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CHAIR’S FOREWORD

The Committee’s report comes at a time of unusual opportunity as well as
challenge in addressing Canada’s relations with our partners on the North American
continent. When the idea for undertaking such a study was first contemplated, much of the
focus was on trade disputes and the evolution of the broader economic relationships, both
the critically important one with the United States and the developing one with Mexico.
That emphasis continues, but in the wake of the tragic terrorist attacks on the United
States of September 11, 2001, security-related concerns moved to the front of the agenda.
Given the urgency of those impacts, we produced a preliminary report a year ago on North
American issues in light of the new security environment.

During the past year the Committee has engaged in an extensive public
consultation process across Canada. Thanks to the efforts of Ambassador Michael Kergin
in Washington and Ambassador Keith Christie in Mexico City and their devoted staffs we
also benefited from meeting key interlocutors during visits to the United States and
Mexico. Our aim has been to examine, comprehensively and in detail, the future of
Canada’s relations with the United States and Mexico, seeking to advance those relations
in ways that serve Canada’s sovereign interests, promote Canadian values, and enhance
the long-term security and prosperity of Canadians. That is a tall order, never more so than
now, but we believe it can be done through the kinds of forward-looking initiatives
recommended in this report.

In achieving this result, | would like to acknowledge my predecessors, the
Honourable Bill Graham, Minister of Foreign Affairs, whose leadership inspired the early
stages of this study, and the Honourable Jean Augustine who chaired much of the
hearings process. | extend my appreciation to all members of the Committee for an
exemplary collaboration throughout a lengthy process and an onerous schedule. Their
constructive contributions have been essential in bringing the report to fruition.

The Committee would like to express its sincere appreciation to Canadians from
coast to coast for sharing their vision and concerns for an evolving North American
relationship. We were fortunate to have benefited from the wisdom of several
distinguished Mexican and American observers and participants, including fellow
Parliamentarians in both countries. Her Excellency Maria Teresa de Madero, Ambassador
of Mexico, and His Excellency Paul Cellucci, Ambassador of the United States, took time
to meet with us in Ottawa. The Committee commends the diplomatic representatives of all
three North American partners for their key role in the management of the relationship.



Of course, a complex report of this magnitude — the biggest in the Committee’s
history — could not be prepared and finalized without the assistance of a number of
people. Our Clerk, Stephen Knowles, ably assisted by John Bejermi, Diane Lefebvre,
Caroline Martin and Jean-Michel Roy, handled the administrative, procedural, and
logistical matters with admirable efficiency. The enormous tasks of research, analysis, and
drafting could not have been accomplished without the diligent work of our veteran
principal staff from the Parliamentary Research Branch, Dr. Gerald Schmitz who
coordinated the study, and James Lee, with expert contributions from Peter Berg, Michael
Holden, and Jay Sinha. Also from the Parliamentary Research Branch, Elizabeth Shore
deserves thanks for initial editing of drafts. Blayne Haggart covered public hearings during
part of the Committee’s travel, and along with June Dewetering and Marc-André Pigeon,
assisted with early background documents. Donald Reid and Louis Majeau respectively
edited the English and French texts under tight deadlines. Not least, the Publications
Service of the House of Commons deserve to be commended for their professionalism
and consistent efforts throughout a very demanding process.

It is our hope that this report will circulate widely and stimulate discussion, above all
in this country, but also in the United States and Mexico. The report’s translation into
Spanish — a first for a Canadian parliamentary report — is a recognition of that evolving
North American fact. Parliamentarians and the citizens they represent must continue to
play a central role in future policy debates and decisions involving the advancement of
continental relations through a distinctive Canadian foreign policy capable of making a
positive difference within North America and globally. Only through democratic public
processes can sustainable progress be made towards securing soundly based partnership
objectives, as addressed by our report, within strengthened national and international
frameworks that both reflect Canadian ideas and initiative and realize Canada’s best
interests and values.
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THE STANDING COMMITTEE ON FOREIGN AFFAIRS
AND INTERNATIONAL TRADE

has the honour to present its
THIRD REPORT

In accordance with its mandate under Standing Order 108(2), your Committee has
undertaken a study of North American integration and Canada’s role in light of new
security challenges and has agreed to report the following:
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PREFACE

In December 2001, the Committee released a Preliminary Report, Canada and the
North American Challenge: Managing Relations in Light of the New Security
Environment, based on a series of hearings held in the aftermath of the September 11
terrorist attacks on the United States. Members of our Subcommittee on International
Trade, Trade Disputes and Investment also focused specifically on Canada-U.S. border
issues in a November 2001 report, Towards a Secure and Trade-Efficient Border, and
made a number of recommendations to which the Government responded in the spring of
2002.

More than a year after the attacks on the World Trade Centre and the Pentagon,
the Committee continues to have concerns that relate to both security of borders and
trade. We are also acutely aware of the enduring impact of the consequences of those
attacks, including an understandable preoccupation with guarding against possible future
terrorism, on regional and global developments and as well—and above all—on
American public policy and opinion. At the same time, as indicated in our December 2001
report, Canada’s management of these critical issues needs to be seen in the larger and
longer-term context of how Canadians want North American relationships to evolve. What
is the overall strategic foreign policy vision that should guide Canada’s course of action in
the coming years?

Prior to September 11, 2001, the Committee had already been planning a study of
key questions involving Canada’s relations with the United States within the North
American Free Trade Agreement (NAFTA), as well as looking to the future of continental
ties including those with Mexico. Some of these questions have become more pressing;
none has disappeared. In the December 2001 report, we stated that “the Canadian
national interest in the “North American project, whatever it turns out to be, is still to be
defined.” We emphasized that the next phase must be to listen to the ideas of Canadians
across the country and to raise these matters with our partners in North America. Canada
must set its own goals and priorities for future relations, but these are unlikely to be
realizable without a sound appreciation of developments in the United States and Mexico,
among the factors shaping the North American policy context.

The Committee has followed through during the first half of 2002 with an extensive
series of public hearings and panels. Beyond the eight that were held in Ottawa, the
Committee undertook 16 days of hearings in 12 other centres across Canada. A first
round of regional hearings took place in the Atlantic provinces and in Québec in late
February. A second round was held in the four western provinces and southern Ontario in
early May. In each case, for reasons of economy and efficiency, these hearings were
combined with parallel consultations on the G8 Kananaskis Summit agenda. Prior to the
hearings, a series of staff discussion notes with questions was posted on the Committee
website in order to stimulate response to policy options; these questions proved very
successful in eliciting witness reactions and recommendations.



In addition to the Committee’s hearings within Canada, members also held
meetings with government officials, congressional counterparts, and non-governmental
experts in the United States and Mexico. Our meetings in Washington, D.C., in March
2002 coincided with the six-month anniversary of September 11. Members then travelled
to Mexico City, where the first formal joint meeting of foreign affairs committees from the
two federal parliaments was held in the Mexican Congress on March 13. A number of
prominent Mexican witnesses were also heard from in four subsequent panel sessions.

All told, the Committee has benefited from several hundred submissions in the
form of oral testimony and written briefs. We are grateful to all those we have engaged in
the process for sharing their time and putting their thoughts on the public record. The
input received has been invaluable to our deliberations and is reflected throughout the
report. Indeed, the diverse range of what we heard is highlighted by drawing from
witnesses’ own words in the report that follows.

The report is divided into two main parts and five chapters. Part |, “Canada in
North America: Meeting the Challenge”, introduces the key issues and factors to be taken
into account in the development of a forward-looking Canadian policy. Chapter 1,
“Towards a Strategic North American Dimension of Canadian Foreign Policy”, outlines
options for North American policy approaches and gives an overview of the varied
perspectives brought to bear by witnesses on key questions and choices. Often these
related to concerns about Canada’s sovereignty and freedom to manoeuvre in the context
of continental integration. This chapter also looks at the ongoing implications of
September 11 on Canadian policy options for realizing both North American and wider
objectives. The chapter culminates in a series of overarching recommendations for
pursuing a coherent and proactive Canadian strategy for North American relations, one
that builds the capacity for Canadian priorities to shape a bilateral and trilateral North
American agenda.

Completing Part |, Chapter 2, “Understanding a Changing North America”, takes a
more in-depth look at the evolving North American region. Beyond providing a detailed
overview of growing economic linkages and integration developments within North
America, this chapter also reviews other significant societal trends, variations, and
persistent disparities within and across the three countries. Relevant findings are included
from some recent research on national identities and citizens’ attitudes towards North
American issues. Witness views on how North American relationships should be
considered in relation to Canadian interests and values point not only to continuing
divergences of approach, as noted earlier, but also to deficiencies in knowledge across
the three countries. There is no obvious agreed path that North American relations should
take; moreover, much remains to be done in developing a better understanding of the key
issues and in positioning Canadians to respond to regional challenges in a rapidly
changing North America. These realities should be borne in mind when considering which
forms of North American partnership and specific policy directions could best serve
Canada’s objectives.



Part Il of the report, “Canadian Priorities for Advancing North American Relations”,
contains the three core chapters dealing with Canada’s policy priorities in the North
American context, beginning with those that have been most clearly affected by the
aftermath of September 11. Chapter 3, “The Future of Security and Defence Cooperation
in North America”, focuses primarily on Canada-U.S. security concerns, notably at air,
land, and sea borders, and on defence arrangements. It also discusses how Mexico
might be included in cooperative efforts. Among the more contentious issues addressed
are how Canada should respond to major U.S. initiatives such as plans for missile
defences and the decision to create a military Northern Command.

Chapter 4, “Key Issues in Managing and Advancing the North American Economic
Relationship”, looks at ways to improve existing bilateral and trilateral trade and
investment flows, at the border and elsewhere. While NAFTA is approaching its first
decade of implementation, there is still much unfinished business, ranging from
addressing trade remedies and dispute resolution mechanisms (including those of
Chapter 11 on investment) to managing environmental and labour cooperation, to
assessing the prospects for new institutions. While the longstanding Canada-U.S. dispute
over softwood lumber is one of the most obvious ongoing irritants, the chapter also goes
further to address the growing debate over managing broader economic integration
trends. It discusses witnesses’ views and assesses both “top-down” and “bottom-up”
options in relation to various proposals for potentially closer and deeper integration
arrangements, such as a customs union, a common market, and a common currency.

Chapter 5, “A Canadian Agenda for Enhancing Bilateral and Trilateral Relations in
North America”, looks at the major elements in developing effective political strategies for
managing Canada’s North American relations. The introduction to this chapter focuses
the need to consider what combination of bilateral and trilateral approaches might best
serve to advance Canadian interests in the future. The first section then concentrates on
the critically important Canada-U.S. relationship and on the challenge of strengthening
diplomatic and other channels for Canadian influence. The next section affirms the
increasing importance of relations with Mexico. It considers ways to strengthen this
bilateral partnership and move beyond past limitations. One area in which Mexico is keen
to work with Canada is in furthering trilateral forms of cooperation; ultimately, envisaging
the construction of a “North American community”. This chapter’s third section reviews
witnesses’ perspectives on the merits of promoting closer North American ties through
trilateralism and the possible implications for democratic governance. It also goes further,
to examine some ideas for pursuing trilateral approaches that could involve new
institutional arrangements, more intensive intergovernmental and parliamentary
cooperation, and practical measures undertaken jointly in particular cross-border policy
sectors.



In view of the huge asymmetries of power and wealth among the three countries of
North America, not to mention historical, cultural and other differences, it is not surprising
that witnesses were sometimes divided on the merits of particular ideas and approaches.
In furthering the North American partnership, the Committee believes that Canada must
keep its options open while both pursuing elements of that partnership that are in the
long-term Canadian interest and encouraging ongoing public debate over the available
options.

This report is offered as a contribution to that necessary national debate, not as a
definitive blueprint for the future of Canada’s relations with its North American neighbours.
At the same time, the Committee is convinced that it is a matter of national priority to act
now on developing a clear, concerted and coherent Canadian strategic vision for North
America. The report’s concluding section on “The Committee’s Vision for Advancing
Canada’s Objectives in North America” highlights in summary the key elements on which
the Committee believes the Government must move in order to promote Canadian
interests and values in the North America of the twenty-first century.

Events have moved quickly in the past year, and unforeseen challenges may
emerge again as they did on September 11 last year. With the benefit of a public strategy
for North American relations and the capabilities in place to implement it, Canada will be
better prepared and positioned to advance its objectives, not only within North America
but multilaterally and globally as well. In the Committee’s view, pursuing a sovereign and
mature partnership within North America will best serve Canadians while commanding
attention and respect on our own continent and beyond.



PART |

CANADA IN NORTH AMERICA:

MEETING THE CHALLENGE



CHAPTER 1: TOWARDS A STRATEGIC
NORTH AMERICAN DIMENSION OF
CANADIAN FOREIGN POLICY

The consequences of continental integration have not been as formidable as many people believed. While
Canada has surrendered some policy instruments in exchange for access to larger markets and pressures
for harmonization have probably increased, it still retains significant room to manoeuvre, even in areas of
policy most affected by integration. We should not be deceived by the illusion of false necessity.

George Hoberg, in Capacity for Choice:
Canada in a New North America,
University of Toronto Press, Toronto, 2002 (p. 311).

Canada has a long history of dealing with a major problem. That problem is, how do you live with a giant
neighbour? How do you benefit from the interdependence in security and economics that exists on the
North American continent, while at the same time preserving independence as a distinct political culture? |
would argue that by and large, Canada has walked this tightrope quite successfully.... The idea that
Canada always loses or that Canada is the servant of the Americans just doesn’t stand up to the historical
test.... | think we have to free ourselves from some of our traditional ways of thinking and ask how we can
make sure Canada continues its successful walking of the tightrope, to deal with this interdependence,
while preserving its distinctiveness as a political culture. | think this can be done, and what’'s more, |
predict it will be done.

Joseph Nye, Dean, Kennedy School of Government,
Harvard University, Evidence*, Meeting No. 74, May 2, 2002.

The interests of Canada, the United States and Mexico in drawing closer together deserve far greater
discussion and analysis. With attention placed on future proposals and scenarios, few people have asked
“what is the purpose of all this discussion?” or “what is in it for us?” The absolute gains from adopting a
North American approach need to be clear for any future discussions to be fruitful.... It is not clear at this
point how far the three countries are willing to take the North American relationship....Building a more
integrated North America needs to be a collective endeavour consisting of many layers of government,
parliamentarians, the private sector and society at large.

Stacey Wilson-Forsberg, North American Integration:
Back to Basics, Policy Paper, Canadian Foundation for the Americas,
Ottawa, August 2002 (p. 5 and 10).

* Throughout this report, testimony given during Committee hearings is cited as Evidence, by meeting number and
date. Such citations refer to the proceedings of the Standing Committee on Foreign Affairs and International
Trade. Testimony cited in the text was given during the 1st Session of the 37th Parliament. It is available in both
official languages of Canada on the Canadian Parliamentary website at
www.parl.gc.ca/InfoCom/CommitteeMinute.asp?Language=E&Parliament=8&Joint=0&CommitteelD=143. |
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WHAT WITNESSES SAID

How much economic integration is in the best interests of Canada? Should governments place a limit on
the extent of integration? Will we know when we've reached that limit, or should we allow the integration
to continue without question or challenge? Can Canada develop a coherent Canada-U.S. relations
strategy by dealing with problems on a case-by-case basis, or do we need to develop a more
comprehensive approach based on principles and frameworks? If we choose the comprehensive
approach, how will this be done? What is the process that would allow for a free-ranging discussion,
without forcing you, our political leaders, to declare a preference before you are ready to do so? Should
Canada redefine its relations with the United States by engaging in a broader North American dialogue
involving Mexico? If so, when and how, and what would be the characteristics of this dialogue?

David Zussman, Public Policy Forum,
Evidence, Meeting No. 55, February 5, 2002.

Increased integration with the United States is not our only alternative. And | am saddened by the way in
which some are using the tragic events of September 11 to say that we must give up even more
sovereignty to maintain our economic relationship with the United States. We should not be defined by
our economy. We are also citizens. And as citizens, we must work to preserve our unique culture and
values.

Lawrence McBreaty, United Steelworkers Union,
Evidence, Meeting No. 77, May 7, 2002.

First, Canada cannot take its economic and political relationship with the United States for granted. We
have to be smart about assessing the economic and social impacts of policy decisions in light of our
unequal dependence on the American economy. We have to be focused, and we have to be proactive in
defining the future of that relationship. Secondly, the significance of Canada’s economic relationship with
the United States has to be better communicated to the American public, and | would say to the
Canadian public as well. Thirdly, close relationships between Canadian and U.S. policy-makers, together
with Canada’s ability to find allies within the U.S. and among other influential trading partners, are more
important than ever in shaping policy outcomes in the United States. And fourthly, rules and obligations
established on the multilateral level within an FTAA or within the NAFTA continue to be Canada’s best
safeguard against unilateral actions on the part of the United States that have a negative impact on
Canada.

Jayson Myers, Canadian Manufacturers & Exporters,
Evidence, Meeting No. 55, February 5, 2002.

The United States has a very strong drawing power. They represent the big market. And they use that
market. We see that in the Americas. We saw it with NAFTA. Canada wanted the original free trade
agreement. Mexico asked for NAFTA. The United States simply bide their time. They have the market
and they know that there are advantages to having this market. They wait for the request to come in and
they accept them from a position of strength.

Gordon Mace, Laval University,
Evidence, Meeting No. 60, February 26, 2002.



It has never been more important in the last half century for Canada to engage the United States, and we
probably have never in the last half century been less able to engage the United states than now.

Fred McMahon, The Fraser Institute,
Evidence, Meeting No. 78, May 7, 2002.

