost advocate of such rights, the United States, is
itself retreating from the high levels of 1nvestor protections
accorded in the NAFTA.

It may also be erroneous to presume that the “culture
of law” encouraged by investment agreements vis-a-vis
foreign inyvestors and the state will necessarily permeate
and have a positive impact on the internal legal culture
of treaty signatories, producing a harmonious result for
both foreign investors and others needing protection of
the law.13¢ While BIT proponents are entitled to hope that
the treaty standards applicable to foreign investors will
foster broader government accountability, consistent,
transparent, and predictable local regulations for all, a
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fair and equitable legal environment, and the uniform
protection of property rights for all persons, and not only
foreign investors,'3” empirical evidence demonstrating
such general effects remains to be gathered. As is suggested
at least in part by the Chinese experience, it is possible
for countries, on the contrary, to try to limit the culture
of legal entitlement to the foreign investor. Despite
Herdegen’s powerful arguments to the contrary, such
attempts at two-track economies subject to different
entitlements may prove sustainable.

In other cases, the legal rights protected by an
investment treaty may fall victim to a local culture that
resists real or full compliance with rights of private parties
when arrayed against the government - to the detriment
- of both foreign and local investors. Despite the rigors of
investor-state dispute settlement, it is not entirely clear,
after all, what would happen if, as in the case of Argentina,
a country were to refuse to comply with an arbitral award
or to cooperate with ICSID. Investment agreements may
ultimately prove as fragile, in terms of enforceability, as
many other treaties have been.

There is also the risk, as is suggested by on-going
debates in the United States about whether investment
treaty rights ought to be permitted to trump local law (or
for that matter current Argentine concerns about complying
with their BITs), that the legal rights touted by investment
agreements will be regarded, at least in some instances,
as inconsistent with the democratic values (and laws)
generated by a particular polity. There is no guarantee,
particularly in proudly democratic countries like the
United States, that the “culture of law” protected by treaty
will be regarded as fully consistent with the “culture of
law” produced by “more democratically accountable”
national law-making processes.!®® Democracies may
ultimately chaff under investment agreements as much
as other governments. For these reasons, it is too soon to
conclude that the status quo now secured by investment
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agreements will prove stable. The NAFTA - as well as the
current pro-liberalization stance of the Mexican
government — may not bode “the end of history.”
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