We’re the foreign country most like the United States, and consequently it's easy for us to look at the
similarities and not necessarily see the differences that are really important for our public policy.... |
personally think this is the biggest risk, that we might lose the ability to know when it's worth paying the
price for our differences and we’ll either pay for things that we don’t really need or we’'ll forget to pay for
things we do.... | have no doubt that we're going to have to move some way to recognize American
concerns, and it may be in our interest to. But | would suggest that we also, in thinking about the
concerns of our partners in the Americas, might want to look for ways to work on their issues ... When
we make these choices, we have to recognize that in a sense, we're custodians of a power that other
partners in the Americas don'’t have. If we are looking for a way to create a role, and perhaps to improve
Canada’s standing in the world and to pull more than our weight, as is often said, maybe we’ll look at that
as a way in which we can use that power to advance that position.

Daniel Cohn, Simon Fraser University,
Evidence, Meeting No. 78, May 7, 2002.

Mutually recognizing each other’s standards would greatly facilitate movements between our countries
without harmonizing policies. That has been done quite successfully in Europe, for
example.... incremental changes are both necessary and important, but will not ultimately draw U.S.
attention to Canadian interests. Crisis management does not make a vision. Canada should initiate a
bold, proactive strategy to achieve its goals in the North American sphere.

Danielle Goldfarb, C.D. Howe Institute,
Evidence, Meeting No. 77.

The exceptional measures that must be taken in the current context to ensure national security must
always keep in perspective what history has made us: the respect of human rights, the respect of civil
rights, democratic freedoms. These measures, both Canadian and American, may be similar, but in no
way must they be identical. That is why we oppose identical immigration policies, for example, between
Canada and the United States.

Blair Doucet, New Brunswick Federation of Labour,
Brief, February 28, 2002.

... the Canada-U.S. relationship is getting deeper by the day. De facto economic integration is here, and
we have to consider all the options. | don’t think a lot of Canadians are really aware of the depth of
economic integration and the way it is intensifying.... Certainly many of the business people | interact
with look at North America as a single, integrated marketplace, with only minor differentiation.

Robert Keyes, Canadian Chamber of Commerce,
Evidence, Meeting No. 89, June 11, 2002.

The dominance of the United States on the world stage as the latest superpower is leading to a clash of
values. The struggle against terrorism is shifting into confrontational alignments. It is of critical
importance that Canada assist those who are suffering from the militarization and degradation of the
planet, act as a peacemaker and try to reduce the growing gap between rich and poor. To do otherwise
is to encourage terrorism, betray our own citizens and further endanger our future.

Shirley Farlinger, University Women’s Club of Toronto,
Brief, Toronto, May 2002.



Canadians need to constantly be discussing engagement. The worst thing we can do is say we’re not
going to do anything. We will try not to stir the pot and don’t want to talk about it.... generally speaking,
the moment you can annunciate a Canadian interest that is different from an American interest, and
explain why we are going in a certain way, Canadians, as a whole, tend to accept it.

Robert Huebert, University of Calgary,
Evidence, Meeting No. 80.

Public understanding and support of the trade and economic processes are vital in democratic societies.
Increased understanding and exposure will lessen the “us and them” syndrome. For, ironically, as we
become more economically integrated we will also find an increase in dispute and disagreements that
will fuel tensions and will reflect different values and priorities. Helping the public see, and preferably
experience, the other countries can build transnational consciousness that can assist in the integration
process. We need a North American constituency. But increasing awareness of each other and of the
community we are building is important in and of itself, because it broadens our horizons and deepens
our understanding of ourselves.

Brian Stevenson, University of Alberta, Presentation
“Talking to Our Neighbours”, May 9, 2002.

1.1  The North American Relationship and Canadian Foreign Policy in Question

The last parliamentary review of Canadian foreign policy observed in its opening
paragraph, “the world around us has been transformed. With the end of the Cold War
direct military threats to Canada and its allies have receded, but order and security are
still elusive.... Globalization is erasing time and space, making borders more porous, and
encouraging continental integration.” A later section on Canada-United States relations
noted increasing economic linkages and recommended cooperation in managing the
“‘inherent tensions” of this most important bilateral relationship. At the same time, it also
affrmed the necessity of protecting “our vital interests [through] the preservation of
Canadian sovereignty and independence, and the capE:ity to play the sort of active and
independent role in the world that Canadians demand.”

That 1994 review recognized international terrorism as among the emerging
unconventional threats to peace and security, but could not have anticipated the extent of
Canadian vulnerability to U.S. actions following the terrorist attacks of September 2001.

It asserted that Canada’s NAFTA membership made it “now part of the evolving
North American region,” hut did not consider relations with Mexico or possible trilateral
North American initiatives:= Still, the above citations point to an essential dilemma that
more than ever challenges the makers of Canadian foreign policy. Canada’s high and
increasing international exposure, in particular to American power and continental forces,
are realities that are impossible to ignore in the present, even if they could conceivably be

' Report of the Special Joint Committee Reviewing Canadian Foreign Policy, Canada’s Foreign Policy: Principles
and Periorities for the Future, November 1994, p. 1 and 77.

2 bid., p. 78.
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mitigated over the longer term. Given that state of affairs, how can Canada continue to
derive benefits from these associations while retaining a sovereign, independent course
in both domestic and international policies?

Clearly Canada does not have complete freedom of action in the continental
context. Political negotiations involve other sovereign partners; hence some compromises
and trade-offs may be inevitable within the North American relationship, however it
evolves and however the processes of regional “integration” are understood. This may
also be true whether or not governments in any of the three countries actually have any
conscious design for dealing with their continental relationships in response to integrating
forces or pressures. The question for Canadian policy then becomes: are there
opportunities to be seized and net gains to be realized that will substantially outweigh any
potential downsides from more integrated arrangements? And can governments act
strategically in order to maximize benefits from these arrangements while minimizing any
costs associated with them? Indications are that Canadians have become increasingly
confident about Canada’s ability to managel-_elloser economic ties with its North American
neighbours to overall Canadian advantage.3

This is a matter that continues to be vigorously debated, however, both from the
standpoint of looking ahead to possible future scenarios for North American relations and
from the vantage point of looking back over the last several decades of Canada’s
economic integration experience in North America. For example, Professor Steﬂhen
Clarkson, who testified before the Committee in Toronto, observes in a new book™ that
the Macdonald Commission of the early 1980s had argued for a more activist foreign
policy and bilateral free trade with the United States, without seeing these goals as
contradictory. Proponents of entering into such binding agreements, even one-on-one
with a superpower, have generally contended that their mutually agreed rules can afford a
smaller power like Canada more protection than the status quo. Yet some of the
Committee’s witnesses, Clarkson included, would clearly contest claims that the record of
the Canada-U.S. Free Trade Agreement and NAFTA has in fact enhanced Canada’s
position in the way it was intended. Indeed, Clarkson contended that, on the contrary,
Canada has made itself weaker as a result.

Similar arguments go back even further concerning the advantages or
disadvantages of entering into continental defence partnerships, since as witnesses
noted, Canada has been deeply integrated within a U.S. military security umbrella since
at least the 1940s. Clearly, debates over the economic and security parameters of
continental cooperation, and over their potentially positive or negative effects for

For example, in a recent national survey done by Pollara, about two-thirds of respondents supported further
economic integration with the United States (see Robert Fife, “66% Favour Stronger Ties to U.S.”, National Post,
October 21, 2002, p. 1).

Stephen Clarkson, Uncle Sam and Us: Globalization, Neoconservatism and the Canadian State, University of
Toronto Press and Woodrow Wilson Press, Toronto, 2002. The arguments of both Clarkson’s book and his
presentation to the Committee are highly critical of such benign integrationist assumptions.
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Canada’s freedom of action, are not new. However, these debates have been
exacerbated by the events of September 11, 2001 and their continuing implications for
international affairs, notably in regard to the robust assertion of U.S. power abroad based
on U.S. national security preoccupations. In light of these challenging circumstances, an
overriding question that is more relevant to ask than ever is this: how should Canada’s
foreign, defence, and trade policies take into account North American integration forces in
ways that advance, rather than compromise, Canada’s core national interests and
values?

Some witnesses saw the factors pushing forward integration as facts of North
American life. They suggested that Canada seize opportunities to profit from closer
cooperation with the United States, and to a lesser extent Mexico, seeking to manage
continental economic and security relationships to Canadian advantage. As was pointed
out to the Committee, whatever governments decide to do or not to do, a “silent’
integration is happening anyway as a result of the daily decisions of millions of individuals,
businesses, and associations. Several witnesses, such as Danielle Goldfarb of the
C.D. Howe Institute, argued that the time is ripe for Canada to press forward with a “big
vision,” to be aggressively proactive on the integration agenda.”—Other witnesses,
however, saw further integrationist pressures as something to be resisted, or at least
contained, and opposed any closer alignment of Canadian policies with those of North
American partners. A few, such as David Orchard in Saskatoon, soughtdo reverse the
extent of integration and policy convergence that has already taken place.6

Can Canada be a good neighbour, friend, ally and partner of the United States and
Mexico, realize net gains from a liberalized North American economy, and still avoid the
kind of “Americanization” that some fear will lead to a foreclosing of democratic public
policy options within Canada? In foreign policy terms, would a Canada that became too
closely drawn inside a North American “perimeter” thereby marginalize its capacity to
exert its own distinctive influence in world affairs and reduce its status to that of a
peripheral power? Or is it the case, as a former Canadian ambassador to the United
States, Allan Gotlieb, argued in a September 11, 2002 article, that it is time to accept that
Canada’s international position has changed. In his words: “Canada’s greatest asset on

See Evidence, Meeting No. 77, Toronto, May 7, 2002. Ms. Goldfarb referred to the first of the Institute’s series of
“Border Papers” by Wendy Dobson, Shaping the Future of the North American Economic Space: A Framework
for Action, No. 162, April 2002. This paper provoked considerable critical commentary from other witnesses,
including from Mr. Clarkson, who appeared the same day. For similar arguments on the desirability of a big
strategic overture to the United States see the testimony of Michael Hart, Evidence, Meeting No. 55, February 5,
2002; also Michael Hart and William Dymond, Common Borders, Shared Destinies: Canada, the United States
and Deepening Integration, Centre for Trade Policy and Law, Ottawa, 2001.

Evidence, Meeting No. 83, May 10, 2002. A similarly strong economic nationalist case against North American
integration was made by Professor Rod Hill of the University of New Brunswick, Evidence, Meeting No. 63,
February 28, 2002. For other arguments sharply opposed to continental integration see also Murray Dobbin, Zip
Locking North America: Can Canada Survive Continental Integration? written for the Council of Canadians,
October 2002 (accessed at www.canadians.org); and Mel Hurtig, The Vanishing Country: Is It Too Late To Save
Canada?, McClelland and Stewart, Toronto, 2002. (Testimony was invited from the Council of Canadians but
none was received prior to the end of June 2002 deadline for submissions or the prorogation of Parliament in
September 2002.)
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the international stage is our relationship with the United States.... Are there not elements
of a grand bargain to be struck, combining North American economic, defence and
security arrangements within a common perimeter?”7|At the same time, however, in a
companion column, a former American ambassador to Canada, Gordon Giffin,
suggested: “The relationship doesn’t need a ‘new idea’, rather a renewed mutual
commitment. A confident Canada with a comprehensive vision can define the direction
and substance of a new momentum for our partnership.... In crafting that Canadian
vision, which must first be based on Canada’s interests before it can be viewed through
the friendship prism, it is well to realize that on most matters there is no monolithic
American view.”

What are we to make of these contrasting assessments of Canada’s current
position in North America? The Committee believes there can be a middle ground that will
allow Canada to enter into carefully considered cooperative arrangements and negotiated
agreements with North American partners in such areas as common security and
predictable market access, where there are demonstrable benefits to be obtained for
Canadians. But we also recognize that this will require an intensive effort to take stock of
our own situation, to build public consensus around any agenda for North American
partnership serving Canadian interests and values. Canada then needs to be able to
bargain effectively on a reciprocal basis of mutual interests with its North American
partners, the United States in particular. As the Committee’s own meetings in Washington
confirmed, getting the attention and interest of the United States is usually one of the
biggest challenges in itself.

Canada’s Situation in North American Perspective

Canada’s position and policy options in the North American context have
undoubtedly been conditioned by what Professor Daniel Cohn of Simon Fraser University
described to the Committee as processes of market-oriented “regionalization”, to which
Canadian public policy frameworks have generally adapted during the past several
decadgs. No shared North American identity or “constituency”, at least in any political
sense”, may have emerged out of these predominantly economic North American
integration trends, which we profile in detail in Chapter 2. Nevertheless, they have
potentially significant implications for how Canadian policy and regulatory decisions are
framed. As Cohn described it: “Regionalization is being driven by the choices we made to
liberalize. ... We—ean-indeed-bedifferent,put we have to choose to pay the price of our

differences.”11:Cohn_suggested_thaL_compared with other countries of the Americas,

7 Allan Gotlieb, “Why not a grand bargain with the U.S.?”, The National Post, September 11, 2002, p. A16.
Gordon Giffin, “Make it friendship — pure and simple”, The National Post, September 11, 2002, p. A16.

Cohn speaks of firms increasingly making decisions on the basis of marketing to a “median” North American
consumer; in contrast, it rather obviously makes no sense to think in terms of a median North American voter.

Evidence, Meeting No. 78, May 7, 2002, and Submission, “Regionalization in a Neo-Liberal Era: Risks and
Opportunities for Canada.”
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Canada may be in an enviable bargaining situation when it comes to pursuing its
particular interests—withim—aregiomal integration context that is dominated by its glant
neighbour.l: The onus-isclearlyon-Canada, however, to doyi

of where rnore integrated policies might make sense,
policies — on foreign, defence and security, and trade i s, and in affected domestic
fields — ought to be different from, or perhaps even at odds with, those of its North
American partners. And this analysis must take into account cross-border effects, given
how costly disruptions to established continental connections could be, potentially raising
the “price of difference” to unacceptable levels.

A number of observers have noted the growing impact of North American factors
on Canadian foreign policy in recent years, despite instances where Canadian policies
may have notably diverged from those of the United States (e.g., on the Ottawa
Convention to ban landmines and the creation of an International Criminal Court). Some
have raised the prospect of a “North American trajectory”, “vanishing borders”, and a

‘return to continentalism”. Even former foreign minister LIo Axworthy called for new

forms of trilateral North American cooperation beyond trade."{ FreCamadiarrstate it tas

been argued, still has choices to make along the path of North American integrati 1 even

if it cannot simply reject the facts of that increasing integration and go backwards.|*

Some of our witnesses viewed the range of Canada’s choices as being quite
circumscribed. For example, Professor Gordon Mace, Director of Inter-American Studies
at the Institut québécois des hautes études internationales, told the Committee that the
FTA and NAFTA trade deals have fundamentally and inescapably altered the foreign
policy landscape. Canada’s increased economic vulnerability within the “new economic
management framework”, as he put it, has “greatly decreased” Canada’s leeway in
bilateral relations with the United States, and he urged the development of a broader

As Cohn put it: “It's hard to think of us as the strong party, but relative to the rest of the Americas in dealing with
the United States, we are. They're the 900-pound gorilla. We’re the 200-pound chimpanzee in the Americas”.
(Evidence, Meeting No. 78.)

By “more integrated” we mean more compatible and coordinated with each other, not necessarily harmonized or
common policies. Economist Daniel Schwanen, who testified in Montreal, has argued that mutual recognition
agreements and standards of “interoperability” are all that would be needed or desirable in many areas of
shared cross-border concern.

Cf. Ronald Inglehart, Neil Nevitte, and Miguel Basanez, The North American Trajectory: Cultural, Economic, and
Political Ties among the United States, Canada, and Mexico, Aldine de Gruyter, New York, 1996; John Herd
Thompson and Stephen J. Randall, Canada and the United States: Ambivalent Allies, third edition, esp. Chapter
11, “A North American Trajectory? 1994-2001”, McGill-Queen’s University Press, Montreal & Kingston, 2002;
Fen Osler Hampson and Maureen Appel Molot “Does the 49" Parallel Matter Any More?” in Hampson and
Molot, eds., Canada Among Nations 2000: Vanishing Borders, Oxford University Press, Don Mills, 2000; Fen
Hampson, Maureen Molot and Norman Hillmer, “The Return to Continentalism in Canadian Foreign Policy”, in
Hampson, Hillmer and Molot, eds., Canada Among Nations 2001: The Axworthy Legacy, Oxford University
Press, Don Mills, 2001.

Denis Michaud, “Du libre-échange a une intégration plus poussée: les acteurs étatiques canadiens et
I'élaboration de politiques publiques impliquant un état étranger”, Canadian Foreign Policy/La Politique
Etrangére du Canada, Vol. 9, No. 1, Fall 2001, p. 29-42.

14



partnership with —m—mﬁer—mm'ies of the Americas as a “natural
counterweight.”’

The shock of September 11 has sharpened considerations of Canada’s situation

as perceived in continental and global terms. Maureen Molot and Norman ﬂllmer
observe that it has given “a new urgency to questions of sovereignty and decline.” *Hheir
controversial thesis that Canada may be a “fading power”, especially viewed through a
North American lens, is certainly open to dispute, however. Many witnesses urged that
Canada not sell short its ability to exert independent influence on the United States.
Two prominent Americans — former senior Congressman Lee Hamilton, whom the
Committee met in Washington, and Joseph Nye of Harvard University, who testified in
Ottawa — both made a forceful case that Canada, with its strengths in multilateralist
non-military diplomacy, can be helpful in cautioning the U.S. against a temptation to “go it
alone”.

While Hamilton acknowledged that “America is filled with its own importance”, he
suggested Canada could take a firmer stance. “You folks capitulate too easily”, he said.
Christopher Sands, head of the Canada Project at Washington’s Center for Strategic and
International Studies, who testified in November 2001, has also argued provocatively that
Canada can choose to pursue a “strong state strategy” in approaching the United States
and responding to its concerns. Indeed, he sees opportunity where others might see
limitations, stating: “Thanks to deepening interdependence through economic integration,

Canada is not a fading power in the United States. It is instead a rising pgwer, more

important to Americans and their prosperity than ever before in U.S. history.”1

Nevertheless, the Committee has no illusions about the challenges facing Canada
in being heard in U.S. decision-making circles, given current national security
preoccupations and the ever-present domestic political calculations that prevail within
America’s complex federal system. Witnesses emphasized how important it is for Canada
to tackle that system as it really operates, and at many points and levels, not just at the
centre of federal power in Washington. Canadian policy must take into account how
September 11 has “changed the United States far more than it did the rest of the world”,
in the words of Jessica Mathews, President of the Carnegie Endowment for International

' Evidence, Meeting No. 60, February 26, 2002.

Maureen Appel Molot and Norman Hillmer, eds., “Preface” to Canada Among Nations 2002: A Fading Power,
Oxford University Press, Don Mills, 2002, p. xi. See also the critical assessment of Canada’s capabilities and
policy options in both global and North American terms in a recent report of The Conference Board of Canada,
Performance and Potential 2002-03, chapter 4 “Canada’s Place in the World in 2010: Will Canada Matter?”
(accessed at www.conferenceboard.ca).

Christopher Sands, “Fading Power or Rising Power: 11 September and Lessons from the Section 110
Experience”, Canada Among Nations 2002, p. 72.
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share, is that the record so far “is assertively unilateral and anything but humble”."
start of George W. Bush’s presidency, concerns were expressed that the United
might focus more attention on Mexico than on Canada. But in Mathews’ assessment, that
intended Mexican focus has been “disappeared’ by 9/11” on the U.S. foreign policy radar

Peace.“[-ler view of U.S. foreign policy, which many of the Committee’s withesses wotid
dtates

screen. There is no mention of Canada jat all in this global review by one of Washington’s

most multilateral-minded think tanks.zli

Canada cannot assume that its voice will carry weight in the United States based
on the facts of North American economic integration or expectations of a historic “special
relationship”, which according to scholars Randall and Thompson has always been more
exaggerated than real. In their blunt estimation: “To the United States, Canada is just like
any other country.... Canada’s lack of understanding of this basic truth has been the
source of confusion, uncertainty, and wounded sensibilities on the part of Canadians

when Canadian policy has either failed to meet{a desired American standard or has

seemingly or actually challenged a U.S. position.” !

Andrew Cohen, who testified before the Committee in November 2001, has
argued that Canada should just accept the obvious asymmetry in the importance of the
bilateral relationship to each side and move on to build up our own foreign policy assets:
“a strong credible military; an efficient, exemplary aid program; an effective diplomatic
service and a first-class intelligence service. With these tools, Canada could speak more
confidently on the world stage.” In Cohen’s view, while Canada will have little choice but
to meet increased American security concerns in the North American “neighbourhood”,
Canada need not care about bejggnoticedimWashingtonif it concentrates on) being a
more effective multilateral actor.

Mathews, September 11, One Year Later: A World of Change, Carnegie Endowment for International Peace
Policy Brief Special Edition, Washington D.C., August 2002, p. 1.

Ibid., p. 10. The confident sense of a United States able and willing to project its power abroad as it see fit is
also apparent in an April 2002 address by Richard Haas, director of the Department of State’s Policy Planning
Staff: “In the twenty-first century, the principal aim of American foreign policy is to integrate other countries and
organizations into arrangements that will sustain a world consistent with U.S. interests and values, and thereby
to promote peace, prosperity, and justice as widely as possible.” (cited in Christopher Sands, “Integration:
Process, Condition, or Doctrine?”, North American Integration Monitor, Center for Strategic and International
Studies, Washington, D.C., Vol. 1, Issue 1, July 2002, p. 1.)

2 Mathews, September 11, One Year Later, p. 10 and passim. In contrast, Canadian perspectives on the

international situation tend to focus heavily on U.S. power and policies. See, for example, the Strategic
Assessment 2002 produced by the Directorate of Strategic Analysis in Canada’s Department of National
Defence (Ottawa, September 2002), that takes into account the new U.S. national security strategy made public
on September 20, 2002.

2 Thompson and Randall, Canada and the United States: Ambivalent Allies, 2002, pp. 324-25. On this lack of
U.S. “exceptionalism” or special focus in regard to Canadian concerns, see also Edelgard Mahant and Graeme
Mount, Invisible and Inaudible in Washington: American Policies Toward Canada, UBC Press, Vancouver, 1999.

2 Andrew Cohen, “Canadian-American Relations: Does Canada Matter in Washington? Does It Matter If Canada

Doesn’t Matter?”, in Molot and Hillmer, Canada Among Nations 2002, p. 46-7.
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That approach might seem to make the best of a troubling situation. It would be
cold comfort to softwood lumber and agricultural producers, however, or to other
Canadians directly impacted by U.S. policies and pressures. The Committee takes the
position that Canada’s ability to have its issues dealt with seriously within the American
political system matters a lot, even if we should not get hung up on symbolic
appearances. It is influence at the practical policy level that counts. Hence in Chapter 5
we will devote detailed consideration to the modalities for enhancing Canada’s bilateral
diplomacy with its most important partner.

Is Canada’s Sovereignty at Risk in North America?

Turning to the other major set of concerns noted by Hillmer and Molot, namely
those related to Canada’s sovereignty at home and abroad, the Committee heard
distinctly divided viewpoints. Some advice boiled down, in effect to: worry less; do more.
According to historian Reginald Stuart, “the historical evidence shows Canada’s
sovereignty has been relatively secure”, and recent polls “suggest Canadians have far

more confidence in their sense of independence, difference and |den from Americans

than many of the so-called spokespersons for Canadian soverelgnty ames Fergusson
of the University of Manitoba’s Centre for Defence and Security Studies suggested: “Our
cooperatlon with the United States, our closest ally and friend, has always been premised
on its importantrole—ifh—maintaining—GCanadian—severeigaty; at a reasonable cost both
fiscally and politically. "2

Nor is Canadian difference necessarily a problem for the United States, contended
Professor Louis Balthazar, refersing to his experience of “the American desjre to
recognize Canadian sovereignty.”tICeading international refations scholar Joseph Nye, a
former U.S. Assistant Secretary of Defense for International Security Affairs, did not see
why U.S. initiatives such as a new military “Northern Command” should “have a negative
effect on Canadian sovereignty” any more than NORAD did, adding: “I believe concerns
about loss of sovereignty often get in the way of clear thinking.... Interdependence in

security affairs has been there for some time, and | don’t see any reason Canada c eJi

retain the right to withdraw from activities or dimensions that it does not approve of.”

Also addressing the security and defence field, Professor Frank Harvey found
concerns about loss of sovereignty to be overstated. In his view, there has been for some
time very little substantive divergence between Canadian and American foreign policy
preferences. He added that if Canada wants to “have the luxury” of going its own way
separately from the United States, it will have to make investments in international policy

% Evidence, Meeting No. 59, February 26, 2002.
2 Evidence, Meeting No. 75, May 6, 2002.
% Evidence, Meeting No. 60, February 26, 2002.
% Evidence, Meeting No. 74, May 2, 2002.
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capabilities, not just “talk a very good game”.T Mere—prevoeativety—sti—-Gerden-Gibser,————
Senior Fellow at the Fraser Institute, took the view that much of the sovereignty anxiety is
misplaced, since in the end, “sovereignty lies in the individual. ... Nation-states are mere
public utilities for the collective exercise of individual sovereignty. If our individgat-choices————
bring us closer to the Americans or them to us, who is to say that’s wrong?”2

In contrast, some witnesses were adamant that Canadian sovereignty is at risk of
being compromised, and that the Government ought to strive to retain as much foreign
policy autonomy as possible, enabling the pursuit of Canadian interests and values
internationally that may be quite different from those of our southern neighbour. For
example, Professor Nelson Michaud warned that: “When we talk about sovereignty, we
may find ourselves on ground that is at times slippery.... A North American security
perimeter, a border that meets the same norms on both sides, north and south, is
tantamount to saying that Canada no longer controls its border. At the very leggt, it is joint
control. ... We have a problem if we want to protect Canadian sovereignty.” °IRodHill, 3
former research adviser to the Macdonald Commission, sharply rejected the line that says
“if we give it up voluntarily that's an exercise in sovereignty, so wgMg retained our
sovereignty by giving it all away, you see, because it was a free choice.” 0

The Committee recognizes the need to take into account the concerns about
sovereignty that surfaced repeatedly in the testimony, as well as those suggesting that
Canada may be in a weakened position to defend and promote its interests at and
beyond its borders. However, as we affirmed earlier, we believe the choices are not so
stark as between passive surrender and compliance with U.S. demands on the one hand,
or an aggressively nationalist version of Canadian unilateralism on the other. Surely, in
the context of having good North American relations, the reasonable approach is to
discern where cooperation among Canada, the United States, and Mexico — whether
through bilateral, trilateral, or multilateral channels — can serve the best interests of each
partner.

Every international relation that is not hostile, subservient, or purely unilateralist
implies some sharing or pooling of sovereignty for a mutually agreed purpose. The more
Canadian foreign policy instruments are able to contribute to such purposes, the more
confident we can be of developing a North American dimension of these instruments that
asserts Canadian interests and values in a mature, respected and credible fashion.

2 Evidence, Meeting No. 61, February 27, 2002.
% Evidence, Meeting No. 78, May 7, 2002.

2 Evidence, Meeting No. 62, February 27, 2002.
%0 Evidence, Meeting No. 63, February 28, 2002.
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1.2 Defining What Canada Wants: First Reflections on Bilateral, Trilateral, and
Multilateral Aims in a North American Context

That said, an important policy development task will be to define what goals can be
accomplished by the North American dimension of Canada’s foreign policy. This is a
primary responsibility of the Government of Canada, in consultation with Canadians,
unless we are content to let North American relations drift or have our agenda driven by
others. The Committee’s hearings during the past year provide a sense of policy priorities
and options, but also indicate that a national consensus remains to be forged around
clearly stated aims and strategies for achieving them. The following sections of this
chapter look at some of the different perspectives that have emerged from the testimony,
and at the impact of September 11 on the shape of a North American agenda. They also
lead into a consideration of the sort of coherent, strategic approach the Committee thinks
is required.

A few preliminary notes are in order, the first of which is that realism requires
acknowledging the primacy of the Canada-United States relationship for Canadian
purposes. How that relationship is managed affects virtually every aspect of foreign policy
and certainly determines the effectiveness of any North American dimension. However, if
it is the case that the United States has a very different perspective on the world, as
Foreign Minister Bill Graham has suggested, then distinguishing Canada’s approach will
always be a necessary, and often an uneasy, task. As Mr. Graham has put it: “I'm not
saying | want the foreign policy to bedesigned in contradistinction to the United States
but we have to hold our own values.”!!

Related to the above, we need to reflect further on what key values should be
projected in our international relations, including those with the United States. When such
normative questions are asked, goals such as support for peacekeeping, human rights,
cultural diversity, assistance to poor nations, the United Nations, and multilateralism in
general are often mentioned. Neither the strength nor the relative weight of these goals
can be taken for granted, however. For example, a recent poll commissioned for
Maclean’s and [l'Actualité indicated that, when it comes to the importance of retaining

sovereign control, most Canadians ranked cultural concerns considerably Ioweq—ihan

natural resources, health, the economy, immigration, defence, and the currency et
this is hardly an adequate guide. A letter to the Committee from the Coalltlon for CuIturaI
Diversity urged defending the principle that
constraints of international trade accords.”

¥ Cited in Hillmer and Molot, “The Diplomacy of Decline”, p. 4.

%2 Robert Sheppard, “Hedging Our Bets”, Maclean’s, September 9, 2002, p. 36-7. Another finding of the poll was

that a majority (56%) see Canada as “independent from the United States” in international politics and related
areas such as economy, security, and culture. However, paradoxically, while Quebec respondents were more
concerned about Canada maintaining cultural sovereignty than the national average, only 36% of them saw
Canada as independent from the United States in these areas.

B Letter requesting to appear, March 18, 2002.
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also appealed for a Canadian vision of the role of culture in the face of current
circumstances:

| think that in any review of our policy on the U.S. following the events of
September 11 ... Canada must absolutely continue to defend specifically the
importance of the cultural dimension of these phenomena [dealing with increasing
economic integration and responding to new security threats]. This is a contribution

it must make, | believe, because Canada understands this probémand must seek

to have its partners understand it, particularly the United States.

Witnesses raised other challenging subjects that could, if skilfully managed,
become areas of potential Canadian comparative advantage. For instance, Robert
Huebert of the University of Calgary’s Centre for Military and Strategic Studies highlighted
the issue of Canada’s control of its Arctic borders and sovereignty over the waters of the
Northwest passage — the latter still contested by the United States — which, if climate
change scenarios prg¥e correct could soon become a] navigable strait open to
international shipping.3 Fhe—North—American—dimension—ofCanada’s foreign policy will
need to take into account this new northern dimension.

In terms of a comprehensive perspective of Canada’s socio-economic future,
Danielle Goldfarb of the C.D.Howe Institute defined “Canada’s key interests in the
Canada-US sphere as obtaining secure access to U.S. markets (reducing obstacles to
the flow of goods, services, capital, technology and people) while maintaining control over

policies that are important to meeting our economic and social goals as a country, such

as determining the profiles and numbers of permanent immigrants.”

Other valid Canadian objectives could no doubt be identified. The point is that the
Government would be well advised to engage Canadians more directly and regularly on
what priorities to pursue in terms of relations with the United States. Ultimately,
government must lead in this area. But it should do so on the basis of an evaluation of our
national interests and values and a firm grasp of the issues on which the Canadian public
would be willing to “pay the price of difference.” That is why we make a recommendation
at the end of this chapter that calls for a sustained process of public engagement and
consensus-building in determining Canada’s objectives.

Second, the only thing worse than not having a clear direction for dealing with the
United States would be a too single-minded focus on the one bilateral relationship to the
exclusion of others. The era of a 1970s-style “third option” may be over. But even within

% Evidence, Meeting No. 60, February 26, 2002.

% Evidence, Meeting No. 80, May 8, 2002. A national survey of Canadian attitudes towards relations with the

United States, conducted in October 2002 for the Centre for Research and Information on Canada, revealed a
notable concern over a potential loss of Arctic sovereignty. See Hubert Bauch, “A rising belief: the U.S. could
swallow us up”, Montreal Gazette, October 26, 2002.

% Evidence, Meeting No. 77, May 7, 2002.
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North America we must not neglect the counterbalancing potential of our still limited
partnership with Mexico. That is why the Committee devotes considerable attention in
Chapter 5 to suggestions for enhancing bilateral relations with Mexico, as well as working
with Mexico towards more trilateral processes and objectives. Canadian diplomacy in the
rest of the Americas provides a further avenue for this counterbalancing effect. As
Professor George Maclean, who has written on Canada-Mexico relations, told the
Committee: “Canada’s foreign interests are best served through the pursuance of
multilateralism, particularly as a means of preventing a singular hemispheric integration
policy designed and implemented by the United States. In short, Canada needs to
maintain a balance of principal attention to the bilateral relations it has with the United
States, coupled with an enhanced role in the hemisphere ... in spite of the typical

interpretation of a confj sumes a retreat from the
multilateral legacy....”

Third, Canada’s ability to play a constructive foreign policy role, including vis-a-vis
the United States and within North America, depends on having a diplomacy that remains
truly internationalist in scope. According to Don Barry of the University of Calgary, “We
should realize that the more we integrate with the United States, the less visible we
become elsewhere. But Canada has important global interests. Hence we must maintain
and enhance our other relationships, including those in Europe...”, provided that “these
relationships grow out of our national interests and that—they not—beused—simply 1o
demonstrate our independence from the United States.” Bkeuis—BaLthazal,Lwhﬂe—seeptieaJ—
of Canada invoking a traditional multilateralism as a “refuge” to offset the preponderance
of the bilateral relationship with the United States, suggested that an independent
Canadian foreign policy could in fact be perceived as an advantage to the United States
in the multilateral arena. As he stated:

... | believe it is in the American interest that our policy sometimes be different
from theirs. That allows them to use us to test the wind, given our situation in terms
of international policy and the differences in our responsibilities with respect to
theirs. ... this can allow us to play a certain role at times, in that we can allow
ourselves to make breakthroughs in international diplomacy that the Americans
cannot allow themselves to do. It gives a certain margin to do things that the
Americans don’'t do and sometimes FTTTake our Mterests —and—our principtes

known to the leaders in Was.hington.3

The Committee believes there are many reasons to see Canada as being able to
make independent choices within and beyond North America, notwithstanding the
paramountcy of the Canada-U.S. bilateral relationship, the parameters of NAFTA, and
other conditions of varying duration affecting our freedom of action (the focus on border
security post-September 11 being only the latest and probably not the last). The hard part

8 Evidence, Meeting No. 75, May 6, 2002.
% Evidence, Meeting No. 80, May 8, 2002.
% Evidence, Meeting No. 60, February 26, 2002.
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will be to follow through effectively with these choices after more clearly defining our
national objectives, by being prepared to pay for what we say we want, and by skilfully
exercising the actual diplomatic leverage that Canada is perhaps uniquely fortunate to
possess while sharing a continent with the world’s sole superpower.

1.3 Debating North American Options

In light of recent opinion polls indicating considerable Canaﬂan ambivalence over,
and frustration with, closer trade relations with the United States, it arprisi
the Committee heard very mixed views on Canada’s interests in deepening North
American partnerships. Beyond the specific concerns expressed about the impacts, or
deficiencies, of the continental free trade agreements (FTA/NAFTA)— notably over
softwood lumber, farm subsidies, water, culture, and investor-state disputes under
NAFTA’s Chapter 11 (see Chapter 4) — these divergent views tended to colour overall
stances on whether more integration of Canada within North America was a good or a

bad idea.

Some argued that increasing economic integration has substantially benefited
Canada and that opportunities exist to negotiate further integration on terms favourable to
Canada. Others criticized the record of continental free trade. Often tying that record to
critiques of corporate power, privatization, and perceived loss of democratic public
control, they objected to even the current level of integration as being a threat to
Canadian sovereignty, interests and values. So while some witnesses looked forward to a
more integrated North America, many others clearly did not. Business spokespersons
generally aligned with the first view; labour spokespersons with the second.

The first of the Committee’s cross-country hearings, in St. John’s, Newfoundland
on February 25, 2002, sharply revealed these faultlines. Chris Vatcher of the Memorial
University Students’ Union stated: “As a concerned youth of this country, | definitely have
concerns about moving anywhere nearer the United States.... | feel our country often
plays back-up batter or something to the United States.... | urge the Committee to stress
that we are a sovereign nation with our own individual concerns. Moving towards the
United States model, which is defipitely not sustainable and definitely in need of jmajor
adjustments, is not the answer.” According t0 Efaine Price of the Newfoundiand and
Labrador Federation of Labour, in the 1990s decade of free trade, “Canada became a
noticeably more unequal society. Real incomes declined for the large majority of
Canadians and increased only for the top fifth. Employment became more insecure and
the social safety net frayed.... Contrary to conventional wisdom that the FTA and its

40 Adrien Humphreys, “Canadians, Americans split on benefits of NAFTA”, National Post, September 7, 2002. The

poll, done for the newspaper and Global National, showed that slightly more Canadian respondents thought the
free trade deals with the United States had “hurt” rather than “helped” the Canadian economy (48% to 46%). At
the same time, a still larger percentage did not know the United States accounted for over 80% of Canada’s
foreign trade.

“" Evidence, Meeting No. 58, February 25, 2002.
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successor, NAFTA, heflped—create jobs, free trade didjin fact result in a major net
destruction of jobs.”4 However—Sean—MeGarthy—representing the Newfoundland and
Labrador Branch of the Canadian Manufacturers and Exporters, saw the issue as being
Canada managing necessary North American relations to better advantage: “I think there
have to be shared policy objectives between us and the United States.... Our economies
are already linked. Further economic linkages are inevitable and beneficial. What's
happened over the last ten years has proved the benefits associated with that.... In order
to have a strong public policy front mtﬁatlonally we have to have a strong flscal and

economic front to support those goals.’

Among opponents of further integration along North American—tines;,Professor—————
Rod Hill of the University of New Brunswick put the case as follows: 4

The majority of Canadians, | think, have just no interest in this integrationist
agenda, no interest from either the political or economic angle. And they must now,
| think, recognize what’s going on and say no to further integration with the U.S. |
firmly believe we have that choice. The integrationists will pretend to you that we
will pay a heavy price for this. But the facts do not support their case. They will also
try to narrow the focus of the debate, to focus it on the costs of not integrating
further while ignoring the benefits of retaining our policy autonomy — benefits that
are not easily quantified but of course are no less important for that.

Hill cited research by British Columbia economist John Helliwell on the importance
of domestic factors (which would include interprovincial trade) to citizens’ welfare and the
“diminishing returns of additional openness” through more external integration. Hill also
warned that continental integration might jeopardize Canada’s international position, citing
Helliwell to the effect that: “If Canada is faced with a foreign policy choice between a
globally oriented policy and one primarily focussed on contlnumg efforts to harmonlze
policies with the United States, | think the decisign-is—obv
to represent bad economics and bad politics.” i
that Canada could pursue a strategy similar to that of Norway, which has twice voted to
remain outside the European Economic Community.

By contrast, the Committee also heard appeals at both ends of the country
(e.g., from the Atlantic Institute for Market Studies in Halifax and from the Pacific Corridor
Enterprise Council in Vancouver) to strengthen natural economic ties with adjacent
regions across the border and improve links to the wider continental economy,
highlighting border and transportation infrastructures as key areas to work on. For some,
the risk of being marginalized or cut off from the centres of North American economic
dynamism was seen as the biggest risk to future jobs and incomes growth.

42 Evidence, Meeting No. 58, February 25, 2002.
43 Evidence, Meeting No. 58, February 25, 2002.
“ Evidence, Meeting No. 63, February 28, 2002.
" Ibid

23



In terms of national strategy, supporters of integration contended that policy must
face up to the realities of Canada’s situation. Professor Michael Hart of Carleton
University’s School of International Affairs pointed to factors arising from “deepening
silent integration ... [and] the fact that the institutions, the procedures, and the rules the
two governments [of Canada and the United States] have in place at this particular time
are more in tune with the reality of a free trade agreement, but not with the depth of
integration between the two countries, a depth that now goes far beyond the free trade
agreement and is more like a customs union or even a common market. | think the most
important challenge the two governments face is to find the appropriate institutions and
appropriate procedures and rules that catch up to this reality.” In Hart’s view, “we need to
acknowledge that a broad convergence in policy methods and ideas already exists
between the two countries.... Deepening integration between the two countries is likely to
continue, and will deepen even more as the two societies become ever more connected.
The question_[for—governments,—therefpre, is how to manage, help, or hinder that
integration.” i

Dr. Jayson Myers of the Canadian Manufacturers and Exporters put Canada’s
North American challenge this way:

Canada’s economic integration with the United States is being driven by the
successes and restructuring that continue to shape Canadian industry under the
NAFTA. The nature of that integration, however, poses a number of key challenges
for Canada and for Canadian business. It creates constraints for public policy, but
the abrogation of Canadian sovereignty is not at issue, in my view. This is a debate
about how best to manage our economic policy relationships with the United States
and Mexico in a way that ensures continuous economic growth and the creation of

high-value jobs in this country, while at the same time guarantegiqg Canadians the

ability to shape our own economic, social, and cultural futures.

Overall then, the spectrum of views ranged from a strong rejection of a more
integrated North America as a threat to Canada pursuing its own path to an equally strong
embrace of a mainly market-driven integration as offering a path of opportunity for
Canada in terms of Canadians’ security and prosperity on the continent. Occupying a
more middle ground were withesses who accepted the need for policies to adapt to the
realities of integration, but who insisted that it must be Canadian government decisions
that lead and shape that response.

The Committee believes most Canadians want to see a pragmatic, not ideological,
approach taken to relations with North American partners. However, our testimony
revealed important divisions over whether a high-stakes “strategic bargain”, of the kind
advanced by Wendy Dobson among others, could or should be pursued with the United

6 Evidence, Meeting No. 55, February 5, 2002.
47 Evidence, Meeting No. 55, February 5, 2002.
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States in particular. Witnesses also differed over the best tactics more generally for
advancing Canadian interests in continental dealings with its partners.

On one side, arguments were made that slow and steady is an insufficient
strategy. As Andrew Wynn-Williams of the B.C. Chamber of Commerce expressed this
view:

.. the reality is that integration is not going away, so whatever decisions we make,
we must make them quickly or the opportunity to actually make a choice will pass
us by. Canada has the ability to control the evolution of our relationship [with the
U.S.], primarily because it's one that matters more to us than to them. ... The
question we are faced with is whether we are going to make incremental changes
to take what comes and to adjust to the changing global circumstance as they are
forced upon us, or whether we are going to approach this with bold vision and
strong leadership. The Chamber believes we can’t let the future en by

default.... Canada must be in the driver’s seat, not the passenger seat.

However, even among Chamber of Commerce representatives there were also
cautionary reservations expressed about jumping into bold new initiatives such as moving
towards a customs union or other formal integration agreements. While stating that
Canadian business people tend to look at North America as a “single, integrated
marketplace, with only minor differentiation,” and that the Canadian government lacks a
“strategic approach” to the Canada-U.S. relationship, Chamber Vice-President Robert
Keyes observed that “reopening NAFTA could also be fraught with difficulties .- youre
going to take your chances with the outcome. It's not always a win. a -----
analyst Alexander Lofthouse added that the European Union’s long experlence with
negotiating international trade as a bloc remains extremely difficult and conflicted along

national lines, drawing the lesson that proposals for fugther—economic—integraton—————

arrangements should be investigated “with our eyes open.”

Some have argued that only a more comprehensive deal (Michael Hart) or a “big
idea” (C.D. Howe Institute) is likely to attract serious interest in the United States. The
Committee’s meetings in the U.S. capital indicated to us that going beyond the existing
NAFTA does not appear to be on the present political or policy agenda in Washington.
Canadian sceptics of moving ahead rapidly with a major new approach to the United
States at this time worry that more might be lost than gained. Louis Bélanger, Director of
the Institut québécois des hautes études internationales, while advocating a more
systematic rather than ad hoc approach to continental cooperation in order for Canada “to
better control its asymmetrical relationship with the United States”, warned that: “There’s
often a great temptation to reach quick compromises with the Americans, because there
are some urgent short-term economic gains for us.... If we do this we are agreeing to an

8 Evidence, Meeting No. 76, May 6, 2002.
49 Evidence, Meeting No. 89, June 11, 2002.
%0 Evidence, Meeting No. 89, June 11, 2002.
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approach that is a losing one for Canada.”
argued that “the strategic bargain concept should be approached with great caution. Apart
from the formidable problem of managing trade-offs, integrative arrangements, once

arrived at, are rarely reversible, create pressures for mgre-integrationanad-havetongterm———————

consequences, many of which cannot be foreseen.”

Professor Reginald Whitaker of the University of Victoria rejected the case put
forward that “the current security crisis offers an opportunity to negotiate a grand new
framework to solve some of Canada’s outstanding economic problems in the
Canadian-American relationship, even if we are to assume that such arrangements would
be a good thing, for the purposes of argument. Rather, the current context makes such
negotiations particularly dangerous for Canada. More than ever, | suggest,
incrementalism is the safest route.” Whitaker went on to emphasize “that entering into
strategic negotiations towards closer integration with a bargaining partner that is fully
committed to unilateralism and maximum maintenancepgf its own sovereignty, and has
the clout to enforce that, seems unwise and ill-advised.”

The Committee agrees that witnesses’ precautions about a hot pursuit of more
integrated arrangements with North American partners, especially bilaterally with the
United States, are a useful reminder that any integration proposals ought to be subject to
a rigorous national public-interest evaluation before being proceeded with, and then only
if the results of such public examinations show significant net benefits to Canada
outweighing any costs. That does not mean Canadians should be content with the status
quo; far from it. Ideas, whether for more or for less integration, that promise advantages
for Canada should be investigated thoroughly, especially “big” ones that could affect
many policy areas. We do not expect that outcomes can be predicted with certainty, even
among the most pragmatic of the contending approaches to North American integration.
However, the Government must be in a position to make the best assessment possible,
and — as important —to share its strategic objectives with Canadians through a
transparent public process. These questions are too important to be left to quiet
negotiations behind the scenes.

14 The Impact of September 11 on the North American Agenda

What of the unanticipated circumstances that arose as a result of the
September 11, 2001 terrorist attacks on the United States? How has the longer-term
aftermath of those terrible events altered or reoriented the North American policy options
confronting Canada?

" Evidence, Meeting No. 60, February 26, 2002.
2 Evidence, Meeting No. 80, May 8, 2002.
% Evidence, Meeting No. 76, May 6, 2002.
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Most of the Committee’s witnesses agreed there has been a significant impact,
though many would also agree W|th Denis Stairs’ observation to us in November 2001
that “maki cumstances of short-term high drama will produce
mistakes.” as a frequent touchstone in testimony for galvanizing
a more proactive Canadlan approach to relations with North American partners. For
example, Dr. David Zussman, President of the Public Policy Forum, one among a number
of Canadian public and private organizations investigating continental integration
scenarios, concluded that “September 11 has dramatically changed the nature of
Canadian-U.S. relations, and the border has become a symbol of Canada’s very close
economic ties with the U.S., but also of Canada’s vulnerability to American influence and
will.” Noting that “Canada’s economic security is inextricably linked to the physical security

of North America,” he contended that “September 11 has provided D‘pp'crt‘umty‘l'o“frx"—
longstanding problems related to the border and immigration policies [

Integration sceptics as well as proponents were quick to acknowledge the policy
pressures that have been generated. As Reg Whitaker put it: “The effect of September 11
has been to intensify the twin problems of North American security and trade and to tie
the two together in an unprecedented manner.” Whitaker warned that “the call now is to
seize the border security issue as a window of opportunity for Canada to convince th
U.S. that North American integration should be accelerated and formalized.”
Stephen Clarkson expressed concerns that, “In the context of both Mexico and Canada
depending on the U.S. market to purchase nearly 90% of their exports, and in the shadow
of September 11th, when Washington caused pandemonium in the board rooms of the
continent by (temporarily) shutting down U.S. borders, the policy elites in aII nree
countries are talking up the need for making another huge leap into full mtegratlon

Indeed, the Committee heard some testimony linking far-reaching integration
agreements to a post-September 11 point of departure. In the words of Professor Barry
Scholnick of the University of Alberta School of Business: “What you saw after

% Cited by Don Barry, Evidence, Meeting No. 80, May 8, 2002.

% “Notes for a presentation at SCFAIT”, February 5, 2002, p. 9, and Evidence, Meeting No. 55, February 5, 2002.
Thomas Courchene has argued that September 11 “burst America’s bubble of invulnerability” and underlines its
need for international cooperation to enhance its own security. At the same time, he suggests “there is little
doubt that Canada will be progressively drawn into the U.S. security orbit or security perimeter. This is sure to
have implications for Canadian policy in a broad range of areas relating, at a minimum, to immigration,
refugees, border controls, passport screening and the like, but presumably extending into many other areas.”
(Courchene, Embedding Globalization: A Human Capital Perspective, Institute for Research on Public Policy,
Montreal, Policy Matters, vol. 3, no. 4, March 2002, “Postscript: September 11, 2001”, pp. 46-47.)

% Evidence, Meeting No. 76, May 6, 2002.

" Clarkson, “The Integration Assumption: Putting the Drive for Continental Visions in Context”, Submission of May

7, 2002, p. 5. Industry Canada deputy minister Peter Harder, appearing as the chair of the Government’s North
American Linkages project, told the Committee that “now is the time to engage in this public policy discussion”,
citing Wendy Dobson as putting “forward an interesting idea. She suggested that now is the time to act. Canada
needs to take the lead before the U.S. is forced to react. The tragic events of September 11 are providing
Canada with a window of opportunity to think big and engage the Americans. She says that ad hoc approaches
are lost in the U.S. political system. A strategic bargain is not just what we give up but what we gain.” (Evidence,
Meeting No. 90, June 13, 2002.)
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September 11 is the concern about the functioning of the border increasing rapidly in
political circles as well as, | would argue, in the views of many Canadians. My proposal to
move from the current free trade agreement to a deeper economic integration and
customs wunion | would argue has significant political benefits in light of
September 11.... | would suggest that, politically, the time right now is appropriatete————
introduce the idea of a customs union in both Canada and the United States.” | 1Michael
Hart did not go that far but stated: “I think timing is crucial. It is very difficult te! get the
Americans’ attention, but we have that attention. We have a dialogue that Is in progress,
and now is the time to move ahead on it.”]" jAtthoughthe-Committee did ot detectmuch
interest in “NAFTA-plus” ideas from State Department and U.S. Trade Representative
officials with whom we met in Washington, there have been suggestions that the fallout
from SeptemljerttToutdattow Camady to take over the lead from Mexico in setting such
an agenda:LDn the-defenee-and-seeuty front, Frank Harvey agreed that “the Americanﬁ

have beco much more aggressive about becoming unilateral after September 11,”
but was among those arguing for Canada to move forward with closer military an
security cooperation in areas where the growing mutual vulnerability of North Americans
has underlined convergent interests with those of the United States.

On the other side, a number of withesses were not persuaded that September 11
should necessarily evoke a Canadian response towards further integration or policy
alignments with the United States. Indeed, on the contrary, Rod Hill contended that “since
September 11, what went on in the United States has been seized upon in a very crass
and opportunistic way by the integrationist forces to just redouble their clamour. In fact,
the way | feel personally — I'm speaking again now as a citizen, not an economist — is
that it's simply redoubled view that it's more important than ever [to keep our distance
from the United States.”C_Interms of the trading refationship, faw professor Richard
Ouellet of Laval University argued that Canadian and American trade policy interests do
not coincide, and the September 11pvenis are not "the best of reasons” for going
towards North American integration.6£
“those events will not change the fundamental Canada-USA relationship.

L. L FaY (] AA 4 1 T Xl ;"
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Confronting the possibility of using September 11 to argue for securing a common
North American space or defence “perimeter,” Professor Stéphane Roussel expressed

%8 Evidence, Meeting No. 82, May 9, 2002. See also Rolf Mirus, “After September 11: A Canada-U.S. Customs
Union”, Policy Options, November 2001, pp. 50-52.

5 Evidence, Meeting No. 55, February 2, 2002.

€ Similar reflection is going on within some U.S. agencies that have been following the Canadian debate on the

implications of September 11 for North American economic integration. See Tom Jennings, “Closer Integration
Between Canada and the United States?”, International Economic Review, United States International Trade
Commission Publication 3527, May/June 2002, p. 7-10.

1 Evidence, Meeting No. 61, February 27, 2002.
2 Evidence, Meeting No. 63, February 28, 2002.
8 Evidence, Meeting No. 60, February 26, 2002.
6 Evidence, Meeting No. 60, February 26, 2002.
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concerns that such security concepts might be too easily expanded and linked to multiple
sectors of cross-border cooperation, noting that “very few sectors are excluded from the
pretext of security, explaining why it is so important for Canaga;imparticutar todefimrethe—————
limits of cooperation between the two states very carefully.”[ 1Professor Laura Macdonald, ———
Director of Carleton University’s Centre for North American—olitics and Society, told the
Committee: “The events of September 11 require that we think much more carefully
about where North America is going and what Canada’s role in it will be.... After
September 11, we've seen the return of U.S. attention to its northern ally, but we seem to
be getting attention for the wrong reasons, because of the perception in the United States
of Canada as a haven for terrorists. These perceptions have profound implications for
Canadians.” Macdonald worried that a “Fortress North America” approach could lead to a
“‘Mexicanization” of the Canada-U.S. border rather than more appealing
“Europeanization” options, as debates pover bala ' gcCurity
imperatives play out in Washington. op i Amittee-takesup-aga i
Chapters 3 and 4.

Most witnesses would probably agree with the assessment that, more than a year
after the September 11 terrorist attacks, U.S. security concerns still predominate on the
actual political agenda of North American cooperation. These are concerns also shared
by many Canadians. Public opinion surveys show majorities of both Canadians and
Americans supporting common border security policies and putting improved border
security ahead of the easing of restrictions on cross-border trade, which wa<—most-d-rrect+y—
affected by the measures taken in response to September 11. [ALb,emﬂQ the
U.S.-Mexico relationship appears to have cooled, a closer Canada-U.S. partnership has
emerged around measures oriented towards defending North America against possible
future terrorist attacks. At the same time, and in a context of growing assertion of U.S.
power, as Daniel Cohn put it succipgtly: “The price of difference has gone up as of
September 11 — no doubt about it. "6

1.5 Towards a Strategic North American Policy Direction for Canada

So what is to be done? The first point to make is that Canada, and Canadians,
have some choices to make, as a sovereign country and in the North American context
post-September 11. The Committee takes the view that we do have policy options and
substantial room to manoeuvre even in policy areas most affected by increased

5 Evidence, Meeting No. 77, May 7, 2002. A cautionary example used by Roussel was U.S. Ambassador Paul

Cellucci’'s December 19, 2001 appeal for continental energy cooperation on security grounds.

Evidence, Meeting No. 88, June 6, 2002.

" For example, the survey commissioned by the Centre for Research and Information on Canada (CRIC), the

School of Urban and Public Affairs at the University of Texas at Arlington, and Publius: The Journal of
Federalism, released in Montreal June 20, 2002 (for details, see www.cric.org ).

8  Evidence, Meeting No. 78, May 7, 2002.
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continental integrationijﬁd—by—w—seeu«y—iﬁape(-awes—Ne note, moreover, that
Canadian policies hav ntinued to diverge from those of the United States on major

matters of global import, such as the International Criminal Court, the Kyoto Protocol, and
Iraq. Nor is Canada’s formal legal sovereignty in question or at issue. Rather, the point
about choices is to ask: what are the aims of asserting Canadian sovereignty in
international relations and in affected domestic policy areas? And in the continental
context: what are the purposes of pursuing closer collaboration with North American
partners, or alternatively, more autonomy and an accentuation of differences?

In the Committee’s view, there remains a need to define more clearly where
Canada’s national public interests lie in regard to North American objectives, and having
done that, to be prepared to pay for what we say we want. In our view also, it is important
not to limit unduly our choices of North American policies by prejudging them either on
grounds of ideology or misplaced symbolism. Options need to be examined on their
merits. Reg Whitaker, although a noted sceptic of pursuing a big “strategic bargain” with
the United States, made a telling point in this regard when he stated:

.. national sovereignty should not be understood as an end or objective in itself.
Sovereignty should be a means to an end, which is a better life for Canadians.
Limitations on sovereignty that serve this end should not be rejected for
nationalistic reasons. |deas like a customs union, common market, or other
structural frameworks for North American integration might indeed serve that end
of a better life for Canadians. The benefits, of course, have to be carefully
assessed and balanced against the loss of soverelgnty th

such big ideas are legitimately on the table for debate.

The first choice to make, however, is how much priority to give to developing and
managing our North American relationships. That choice concerns, above all, our
relationship with our most important bilateral partner, the United States. But it also
includes our relations with Mexico (and perhaps beyond that with the Americas, as a

bridge linking our North American to our hemispheric policy interests). W ilgCamada

should maintain its own global perspective and seek diversified opportunltles We-cannot
afford the luxury of imagining ourselves to be isolated from a North American destiny,
unless we are prepared to ignore geo-economic realities and pay almost any price. The
Committee believes the Government should therefore explicitly affirm North American
relations as a top priority.

8 That case is also put forward in a recent book, George Hoberg, ed., Capacity for Choice: Canada in a New

North America, University of Toronto Press, Toronto, 2001.

" Evidence, Meeting No. 76, May 6, 2002.

" With respect to foreign economic policy, a former Canadian minister of international trade, Roy MacLaren, has

warned that: “The prospect of pursuing successful policies distinctive in terms of our history, traditions and
values, let alone a degree of independence in monetary and fiscal policy, is dim if we do not diversify the
sources of our affluence.” (“Wanted: EU trading partners”, The Globe and Mail, August 16, 2002, p. A11) Such
diversification cannot simply be dictated from the top, however, since it needs to reflect national interests
perceived by and acted on by Canadians if it is to have much prospect of success. (See also Drew Fagan, “It's
time we faced facts: Canada’s focus must be on North America”, The Globe and Mail, August 16, 2002, p. B8.)
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At the same time, there is nothing manifest about this destiny that determines it
must be on U.S. terms. To the contrary, the Committee is concerned about what will
happen if Canada does not move vigorously to assert its own continental vision and
agenda. The danger is that, despite the shock of September 11, we could fall back into
drifting along until forced again into a defensive, reactive mode. The result of that would
likely be a weaker international position for Canada, not a stronger or more autonomous
one.

Given the overarching issues that have been raised, the Committee urges the
Government in the following series of recommendations to take the initiative in promoting
a Canadian national-interest agenda for our North American relations. Moreover, in
approaching such a Canadian policy agenda, we agree with Daniel Schwanen of the
Institute for Research on Public Policy, that for a functional level of integration and
political cooperation serves Canadian interests to be achieved, there is no reason to
assume common or harmonized policies are inevitable, necessary, or even desirable.
Indeed, much can be accomplished through mutual agreements designed to facilitate
shared objectives and build confidence — as in the “smart border” initiatives Canada is
already pursuing with the United States. But beyond that, as he put it well:

... Canada requires a global strategy relating to the future of North American
relations. We cannot simply limit ourselves to a day-to-day approach and an ad
hoc response to whatever crisis may arise. | have every reason to believe that we
will have to invent our own integration model, a model that is peculiar to Canada
and the United States, and perhaps Mexico as well, as we have already done in
the case of trade relations, rather than importing a European model or rallying
around c7:g epts such as a monetary or custonIus union, for want of a better
solution.

The Committee believes it is clearly time to devote serious attention to elaborating
such a North American strategy.

Recommendation 1

The Government of Canada should explicitly make Canada’s relations
with its North American partners an overall policy priority. In that
regard, and particularly in terms of defining the North American
dimension of Canadian foreign policy, the Government should
elaborate a coherent public strategy for advancing Canadian interests
and values in the context of North America, including Mexico,
beginning with its comprehensive response to the recommendations
in this report.

2 Evidence, Meeting No. 64, February 28, 2002. See also Schwanen, “After September 11: Interoperability with

the U.S., Not Convergence”, Policy Options, November 2001, p. 46-49.
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A second point that emerges strongly from the Committee’s study is that
capabilities — adequately resourced and coordinated policy instruments — are needed in
order to follow through and effectively implement the choices arrived at through strategic
policy development and public deliberation. Only on that basis can we expect Canadian
approaches to be taken seriously by our American and Mexican partners. In our
preliminary report of December 2001, we cited then-Foreign Minister John Manley’'s
acknowledgement that Canada has allowed its international policy capabilities to decline.
Those were choices Canada made; we cannot blame others for them. Although the
Government has increased security-related spending in response to September 11, that
assessment remains apt a year later, and Mr. Manley is now in the key position of
Finance Minister and Deputy Prime Minister.

As important as sufficient resources is leadership in coordinating the various
actors, policy elements and mechanisms that must be involved in managing an
increasingly complex North American relationship. Here, too, deficiencies abound; a case
in point is the longstanding border problems, which received at best intermittent political
attention prior to September 11. As David Zussman told the Committee: “One of the
things we learned at our borders conference is that the large number of federal
departments and agencies, as well as provincial organizations with an interest in border
and Canada-U.S. relations issues, makes it difficult for the federal government to develop

a consistent response and consistent strategy—Ourgovernmentatmachinery isoutmoded
and not working as well as it might.” 3

[lataran Canadian-Amarican ralatinne cchalar
etea—odiaaa-~HReHca—te o Hs—SG6HO

Stephen Clarkson has argued that Canadian diplomacy in Washington “practises the ad
hoc, reactive, crisiss-management techniques it had worked out before free-trade times,”

and that Canada’s federal government has not yet developed “a capacity to deal wi

Canada’s multifaceted American relationship in an institutionally coordinated manner.””

Matters may not be as problematic as such observations suggest. But the
Committee believes they point to factors that could inhibit the assertion of the strong and
credible Canadian policy framework towards North America that our first recommendation
calls for. Budgetary constraints over the past decade have affected Canadian foreign
policy capacities, and there is a need for reinvestment. Responsibilities for key North
American issues are divided among ministers, departments, and agencies. In the case of
current Canada-U.S. relations, the Deputy Prime Minister has retained certain
responsibilities in the area of cross-border security that might normally be those of the
Minister of Foreign Affairs. The Department of Foreign Affairs and International Trade
(DFAIT) has established a North American Bureau, but it is Industry Canada’s deputy
minister who chairs the North American Linkages project of the government-wide Policy
Research Initiative. And so on. The point is not to question the different roles that are
being performed as circumstances may warrant; rather, it is to underline the need for both
adequate resources to do the job and adequate means of coordinating these policy
efforts across the government.

3 Evidence, Meeting No. 55, February 5, 2002.
™ Clarkson, “Don't give it away, Mr. Chrétien, protect it”, The Globe and Mail, August 9, 2002, p. A11.
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In the Committee’s view, DFAIT must also be in a position to contribute leadership
in developing a strategic vision for the North American dimension of Canada’s
international relations. That role should also be pursued within a more coherent overall
approach by the Government to the totality of our North American relations, given how
crucial these are to Canada’s domestic security and prosperity, as well as to our place in
the world. Coherence and coordination in this regard might be strengthened through
inter-departmental and inter-agency mechanisms. But more than bureaucratic attention is
needed. Ministerial leadership is required to be exercised, both through DFAIT and
collectively at the Cabinet level.

Recommendation 2

The Government should address Canada’s diminished international
policy capabilities in the next and future budgets, ensuring that
sufficient resources are provided to allow the Department of Foreign
Affairs and International Trade to provide leadership in developing and
implementing a strong, credible, strategic framework for Canada’s
relations with its North American partners.

Recommendation 3

The Government should also ensure that there is coherence and
coordination among all federal activities in which significant North
American relationships are involved. To that end, consideration could
be given to creating a special Cabinet Committee on North American
Relations. Such a high-level committee could be co-chaired by the
Deputy Prime Minister and the Minister of Foreign Affairs and could
include other ministers with important responsibilities that relate to
North American issues.

A third and final point is that the federal government cannot do this alone. Of
course some elements of building a better North American partnership require the willing
engagement of Canada’s American and Mexican partners. That is probably more difficult
to achieve with a United States preoccupied by issues of “homeland” security; moreover,
as witnesses such as Stephen Blank emphasized to the Committee, such engagement
needs to reach beyond the U.S. capital to all parts of the American political system if it is
to be effective. It is not just a matter of having the right ideas, even assuming we can be
confident about what those are (and we have suggested that, for example, a sweeping
continental “strategic bargain” should be approached with prudent caution requiring
further study and debate). Indeed, the point was made by Danielle Goldfarb of the
C.D. Howe Institute that “a great vision, a great framework, no matter how interesting,
proactive, or beneficial to Canada, will effectively go nowhere in terms of the Canada-U.S.
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relationship if we are not able to engage the Americans.”7ﬁ°¢e—wm—have—mere—(e—say—%—

this in Chapter 5.

What is just as important to underline at this stage is that any framework for North
American relations worth pursuing will also go nowhere, and deserve that fate, unless it
engages Canadians first. Such a framework or strategic vision should seek to reflect a
substantial national consensus on how best to both protect and promote Canadian
interests and values through relations with our North American partners. Building that
consensus may be difficult, but it is a necessary task that should be initiated and led by
government rather than left to the private sector and non-governmental groups. One way
to begin the process might be to convene a national roundtable (and perhaps also
regional roundtables) on North American relations following the release of a public
strategy paper. Such a process could be carried on and refined as warranted in response
to evolving circumstances.

In addition, the design and implementation of a Canadian framework should take
into account the interests of non-federal levels of government (provinces, territories, and
municipalities), which are increasingly involved in and affected by important aspects of
North American relations. While respecting both the particular role of the federal
government in foreign policy and the constitutional responsibilities of other levels of
government, consideration could be given to involving all levels of government in
cooperative working arrangements aimed at strengthening policy development and
implementation in regard to Canada’s relations with its North American partners.

The crucial task, in the Committee’s view, is to think about ongoing collective
processes that will encourage a focus on Canada’s objectives in North America, and on
the best means for governmental representatives to achieve them, in the long-term
interest of all Canadians.

Recommendation 4

In order to encourage further public engagement focused on Canadian
objectives in North America, the Government should consider
convening national and/or regional roundtables on North American
relations following the public release of an initial policy statement.
Such a consensus-building process should be carried on as
warranted by evolving circumstances.

Recommendation 5

Given the increasing involvement of non-federal actors in many
aspects of North American relations, the Government should consider
how best to take into account the interests of other levels of

®  Evidence, Meeting No. 77, May 7, 2002.
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government — on a cooperative basis and through an established
process of consultation with provinces, territories, and
municipalities — within an evolving Canadian strategic policy
framework for advancing these relations.
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CHAPTER 2: UNDERSTANDING A
CHANGING NORTH AMERICA

There will always be issues that the United States, Canada, and Mexico would rather not hold in common,
but even then North America will remain a reluctant trinity, always together, though not always in
agreement. Our futures are overlapping whether we like it or not.

Anthony DePalma,
Here: A Biography of the New American Continent,
Public Affairs, New York, 2001.

A. GROWING NORTH AMERICAN LINKAGES, BUT DISPARATE SOCIETAL
REALITIES AND DISTINCT NATIONAL IDENTITIES

Geography makes Canada a North American nation — combined, especially in the
case of the United States, with historic friendship, alliances and partnership, as Preside
John Kennedy famously underlined in an address to the Canadian Parliament in 1961.
As the Committee has argued in Chapter 1, however, there is nothing necessarily
“‘manifest” (in the sense of destiny preordained, or options foreclosed) about the trajectory
of Canada’s relationship with its powerful neighbour, or about the future shape of a
post-NAFTA North American region that includes more integrated relationships with
Mexico as well. Indeed we share a continent, but how we share it is still a matter for
Canada and Canadians to decide.

Canada’sEloIace within North America has been debated for as long as there has
been a Canada.” Yet entering a new century may mark a new and much more complex
phase in what has been a long, uncertain, even “ambivalent” evolution. Whither, then, a
changing Canada within a changing North America? Do we have a sense of the Canada
we want in terms of the North America we want? Or have we only just begun to ask that
kind of question, despite the enormous economic linkages with our NAFTA partners that
dwarf all of our other trade and investment relationships combined?

The American journalist “biographer” of North America Anthony DePalma laments:
“We know North America exists, but we do not know North America.” Yet he goes on to
suggest: “The drug trade, international trade, immigration, cultural exchange, mass
communications, shared defense — all are linkages across our borders that are leading

Hansard, May 17, 1961. What he actually said was: “Geography has made us neighbours. History has made us
friends. Economics has made us partners. And necessity has made us allies. Those whom nature hath so joined
together, let no man put asunder.” (p. 4963)

See, for example, W. Andrew Axline, ed., Continental Community? Independence and Integration in North
America, McClelland and Stewart, Toronto, 1974; Alan Smith, Doing the Continental Conceptualizations of the
Canadian-American Relationship in the Long Twentieth Century, Canadian-American Public Policy, No. 44,
December 2000.
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inevitably toward the integration of North America into a single, seamless entity.’fl This
leap of logic was written before September 11, 2001; no doubt the common imperatives
of protecting North Americans from terrorism would now be added to that list. Most
Canadians, however, would doubtless contend that the pursuit of closer relations among
North American partners, based on certain concrete mutual interests, is very different
from the highly institutionalized path of complicated political as well as economic
integration on which European Union members states are presently embarked.

For most Canadians, the pﬁospect of a similar North American union emerging is
unlikely, even in the longer term.” In a highly varied continental landscape, marked by
obvious asymmetries among the partners, the destination of relations remains uncertain.
As acknowledged in a recent government-supported research report on future scenarios
for North American integration, and as testimony before the Committee confirmed,
counter-integration scenarios can also be envisaged that might seek instead to affirm a
broader multilateralism, to distance Canada from North American partnerships, or to
derail deeper integration options. The more likely prospects, however, would seem to be
for a continuation of the mainly bilateralist status quo, perhaps in an enhanced form, or
for some further institutionaIEation — albeit probably quite limited — of North American
relations along trilateral lines.

The Committee will address in Chapter 5 some of the more speculative of these
options, including calls for building a trilateralist “North American community” — notably
the case put forward to us by academic policy advocates like Dr. Robert PastorEI as well
as the “North American vision” embraced by leading members of the Fox administration
and others in Mexico. What we want to concentrate on at this stage is getting a clearer

DePalma, Here, p. 2 and 14.

However, research on public opinion from a 1990 World Values Survey (i.e., pre-NAFTA) has shown somewhat
surprisingly that 24% of Canadian respondents (along with 25% of Mexicans and 46% of Americans) at that time
supported “doing away with borders” in North America. (Inglehart, Nevitte and Basanez, The North American
Trajectory: Cultural, Economic and Political Ties Among the United States, Canada, and Mexico, 1996, p. 145.)
In sketching an outlook for North American integration, these authors conclude: “Our evidence does indicate
that the reasons for maintaining borders are not as strong as they once were. The historical logic that kept these
countries apart does not apply to contemporary circumstances for significant proportions of these publics.
Indeed, given the right conditions, it does not apply to a majority of citizens in any of these states. North America
may be closer to economic union than most people imagine. In the more distant future, even political union may
be on the agenda.” (p. 171)

Policy Research Initiative, Report on the Conference held at Carleton University, May 12-13, 2002,
Strengthening the North American Partnership: Scenarios for the Future, Ottawa, released August 2002 and
available at www.policyresearch.gc.ca. That report outlines three possible scenarios under conditions of
continuing integration: (1) “bilateral asymmetric North America” — in which there are “incremental increases in
cooperation and coordination” but existing inter-governmental patterns prevail; (2) “confederation North
America” — in which linkages are intense, actors “identify first and foremost with North America”, and there is a
“rich panoply of continental institutions”; (3) “consortium North America” — seen as a “more feasible ... middle
ground” in which “three national states with clear identities work together on a range of functional tasks”. (For a
more historically-rooted conceptualization of Canada’s varied North American integration options, see also
George Hoberg, “Introduction: Economic, Cultural and Political Dimensions of North American Integration”,
Chapter 1 in Hoberg, ed., Capacity for Choice: Canada in a New North America).

See Evidence, Meeting No. 56, February 7, 2002. Pastor outlines his comprehensive agenda in detail in Toward
a North American Community: Lessons from the Old World for the New, Institute for International Economics,
Washington, D. C., August 2001.
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grasp of some of the main features of the North American empirical landscape. We also
refer to recent surveys of public attitudes in the three countries that will continue to
condition the environment for Canadian policy responses, whether or not any of those
futuristic integration ideas are eventually taken up.

BOX1
THE REGION IN SOCIO-ECONOMIC PROFILE

North America is the largest economic region in the world. Home to 413 million
residents, Canada, the United States and Mexico account for about 6.8% of the
world population, but together produce over 37% of total global economic output
each year. Gross Domestic Product (GDP) for the continent is estimated at US$11.5
trillion for 2001, comparable to the economic production of Japan and the
15 countries of the European Union combined.

As the largest national economy worldwide, the United States is unquestionably the
economic powerhouse within North America. The United States accounted for close
to 89% of all North American economic output in 2001. Canada ranks as the next
largest economy in the region and eighth-largest in the world, slightly ahead of
Mexico, the two countries contributing approximately 6% and 5% respectively of
North America’s GDP in 2001.*

While Canada, the United States and Mexico share a common economic space,
there exist considerable economic and social differences among the three countries.
Unlike common markets such as the European Union, where most countries enjoy a
comparable standard of living, there is a wide gap in incomes and quality of life
indicators between Canada and the U.S. on one hand, and between either of these
and Mexico on the other.

Canada and the United States are among the wealthiest countries in the world. On a
per capita basis, the United States is the second-richest country in the world, behind
only Luxembourg, while Canada is the seventh-wealthiest. By contrast, Mexico is still
considered to be a developing country. Economic production in Mexico was
equivalent to just over US$9,000 per person in 2000 — about a quarter of the level
in the United States. Mexico is ranked fifty-fifth in GDP per capital.

Similarly, quality of life indicators rank Canada and the United States far ahead of
Mexico. Life expectancy at birth in Canada is more than ten years longer than in
Mexico and the infant mortality rate in Canada is less than a quarter the level in
Mexico. Literacy and post-primary education enrolments are much higher in the
United States and Canada than they are in Mexico. As well, income is far more
evenly distributed in Canada and the United States than in Mexico, and poverty
levels are much lower.
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While Mexico lags behind Canada and the United States in most indicators of
economic health or standard of living, it has seen a remarkable improvement in
many of these indicators in the recent past. To list a few: life expectancy in Mexico
has increased by more than ten years since the 1970s; the infant mortality rate has
fallen by over two-thirds; adult literacy is climbing; and the fertility rate has more than
halved. Mexico also has a far younger population than either Canada or the United
States, improving the prospects for long-term economic growth in that country.

The combination of healthy economic growth and improving social and health
conditions in Mexico have resulted in a considerable improvement in that country’s
score on the United Nations Human Development Index (HDI). Since 1975, Mexico’s
HDI value has increased by 10.7 percentage points, compared with increases of 7.2
points for Canada and 7.6 points for the United States. According to the 2002
Human Development Report, Mexico’s 2000 HDI value of 0.796 puts it in 54th place,
just below the “high human development” category, and compares with a 2000 HDI
value of 0.94 for Canada (ranked 3rd) and 0.939 (ranked 6th) for the United
States™™.

Comparative Statistics on the NAFTA Countries

Canada U.S. | Mexico
Total population (millions) 2000 30.8 283.2 98.9
GDP per capita $| 27,840 34,142 9,023
(PPP $U.S.) ranking 7 2 55
UN Human Development Index Ranking 2000 3 6 54
Income inequality poorest 10% 28 1.8 1.3
(share of income - in %) richest 10% 23.8 30.5 41.7
Life expectancy at birth 1970-75 73.2 71.5 62.4
(years) 2000 78.8 77.0 72.6
Total fertility rate 1970-1975 20 20 6.5
(per woman) 1995-2000 1.6 2.0 2.8
Infant mortality rate 1970 19.0 20.0 79.0
(per thousand) 2000 6.0 7.0 25.0
Adult literacy rate 1985 99.0 99.0 85.3
(% age 15 and over) 2000 99.0 99.0 91.4
Source: UN Human Development Report - 2002

*

Calculations using data from the International Monetary Fund (IMF). Available at:
www.imf.org/external/pubs/ft/weo/2002/01/data/index.htm}

**  Detailed comparative data by country are available at :
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http://www.imf.org/external/pubs/ft/weo/2002/01/data/index.htm
http://www.undp.org/hdr2002

As indicated by the regional socio-economic profile in Box 1, and as thoroughly
reviewed in this chapter's Section B overview of an emerging North American economic
space, the facts of intensified economic linkages among Canada, the United States, and
Mexico are hard to escape. Indeed, by the end of the 1990s, eﬁ;ht of ten Canadian
provinces were trading more internationally than interprovincially,~ and the volume of
Canada’s NAFTA trade is now double that of interprovincial trade. Mexico has become
even more trade-dependent on the U.S. market than has Canada, and in an even more
asymmetrical way. During the past decade these growing linkages have also been
accompanied by government policy agendas that, with certain protectionist exceptions,
have broadly supported a liberalization of flows of goods, services, investment and
capital, if not labour, across the continental economy.

The wider impacts of these North American economic trends have been variable,
as well as difficult to disaggregate — for example, from more general factors such as
government cutbacks to eliminate budget deficits, technological change or other
“globalization” forces. In estimating net gains or losses, William Kerr of the Estey Centre
for Law and Economics in International Trade also pointed to “the very long adjustmer&
process that takes place when you put in a major trade liberalization like the NAFTA.
Supporters as well as critics of the trade agreements have found fault with Canadian
socio-economic performance since their entry into force. For example, Jayson Myers told
the Committee that Canada “has become a relatively poorer market over the past ten
years as a result of declining per capita incomes and a depreciating dqllar.... Canada
runs the risk of becoming a marginalized economy within North America.”™ For their part,
labour spokespersons and civil society critics of the free trade agreements often
contended that there has been little evidence of promised productivity or real wage gains.
At the same time, Professor Teresa Cyrus referred to research indicating that tra
exposure seems to have played little part in rising poverty levels or income inequalitiescﬁ
Solid data are often hard to come by or contested as to interpretation, even in regard to
NAFTA’s economic effects. It is unsurprising, then, that a forthcoming critical review of
NAFTA by a Canadian analyst finds its broader social impacts to be difficult to evaluate

The exceptions were Nova Scotia and Prince Edward Island. See Daniel Drache, “Integration without
convergence? The North American model of integration”, Canada Watch, York University Centre for Public Law
and Public Policy and the Robarts Centre for Canadian Studies of York University, November-December 2000,
vol. 8, nos. 4-5, p. 65. The most recent data indicate that all provinces are now trading more internationally than
interprovincially, although the continuing importance of domestic market preferences should not be
underestimated. For further analysis see John Helliwell, Frank Lee and Hans Messinger, “Effects of the FTA on
Interprovincial Trade”, chapter 2, in George Hoberg, ed., Capacity for Choice: Canada in a New North America
(2002)

8 Evidence, Meeting No. 83, May 10, 2002.
®  Evidence, Meeting No. 55, February 5, 2002.
" Evidence, Meeting No. 59, February 26, 2002.
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ms should be balanced against more troubling
observations. | to deepen understanding of the full impacts of
North American integration, taking into account a range of related public concerns in all
three countries.

As shown by the data in Box 1, all three countries of North America have recorded
a progressive rise in “human development” performance indicators during the period of
freer trade. Relative disparities remain a major policy challenge, however, with Mexico as
a whole still far behind Canadian and American living standards. Research presented to
the Committee by Dr. Mario Polése also showed some parts of North America to be
better positioned to benefit from liberalized continental economic linkages than others.

For example, within Canada, Ontario has increased[itS economicatly dominant positiorn;
within Mexico there is a sharp north-south divide.[ }Obviously,—persistent-regional-and————

social disparities are a challenge to governments in terms of developing policies that can
respond adequately to both the combined and the uneven impacts of these economic
changes across North America. That is also a shared trilateral challenge about which we
will have more to say in Chapter 5. To date, however, there has been little policy
deliberation in common among the three countries in that regard. There is even less
sense of a shared North American “projet de societé”, despite debate during the NAFTA
negotiations about adding a NAFTA “social dimension” and current Mexican President
Vicente Fox’s championing of a broader development “vision” for North America. Even
between Canada and the United States, high and growing levels of economic
interdependence do not seem to hgve tedtoas much policy convergence as might| have
been expected, desired, or feared.

With respect to public attitudes and feelings about national identities, a similarly
complicated and often ambiguous picture emerges across North America from the
plethora of polls probing Canadian, American, and to a lesser extent, Mexican opinions, in
particular since September 11, 2001. Sometimes these serial snapshots of the public
mood do more to confuse than to clarify. Nonetheless, among the most consistent
findings are that maijorities in the three countries have become more comfortable with the
idea of closer economic relations (if remaining ambivalent about who benefits from
agreements like NAFTA); yet at the same time, most citizens also remain attached to
maintaining differences in national public values and separate political identities.

This kind of national consciousness certainly appears to characterize general
Canadian public opinion and indeed may have become more pronounced, even while

" John Foster, “NAFTA at Eight: Cross Currents”, in USA and Canada 2003, 5th edition, Europa Publications,
London, forthcoming December 2002; cited with permission. For contrasting American and Mexican
assessments of NAFTA’s performance, see also the debate “Happily Ever NAFTA?”, in Foreign Policy,
September/October 2002, p. 58-65.

2 Evidence, Meeting No. 89, June 11, 2002.

B¥cr Drache, “Integration without covergence? The North American model of integration”, Canada Watch, Special
double issue on Canada-U.S. relations in the new millennium, November-December 2000; also Hoberg, ed.,
Capacity for Choice: Canada in a New North America, esp. chapters 9 and 10.
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private-sector elites have increasingly tended to favour continental integration.[ +An
updated analysis from the World Values Survey comparing 2002 with 1990 data shows
that Canadian respondents’ support for closer economic ties with the United States had
increased (to 79% from 71%), as had support for “doing away with the border” (to 35%
from 24%). However, the evidence also showed a positive association between support
for closer Canada-U.S. economic ties and “higher levels of Canadian national pride.” That
finding leads Neil Nevitte to conclude that this, along with a variety of distinctive value
differences and concerns about culture, makes political integration an unwelcome
prospect to most Canadians. At the very least, therefore, we should be careful about

jumping to assumptions about that prospect being a sort of “slippery slppe*foltowing
inexorably from the “spillover” effects of ever deeper economic integration.r'_5

Findings from a major ongoing public opinion research project being carried out in
the three countries by EKOS Research Associates, as released to a June 2002
conference on North American integration, suggest patterns of divergence as well
convergence (which should perhaps not be surprising, viewed in historical perspective). 6

Consider, for example, the following conclusi
presented by EKOS President Frank Graves: ’

. Although Canadians, Americans, and Mexicans share many similar values,
the “value gap” is widening between Canada and the United States;

. A sense of national identity is rising in North America, in contrast with the
situation in Europe (67% of Canadian respondents see themselves as
Canadian only, rather than having any North American identity);

. Canadians are more supportive of NAFTA and trade liberalization than
Americans or Mexicans (support was more positive than negative in all
three countries), and a maijority (albeit a declining one) see Canada as
becoming more like the United States; most Canadians, however, would
prefer to see Canada-U.S. differences being maintained or widened;

For example, 1999-2000 survey data from EKOS Research Associates indicate that, whereas 37% of private-
sector elite opinion favoured Canada becoming “more like the U.S.”, only 14% of general public opinion was of
that view. Nonetheless, 55% of the general public agreed that over the last 10 years Canada “has become more
like the U.S.”. (Frank Graves, “Identity, Globalization and North American Integration: Canada at the
Crossroads”, Speaking notes for address to the Canadian Club, Ottawa, January 16, 2001, p. 12-14.)

Neil Nevitte, “Ten Years After: Canadian Attitudes to Continentalism”, in Edward J. Chambers and
Peter H. Smith, eds., NAFTA in the New Millennium, UC Regents, 2002 forthcoming.

For example, Thompson and Randall conclude that: “there are fundamental differences that transcend issues of
raw power between the two nations [of Canada and the United States]. Some social scientists suggest an
increasing convergence in values among all three North American countries. Any apparent tendency toward
convergence, however, must be viewed through the lens of persistent divergence and ambiguity. More than two
centuries of ambivalence must surely temper any conclusion that the continental agenda of the 1990s points the
way to a twenty-first century in which there will be a new consensus and convergence between Canada and the
United States.” (Canada and the United States: Ambivalent Allies, third edition 2002, p. 325)

Based on the summary of his remarks prepared by the Public Policy Forum, Rethinking North American
Integration: Report from the PPF/EKOS Conference, June 18, 2002, Toronto, Ottawa, n.d., p. 5, 10 and 17, and
appendices D 1-3.
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. There is little support for proposals such as “dollarization”, and most
Canadians would prefer “North Americanization” to “Americanization”;

. The proportion of Canadians who think it likely that Canada will become
either part of the United States or part of a “North American Union” in the
next 10 years is declining (from 23% to 17%, and 49% to 31%,
respectively);

" “‘North America resembles a mosaic rather than a community,” and for the
foreseeable future, “unique national communities are likely to limit
integration to the sharing of economic space.”

Several more recent surveys of Canadian public opinion on continental
relationships have been conducted for the Canadlan Centre for Research and Informatlon
on Canada (CRIC) in connection with a serie
the future of Canada-United States relations. ﬁ
want to see Canada taking an independent approach in both domestlc and |nternat|onal
affairs and are opposed to an “Americanization” of Canada’s policies. As CRIC Assistant
Director for Research Andrew Parkin has stated:

Analysis of this particular data shows that Canadians feel that they have values
and public policies that are distinct from those of the US and that this
distinctiveness is worth preserving.... However, this is not an expression of anti-
Americanism. The polls also show that Canadians favour close cooperation with
the US in economic matters and North American security. What it means, quite
simply, is thatﬁanaaians value their distinctiveness and lwish to preserve their

independence.

With respect to Canada-U.S. economic cooperation, CRIC’s most recent survey,
conducted by the polling firms CROP and Environics Research Group in
September-October 2002, shows that 63% of Canadian respondents support free
cross-border movement of labour, and 53% think having a common currency with the
United States would be a good idea, though a majority would oppose Canada adopting
the U.S. dollar. Overall, Canadians’ evident support for growing economic ties needs to
be seen in a context of continuing sovereignty concerns and strong attachment to
distinctive Canadian public values. As Andrew Parkin has summarized these findings:

Canadians favour economic cooperation with the US, even to the point of
supporting a cross-border job market or a common currency, both of which are
already in place in the European Economic Union. But they do not want to adopt
the US dollar, nor do they want to harmonize banking or tax policy. And, clearly,
they draw the line at bulk water exports, because they see the country’s fresh
water reserves as a cherished possession that is not for sale. Canadians want to

The first of these conferences was held in Calgary in September 2002 and the second in Montreal in November
2002. Full information about the conference series can be accessed at www.borderlines.ca; and full details of
the opinion surveys are available on the CRIC website at www.cric.ca.

Montreal, CRIC press release, October 28, 2002. Available at www.cric.ca.
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pursue economic cooperation with the US without thr¢wing away the country's
independence or compromise its most unique features.ﬁ

Other recent polling data from the Centre for Research and Information on Canada
suggest that the effect of September 11 on Canadian attitudes had waned a year later.
While only 13% of Canadians surveyed wanted more distant ties with the United States
immediately following the terrorist attacks, that number was back up to 35% in September
2002, and only 28% wanted closer ties. Majorities ranging from a low of 60% in Ontario to
a high of 80% in Saskatchewan also saw the United States as benefiting more from
bilateral trade, no doubt reflecting frustration over current irritants. As well, nearly

three-quarters saw Canada as offering a better qugfity of tife than the United-States, with

that view most strongly held by young Canadians.

In short, what the next steps should be in North American partnership are far from
obvious, much less automatic or “inevitable”, on the basis of such varying and at times
conflicting trends. In the Committee’s view, this should be seen less as a problem than as
an opportunity to shape the future in accord with Canadian public values and interests.
This is an opportunity for policy development to catch up to the dynamic factors of
growing cross-border linkages in a challenging context that international relations scholars
and students of Cafada-U-S-Tefations have described as one of asymmetrical “complex
interdependence.” Hiis-alse-an eppertunity—thatteinforces the argument we made in
Chapter 1 about options remaining open for Canada in making the political choices that
will surely be necessary to respond to a changing North America.

Witness Perceptions of North America’s Future

In an early panel, George Haynal, former Assistant Deputy Minister (Americas) in
the Department of Foreign Affairs and International Trade, answered his own question
“But what is North America?” as follows:

North America at this stage is three countries of great diversity: the world’'s
dominant power; a middle-level industrial democracy in the front ranks of the
modern world; and a large, dynamic, emerging, developing country. Between them,
these three countries have four relationships, some much better developed than
others. The two that are organic and have historic roots and enormous power are

2 pig.

2 Lynn Moore, “Canadians frustrated with U.S. poll finds”, and “ ‘Charter generation’ backs Canada’s quality of

life”, The Ottawa Citizen, September 7, 2002, p. A1 and 7.

2 On the concept of “complex interdependence”, see Robert Keohane and Joseph Nye, Power and

Interdependence, Little, Brown and Company, Boston, 2nd edition, 1989; and on the past indeterminacy of the
relation between trade interdependence and Canadian foreign policy independence in the Canada-U.S. context,
Gerald Schmitz-LeGrand, “Le destin n’est pas inéluctable: évaluation des effets probables du libre-échange
nord-américain sur la politique étrangére du Canada,” Etudes internationales, Vol. XXIl, No. 1, March 1991,
p. 81-136 (originally presented as a paper, “Destiny Not Manifest: Assessing the Probable Effects of North
American Free Trade on Canada’s Foreign Policy,” to the annual meeting of the Canadian Political Science
Association, Victoria, B.C., May 1990).
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those between Canada and the United States and between the United States and
Mexico. The other, between Canada and Mexico,... is now being built, and being

built in unusually imaginative ways. The last ..

would build in North America a form of community.

. is thertritateratretatiorship;omethat——————————————————————

That statement neatly sums up the past and current situation of
triple-bilateral/trilateral North American relations as prologue to future possibilities for the
North American relationship as a whole. The Committee will examine the promise of

Canada-Mexico and trilateral relations in detail i

n Chapter 5. But what we want to note

here is that the extent of that promise largely depends, in the first place, on how much
effort Canadians are willing to devote to pursuing the full potential of these multi-level

North American relationships.

Not surprisingly, some critics and sceptics of North American integration had little

patience with this discussion. Rod Hill declared

. “l see no reason that we should start

thinking of ourselves as North Americans.... That's an integrationist mindset.... Where

has Pearsonian internationalism gone?” He ad
special about Mexico just because it happens to

ded for good measure: “I see nothing
be on the same geographic continent. |

think we should think of ourselves as citizens of the world rathegfhan promoting the idea
that we’re North Americans in some sense, because we’re not.” “\Davie-Orehard-drew-er———

historical grievances to argue for an aggressiv

Anything else would be “giving up”, he contended. °

Others were more open to prospects for North American partnership but attached
strong caveats to the ends and means of its construction. Stephen Clarkson agreed that,
“There is no question that North American integration — and therefore Canada’s place in
the new continental architecture — is the policy issue of the moment.” However, he
concluded: “We need to recognize that the only legitimate goal of government is to

enhance, not dimifistT, the quatity of fife for Camng
by Uncle Sam."t’Haura—Maedonald—saw—arrar
uneasy, and incomplete, suggesting we need to
“‘what kind of North America?” As she explained:

North American is a region that has sprung u

dians — and in terms defined by us, not
gements that remain rather ill-defined,
ask not only what North America is, but

p without much thought having been

put into its future outlines, its architecture, if you will.... Prior to September 11 there
was concern in Canada about the apparent decline of Canada’s relevance in
Washington, as a result of the rise in power of the U.S. Southwest, Latino voters,
and the growing prominence of Mexico in the United States foreign policy world
view. What we seemed to be seeing was the decline of the special relationship and

B Evidence, Meeting No. 56, February 7, 2002.
u Evidence, Meeting No. 63, February 28, 2002.

% gee Evidence, Meeting No. 83, May 10, 2002; also Orchard, The Fight for Canada: Four Centuries of

Resistance to America, 2nd edition, Robert Davies, 1999.
26

Clarkson, “The Integration Assumption: Putting the Drive for Continental Visions in Context”, Submission,

Meeting No. 77, May 7, 2002; see also Clarkson, “North American Relations: What'’s in it for us?” The Globe and

Mail, May 6, 2002, p. A15.
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the creation of the uneasy North American partnership. | say uneasy because of
the apparent jealousy of the two subordinate partners, Canada and Mexico, as
rivals for U.S. attention and affections. As we know, both Canada and Mexico
entered into free trade agreements with the United States in order to gain special

access to th S ; to share those benefits with
each other.

While Professor Macdonald saw NAFTA as finally putting Canada-Mexico relations
into the mix, she argued that

earlier stages in the process of North American integration were characterized by
inadequate representation of a broad range of social sectors, resulting in
counterproductive hostility and confrontation between government, business, and
civil society. So | believe any further step towards integration needs to be
accompanied by a constructive process of dialogue, such as, indeed, this
committee has begun, and may even require re-examination of some aspects of
the NAFTA, like Chapter 11, a real sore point with most elements of civil society.
As well, Canada should support the development of ties between members of

diverse s rcrrof‘crvn'wm'ety,—rrkrwummmm"indigenous peoples, in the three

countries.|

Among proponents of stronger North American ties, some envisaged this primarily
if not exclusively in Canadian-American terms. Reginald Stuart, for example, cited the
sharing of a legal heritage and “broadly common culture” that has developed into
“alternate versions of a North American culture.” He also saw the Canadian-American
relationship in terms of “dispersed relations”, characterized “not only as state-to-state

relations but as provinces to states, ... as regi(}f’al‘ﬁnkagmmmkagmf—

peoples and cultures and values and societies.” o

With regard to the negotiation of North American agreements, Michael Hart argued
that Canada should direct its major attention and efforts to the U.S. relationship and leave
potential trilateral approaches to later. As he put it:

| think the Mexican factor should not deter us from moving ahead. The United
States has a different attitude toward Mexico. The Mexican response to the issues
raised by September 11 has been different. Despite the fact that we have a
common North American agreement, many issues between Canada and the
United States are not shared by Mexico, and many issues between Mexico and the
United States are not shared by Canada. At this particular time, it is critical that the
two governments that share North America with the United States move ahead in
parallel efforts, rather than in joint efforts. At some point in the future, they should

" Evidence, Meeting No. 88, June 6, 2002.
2 bid.
2 Evidence, Meeting No. 59, February 26, 2002.
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determine the mmﬂhewm’eﬂs that can be brought into a

single effort.

The Committee will revisit these issues in Chapter 5, but we note that this
suggestion of a sort of double bilateralism, or “N h—RrTTeﬁCa—at—tWD—S'p'e'eds“—a's—
Christopher Sands described it in testimony last fall, 'V eonforms—to-our-sense—of-how———
official Washington still operates in separate dealings with North American partners.
There is an awareness in some quarters of issues that are becoming more North
American in scope, and of cooperative arrangements or institutions that may be needed
to manage these issues. But judging from our encounters in the U.S. capital, there is as
yet little active American policy consideration, much less practice, being put into anything
like the ambitious trilateral North American directions urged by former senior Carter
administration official Robert Pastor, among others.

This official American disinterest was in marked contrast to the messages
conveyed to the Committee repeatedly by Mexican interlocutors at all levels, including
members of the Mexican Congress and its Senate North American Committee. Mexicans
acknowledged that North American lacks a “constituency”; perhaps also a clear shape
and common purpose. Professor Guadalupe Gonzalez of the Centro de Investigacion y
Docencia Econémicas observed that for this “region in the making”, marked by diverse
social views and dual anxieties over vulnerabilities to U.S. power, “there is no single
understanding of the futur T NorthrAmerica ... for off whicth type orymodel of integration
is feasible and desirable.”fHewever !‘v’!cx:can witResses—were—thRanimous in urging a
stronger relationship with Canada and in linking that to a more fruitful trilateral approach.

A farsighted, inclusive view of North America was also urged at various points
during the Committee’s Canadian hearings. Dr. Brian Stevenson of the University of
Alberta concluded that: “Although we benefit tremendously from our good bilateral
relationship with the U.S., we are also terrlbly vulnerable because of |t Our next step
should be to transform the three bffa ' munity.
This is in our national interest.”} yAHEse [I/ of the
Canadian Foundation for the Americas (FOCAL) pomted out that whlle there are a
number of individuals and institutions well experienced in many of the issues at the centre
of the discussion on North America, the evident weakness within Canada remains lack of
knowledge about Mexico. It is perhaps also because of this knowledge gap that it has
been so difficult to factor Mexico into our discussions about North America. For this

% Evidence, Meeting No. 55, February 5, 2002.
3 Christopher Sands, “The Canadian Response to the United States after September 11, 2001”, Statement,
Meeting No. 45, November 27, 2001.

First expert panel held at the Canadian embassy, Mexico City, March 13, 2002.

% Evidence, Meeting No. 82, May 9, 2002.
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reason, a two-speed model of integration is [ganing strength i Canada, and wWe belfeve

this model could be particularly worrisome.”

Professor Stephen Blank of New York’s Pace University also recalled to the
Committee that a great deal of “bottom-up” economic integration was already taking place
prior to the free trade agreements, which he saw as a response to “changes in the
economic environment that had already taken place.” The more NAFTA succeeds and
economic linkages intensify within what is a de facto “North American economic
community,” the greater the contradiction with a “very minimal governance system” at the
North American level. As he put the challenge: “The great North American project that lies
ahead, in which Canada’s interests can and should be maximized, is to build a
constituency that supports the emergence of a North American community.” He saw this
not as some homogenizing grand design, but as a multi-level, participatory, and
interest-based public and private endeavour —

| don’t think we see a North American identity in the future. ... But | do think what
we should be aiming at is a vision that recognizes the interests we share as North
Americans in a freer, continent-wide economic system, in an effective and
cost-efficient infrastructure that supports this system, and on a commitment to
bring all citizens into the system to ensure that everyone benefits from participation

in thi -Url-h—ﬁcm-entan-ccn-rn-ru-nrfy.—We-sTare interests. | don’t think identity is the
issue.

Guy Stanley of the University of Ottawa agreed that we are being challenged “to
develop a made-in-Canada North American strategy, un projet de société nord-américain,
plus précisement. Canada is uniquely suited to do this, but we haven’t done it, and the
initiative has been taken by Mexico.” He added: “Some people may be a little hesitant to
go forward in this direction, fearing standardization — the adoption of norms that are
uncomfortable to ourselves. But on the contrary, having a clear North American
management framework would providg protection for diversity, and allow diversity to

flourish more strongly than at present.” 0

Better Positioning Canada to Respond

The critics of North American integration are unlikely to be persuaded of the merits
of considering any deeper or broader integration options. But even most of them would
surely agree that Canadian policymakers should have access to the best possible
knowledge base so that they can be in the strongest position to assess major trends and
respond to multiple developments within North America that affect Canadian interests and

i Evidence, Meeting No. 88, June 6, 2002. See also Stacey Wilson-Forsberg, Overcoming Obstacles on the Road

to North American Integration: A View from Canada, FOCAL Policy Paper, November 2001, and Wilson-
Forsberg, Canada and Mexico: Searching for Common Ground on the North American Continent, FOCAL Policy
Paper, March 2002.

% Evidence, Meeting No. 90, June 13, 2002.
% Evidence, Meeting No. 90, June 13, 2002.
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values. A principal message of this chapter is that complacency on that score will weaken
Canada’s capacity to choose, whatever the objectives are that Canadians want their
governments to pursue in a rapidly evolving North American context. Although that
context may be dominated by a powerful United States, it is a very heterogeneous one,
and it also includes a dynamic, fast-changing Mexico with already more than three times
the population of Canada.

Work is underway to improve the Canadian knowledge base; for example, through
the federal-government-supported Policy Research Initiative (PRI) and its North American
Linkages (NAL) Project. Much of this has focused on the implications for the Canadi
public policy environment of an increasingly integrated North American economic space?ﬁ
And as Janine Ferretti, then executive director of NAFTA’s North American Commission
for Environmental Cooperation told the Committee in Montreal: “I think all three countries
need information to better understand what North America_fs;, whatthe NorthAmericam
priorities are, what the trends are, what the challenges are.’%

In that regard, Stephen Blank also made the following telling comment:

... as an educator, let me underline that many leaders in our governments, media,
and academic communities know little about the developments in North America,
despite the growing importance of these developments in our lives. Almost no
resources are directed toward public information and education. There are almost
no university institutes on North America, no programs of visiting faculty or student
exchanges, no funds for collaborative research. There is no foundation or centre
devoted to North American research. The gap between what is happening in our
North American economy and what we know about it is enormous, andﬂacc this

as one of the most profound weaknesses in our North American system

Of course, North America’s future is about more than just economic integration,
NAFTA impacts, or next steps. Fundamentally, it should be about what is best for the
more than 400 million citizens of the three sovereign countries sharing that nearly
$12 trillion economic space. To ascertain that means engaging a variety of stakeholders
and the general publics in the three countries. It means investigating the diverse
situations in which they live and the interactions that are most important to them. It means
facilitating knowledge transfers, communications, and networking at many levels.

% See the testimony of Industry Canada Deputy Minister Peter Harder, who chairs the NAL project, Evidence,

Meeting No. 90, June 13, 2002. Broader dimensions of PRI-supported work on the ramifications for Canada of
North American linkages have been explored in various recent issues of the monthly PRI journal Horizons and in
Isuma: Canadian Journal of Policy Research, as well as being brought together through the annual
PRI-sponsored national policy research conferences.

% Evidence, Meeting No. 62, February 27, 2002.

% Evidence, Meeting No. 90, June 13, 2002. Stacey Wilson-Forsberg of FOCAL also points out in a recent policy
paper that: “putting geopolitical and economic interests aside, there is as yet no domestic constituency in any of
the three countries pushing strongly for North American integration. ... The societies of North America need to
be educated to ensure that any future discussion on the subject is informed and relevant.” North American
Integration: Back to Basics, Ottawa, August 2002, p. 7. Available at: www.focal.ca.
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One of Laura Macdonald’s recommendations was to “encourage the government
to provide more sypport—for tesearch and—education in the growing area of North
American studies.”] I Fhe-Commitiee agrees—AlHevels of government in Canada should
cooperate according to their respective areas of responsibility in order to increase such
support. But we also see the task as being far larger if it is to prepare Canadians, and
better position Canada, to respond realistically and adequately to the challenging policy
environment of a changing North America.

In that regard, perhaps existing policy development instruments such as the PRI's
North American Linkages project can be expanded and used more broadly to
disseminate research findings for public discussion and debate. Indeed, we see merit in
Canada exploring the creation of a more visible knowledge-oriented entity, perhaps a
centre of excellence, that would be devoted to building our capacity to analyze all aspects
and societal impacts of North American integration. Such a Canadian initiative could also
invite the cooperation of U.S. and Mexican partners and could eventually evolve into a
joint North American endeavour. With respect to the foreign policy dimensions of
Canada’s North American objectives in particular, perhaps the Canadian Centre for
Foreign Policy Development could play a more active role, building links among foreign
service professionals, parliamentarians, academics, other researchers, interest groups,
and civil society organizations. Information technologies might also be used to improve
interactive connections with the public at large.

The answers may not be obvious. That is why it is even more important and timely
for Canadians to be asking ourselves questions about the kind of North America we want.

Recommendation 6

In order to better position Canada and Canadians to meet the
challenges of a rapidly changing North American policy environment
that includes Mexico, the Government should:

m foster increased understanding through knowledge generation
and dissemination of North American research results to the
public;

m  work to increase support for North American studies and
education in cooperation with provincial and territorial
governments, expand public information programs, and enhance
its own policy research initiatives;

m investigate the idea of creating a knowledge-oriented entity or
centre of excellence devoted to analyzing all aspects and impacts
of North American integration, and invite the cooperation of U.S.
and Mexican partners in such an endeavour;

40" Evidence, Meeting No. 88, June 6, 2002.
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= explore other means of promoting networking and dialogue on
North American issues, seeking to involve the broadest possible
social participation.

Recommendation 7

The Department of Foreign Affairs and International Trade in particular
should look at ways to deepen knowledge and understanding of
Canada’s North American relationships, particularly with the United
States and including those with Mexico. DFAIT should also promote
public engagement in better defining and promoting Canadian foreign
policy objectives in North America. For example, the Canadian Centre
for Foreign Policy Development could be tasked with building links in
this regard among foreign service professionals, parliamentarians,
academics, other researchers, interest groups, and civil society
organizations. Information technologies could also be used to
improve interactive connections with the public at large.

B. NORTH AMERICA BY THE NUMBERS: OVERVIEW OF AN EMERGING
ECONOMIC SPACE

Economic Trends in the 1990s: Increased Integration and Outward Orientation

Nearly fifteen years have passed since the Canada-U.S. Free Trade Agreement
(FTA) set into motion an unprecedented period of economic integration in North America.
As tariff and non-tariff barriers to trade have fallen, trade and investment among Canada,
the United States, and Mexico have soared. North America has effectively become a
single domestic market. Faced with increased competition, firms in all three countries are
adapting to the new economic environment by specializing production and exploiting their
comparative advantages and regional strengths. The remainder of this chapter sets the
stage for Chapter 4, “Key Issues in Managing and Advancing the North American
Economic Relationship”, by providing an overview of the increased economic integration
and interdependence that took place in North America over the 1990s.

The late 1980s and 1990s were characterized by significant reductions in barriers
to trade and investment. In 1994, the conclusion of the Uruguay Round of negotiations at
the World Trade Organization (WTO) lowered tariffs and non-tariff barriers at the global
level. Building on the Canada-U.S. free trade experience since 1989, the North American
Free Trade Agreement (NAFTA) was introduced that same year, significantly liberalizing
the flow of goods and services in North America. In addition, through the 1990s, Canada
and Mexico — particularly the latter — pursued numerous bilateral trade agreements
around the world.
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For Mexico, trade liberalization has been a key part of a broad series of economic
and political reforms initiated in the late 1980s. Mexico has aggressively sought out trade
liberalization agreements as part of a strategy to position itself as a distribution hub to the
pan-American market. In addition to the NAFTA, in the past ten years Mexico has signed
trade agreements with Chile, Colombia, Venezuela, lIsrael, Norway, Switzerland, the
European Union, and most countries in Central America.

As a result of reduced barriers to trade, both globally and in the North American
context, the importance of exports and imports to economic growth has risen
tremendously over the 1990s. In Canada, the most export-oriented of the North American
economies, exports of goods and services accounted for 46% of national GDP in 2000,
up from 28% ten years earlier and 21% in 1970. The pattern of import growth has been
similar, although in recent years Canada’s growing trade surplus has meant that imports
are somewhat less important than exports to the national economy.

Trade is Growing in Importance Across North America

Exports of Goods and Services as a % of GDP

[l Canada O Mexico mU.S.

1970 1975 1980 1985 1990 1995 2000

€014, Imports of Goods and Services as a % of GDP

40 - H Canada O Mexico HU.S.

1970 1975 1980 1985 1990 1995 2000

Source: Parliamentary Research Branch calculations using OECD data

The most significant growth in trade orientation in recent years has been in
Mexico. Through most of the 1970s, less than 10% of Mexico’s GDP came from exports.
This proportion rose steadily through the late 1970s and 1980s, but exploded after 1994,
reaching 45% by 2000. In the case of imports, the growth has been even more dramatic.
Domestic economic reforms in the late 1980s, which, as mentioned above, included
emphasis on increased trade liberalization, led to a surge in import growth into Mexico. In
1987, imports were equivalent to 12% of national GDP in Mexico, but had risen to 52% by
the year 2000.

By comparison, the United States remains a relatively closed economy. In 2000,
exports of goods and services were equivalent to just under 13% of total economic
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production. While this is low relative to Canada and Mexico, the contribution of exports to
GDP is close to double the 7% level immediately preceding the signing of the
Canada-U.S. free trade agreement. Growth of imports has been somewhat more rapid,
particularly in the recent past. Imports of goods and services reached 17% of GDP in
2000.

1. Trade Across North America

The tremendous growth in trade within North America is in large part responsible
for this increase in the importance of trade to the economies of Canada, the United
States and Mexico. Merchandise trade among the three NAFTA signatories was valued at
about $945 billion in 2001, an increase of nearly 350% over the value of their combined
exports into the North American market in 1990.

Mexico Leads Growth in Trade Within North America...

Total percentage growth in trade with NAFTA
600 - partners — 1990 to 2001

%
500 - 484%

400 -

300 -
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100 -

0,

Canada u.s. Mexico

Source: Parliamentary Research Branch calculations using data compiled by Industry Canada

Of the three NAFTA countries, Mexico has clearly made the greatest gains in trade
over the 1990s. Bilateral trade with Canada and the United States has grown by a total of
431% since 1990, far exceeding the rate of growth in either Canada or the United States.
Mexico’s total trade with its NAFTA partners reached $376 billion in 2001, led by a strong
increase in exports. Mexico’s exports to its NAFTA partners in 2001 were 484% higher
than 11 years earlier. By contrast, imports from Canada and the United States grew by
374% over that period.
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...While Canada Holds the Most Favourable Trade
Balance in the Region

150 - Surplus/Deficit on Intra-North American Trade ($ billions)
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Source: Parliamentary Research Branch calculations using data compiled by Industry Canada

As the largest economy in North America, the United States is also the largest
trader within NAFTA. Bilateral trade flows with Canada and Mexico reached $930 billion
in 2001, an increase of 247% over 1990 levels. This rate of trade growth falls short of the
pace set by Mexico but is greater than the rate of two-way trade growth in Canada.

Unlike the Mexican or Canadian increases, however, the increase in U.S. trade
flows was led by higher imports. Imports from Canada and Mexico grew by 278% from
1990 to 2001, while exports to those countries were 210% higher. As a result of the
strong import growth, the United States carries a large and growing trade deficit with its
NAFTA partners.

Although its two-way trade with its NAFTA partners has increased considerably
since 1990, Canada has seen the slowest growth in bilateral trade of the three signatory
countries. Bilateral flows to and from Canada were 189% higher in 2001 compared with
11 years earlier — representing a 215% increase in exports combined with a 157% jump
in imports. Because of the relatively slow growth in imports into Canada, specifically from
the United States, as well as the dominant position held by the United States in Canada’s
world trade, Canada has the largest trade surplus of the three countries.
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2. Growth in Interdependence

The increase in trade orientation of the NAFTA economies, combined with the
tremendous growth in trade among the three nations, has resulted in the economic
fortunes of Canada, the United States and Mexico becoming increasingly interconnected
in recent years. Given the strength of the U.S. economy, in practical terms this has meant
that economic growth in Canada and Mexico is increasingly tied to the performance of the
United States.

Differences in GDP Growth Rates in Canada and the
U.S. are Decreasing over Time...

Absolute difference in annual growth rates of real GDP

%

o,
1970 1973 1976 1979 1982 1985 1988 1991 1994 1997 2000

Source: Parliamentary Research Branch calculations using IMF data

This is more true of Canada than of Mexico. Canada is the most open economy in
North America and one of the most trade-oriented industrial economies in the world. With
the United States as Canada’s long-time leading export destination, growth in the
Canadian economy has typically moved in close step with growth in the United States for
decades. This has been particularly evident through the 1990s to the present. Both
countries went into recession early in the 1990s, saw strong economic growth from 1997
onwards, and experienced a sharp drop in annual growth in 2001. Indeed, looking further
back the variation between the performance of the Canadian and U.S. economies has
diminished considerably over time. In the 1970s, the difference between the two countries

in annual real GDP growth was 1.8%. In the 1980s, it fell to 1.1% and furthgrto T.0% in

the 1990s. In the two most recent years, the difference has been only 0.3%. !

In Mexico, the economy has not been as dependent on trade as in Canada in the
past, but as shown below, this is changing dramatically. As the Mexican economy
becomes increasingly trade-focused, the influence of the United States —its largest

“1" This information refers to the absolute difference in annual growth rates of real GDP between the two countries.
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trading partner — is growing as well. In the 1970s and 1980s, GDP growth in Mexico
varied considerably from growth rates in the United States, at least in part because of
volatile growth patterns in Mexico over that period. The average difference in growth rates
between the United States and Mexico in the 1970s was 3.9%, and in the 1980s it was
higher still, at 4.4%. In the 1990s, however, as trade levels increased, the Mexican
economy began to move more in step with the United States. The average difference in
growth rates was only 2.4%, and would have been significantly lower still had it not been
for the Mexican peso crisis in 1995.

...As are Differences Between the United States and Mexico

10 - Absolute difference in annual growth rates of real GDP

91 % —

1970 1973 1976 1979 1982 1985 1988 1991 1994 1997 2000

Source: Parliamentary Research Branch calculations using IMF data

3. Trading and Investment Relationships within North America

The dramatic expansion of trade and investment within North America, particularly
since the NAFTA was implemented in 1994, is evident in all three of the region’s bilateral
relationships. While the Canada-U.S. relationship is by far the largest and most
well-developed, trade and investment between the United States and Mexico, as well as
between Canada and Mexico, have grown considerably as well.

Indeed, examining the three bilateral trading relationships more closely reveals the
extent to which the North American economies are linked. With a few exceptions, all three
countries export similar categories of goods into the North American market. This
suggests that not only do Canada, the United States and Mexico support closely
interconnected industries, but also a growing degree of product and process
specialization.
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(@) Canada and the United States

The trading relationship between Canada and the United States is the most
significant in North America. Bilateral trade totalled $569 billion in 2001, an increase of
185% over 1990 levels. Trade between Canada and the United States accounted for 60%
of total intra-regional trade in 2001. Northbound exports — from the United States to
Canada — were valued at $218 billion, while southbound exports — from Canada to the
United States — reached $351 billion. Canada held a trade surplus of $132 billion with
the United States in 2001.

Canada and the United States are each other’s largest trading partners. However,
while the United States dominates Canada’s export portfolio, Canada is only moderately
more important to U. S. exporters than are the United States’ other major trading
partners. A full 87% of Canada’s exports head to the United States annually. By
comparison, 22% of U.S. exports are sold in Canada.

Canada is less dependent on the United States as a source of imports than as a
destination for exports. The United States is declining in importance as a source of
imports into Canada despite the fact that northbound trade has increased by 150% since
1990. Rapid growth in imports from a number of other countries — China and Mexico in
particular — has led to the decline in the share of Canada’s imports coming from the
United States. While in 1998 a record 68% of Canada’s imports came from the United
States, three years later that figure had fallen to 64% — its lowest level since before
1990.

Merchandise Trade Between Canada and the U.S. —
1990 to 2001

In $ billions
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Source: Parliamentary Research Branch calculations using data compiled by Industry Canada
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Similarly, Canada is more important as an export destination than as a source of
imports for the United States as well. Southbound trade has grown by 215% since 1990,
but the share of U.S. imports originating in Canada has nevertheless fallen slightly in
recent years, reaching 19% in 2001. As in the Canadian case, this decrease is largely
due to the tremendous increase in U.S. imports from Mexico and China — particularly in
the late 1990s.

Indeed, despite the strong growth in bilateral trade between Canada and the
United States, that trading relationship is declining in importance in the North American
context. The growth in Canada-U.S. trade since 1990 has been less than half the pace of
growth of either U.S.-Mexico trade or Canada-Mexico trade. As a result, while
Canada-U.S. bilateral trade accounted for 60% of trade within North America in 2001, this
share is down considerably from 1990 levels when Canada and the U.S. accounted for
nearly three-quarters of intra-regional trade.

Canada-U.S.: Largest Trading Relationship North America,
but Declining in Importance

Bilateral Merchandise Trade as a % of total intra-North America trade

1990 2001

25%
38%

E Canada-US
B Canada-Mexico
O US-Mexico 60%

Source: Parliamentary Research Branch calculations using data compiled by Industry Canada
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Trade by Product

The exchange of goods between Canada and the United States spans a wide
range of product types, ranging from raw materials and resource-based goods to heavy
manufacturing and high-tech products. However, in both northbound and southbound
trade, the majority of exports are concentrated in a few key product groupings.
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In the case of southbound trade, four broad categories of merchandise account for
close to two-thirds of all Canadian exports to the United States. Motor vehicles and parts
constitute Canada’s leading category of exports, accounting for 23% of the total in 2001.
Crude oil, petroleum, natural gas, coal and other fossil fuels comprise the second-largest
category of southbound trade. These non-renewable mineral products make up about

o .
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Outside of the machinery and vehicles categories, northbound trade between Canada
and the United States is relatively diffused over a wide range of product types, led by
chemicals and products of rubber, plastic and base metals.

Trade by Province

Looking in more detail at the sources of Canada’s trade, Ontario is by far the
largest provincial exporter to the United States. In 2001, Ontario sold $188 billion in goods
to buyers in the United States, accounting for about 54% of Canada’s total exports to that
country. Trade between Ontario and the United States is fuelled by the growing economic
integration between Ontario and its neighbouring states. One-third of Ontario’s exports
worldwide go to Michigan, led by the heavily integrated motor vehicles sector. Motor
vehicles and parts accounted for nearly 40% of Ontario’s exports to the United States in
2001.
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Quebec and Alberta are Canada’s next largest exporters to the United States.
Exports from those two provinces were valued at $60 billion and $51 billion, respectively.
Led by aerospace and forest products, Quebec, which trades heavily with New York and
the U.S. northeast, is the source of 17% of Canada’s exports to the United States. For its
part, strong sales of oil and natural gas contributed to Alberta’s 15% share.
However, unlike most other provinces, Alberta’s southbound exports are not
concentrated in neighbouring states. Instead, many of Alberta’s largest export
destinations — Washington, Michigan, lllinois, Minnesota and Ohio — are located along
major North American pipeline routes.

Although Ontario is the province most integrated with the United States and
dominates Canada’s total trade with that country, it has not been among the leaders in
export growth to the United States. While Ontario has averaged an annual export growth
rate of 10.5% from 1990 to 2001, the fastest growth has been in Alberta and the Maritime
provinces. In particular, exports from Prince Edward Island to the United States have
risen by 17.4% annually since 1990.

However, Ontario’s international exports are more dependent on the U.S. market
than those of any other province in Canada. In 2001, over 93% of Ontario’s exports
worldwide went to the United States, by far the highest proportion in the country. New
Brunswick, Alberta, and Prince Edward Island were next highest: each shipped about
89% of their global exports to the United States in 2001. At the other end of the spectrum,
Saskatchewan and Newfoundland and Labrador — the two provinces furthest away from
major U.S. markets — send relatively little of their total exports to the United States: 59%
and 66% respectively.

Investment

In addition to the growth in trade between Canada and the United States since the
Canada-U.S. free trade agreement was signed in 1989, there has been a similar strong
increase in the levels of foreign direct investment (FDI) between the two countries. This
was particularly the case immediately following the recession in the early 1990s.
Canadian investment in the United States rose from a year-end value of $60 billion in
1990 to $154 billion by 2000 — an increase of 157%. U.S. investment in Canada was
slightly higher in 2000, at $186 billion, but has not grown as quickly as southbound
investment. U.S. FDI into Canada was 121% higher in 2000 than ten years earlier.

The United States is considerably more important as a destination for Canadian
FDI than vice versa. In 2000, U.S. investment opportunities accounted for just over half of
Canada’s total FDI worldwide. By contrast, Canada was the destination of about 10% of
U.S. FDI that year. In both cases, however, the growth in investment over the 1990s has
not kept pace with the increase in either country’s total foreign investment spending
worldwide. As a result, Canada is declining in importance as a destination for U.S. foreign
investment. The same is also true of Canadian investment in the United States. By 2000,
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Canada’s FDI in the United States has fallen from 61% of its worldwide total ten years
earlier, while U.S. investment in Canada in 1990 had accounted for 16% of the U.S. world
total that year.

Foreign Direct Investment Between Canada
and the U.S. —1982 to 2000

200 - Stock of direct investment, in Canadian $ billions

& Canadian investment in the U.S.
M U.S. investment in Canada
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Source: Parliamentary Research Branch, using OECD data

(b) Canada and Mexico

Of the three bilateral relationships within North America, that of Canada and
Mexico is by far the smallest. Canada and Mexico exchanged $14.8 billion in
merchandise exports in 2001, representing only 1.6% of total intra-NAFTA trade.

Merchandise Trade Between Canada and
Mexico — 1990 to 2001
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While the value of trade between Canada and Mexico is not large, it has seen
tremendous growth in recent years. In fact, Canada-Mexico is the fastest-growing bilateral
trade relationship within the NAFTA region. Bilateral trade between the two countries has
risen by 517% since 1990, led by a surge in Mexican exports to Canada. Sales of
Mexican goods in Canada have increased sevenfold in the past eleven years, reaching
$12.1 billion in 2001.

Canadian exports to Mexico have also risen considerably but have not kept pace
with trade flowing north. From a value of $656 million in 1990, Canadian exports rose to
$2.7 billion in 2001. Although this 313% increase is considerable, the balance of trade is
tilted decidedly in Mexico’s favour.

The tremendous increase in both northbound and southbound trade between
Canada and Mexico has meant that each is rising in importance as a trading partner with
the other. Although only 0.7% of Canada’s exports in 2001 went to Mexico, this is slightly
higher than the 0.4% share in 1990. In fact, Mexico is the only major export destination for
Canada outside of the United States which has seen an increase in market share since
1990. As a result Mexico is now Canada’s sixth-largest export destination. Similarly,
Mexico is growing in importance as a source of imports into Canada. About 3.5% of
Canada’s imports in 2001 came from Mexico — up from 1.3% in 1990 — making that
country Canada’s fourth-largest source of imports.

Trade with Canada is significant from the Mexican perspective as well. Trade data
from Mexico suggests that Canada is the second most important destination for Mexican
exports, accounting for 2.0% of total exports worldwide in 2000. At the same time,
2.3% of Mexico’s total imports came from Canada in 2000, making that country Mexico’s
fourth-largest source of imported goods.

It should be noted that there are complicating factors when examining trade
between Canada and Mexico. Much of the trade between the two countries passes
through the United States, leading to uncertainty about the origin and destination of
merchandise trade. In phAricular, it is likely that Canadian fexports to Mexico are
significantly understated.[{Data-reconcitiation-efforts-are-tinderway between Canada and
Mexico.

2 This is evident when considering trade data from Mexico. As published by the International Monetary Fund (IMF)

in its annual Direction of Trade Statistics Yearbook, Canadian data suggests that Canada exported U.S.
$1.4 billion to Mexico in 2000, while Mexican import data suggests receipt of U.S. $4.0 billion in goods from
Canada. The difference is even more considerable for northbound trade. While Canada reported imports of U.S.
$7.8 billion from Mexico in 2000, Mexican data accounts for exports of only U.S. $3.4 billion to Canada. As a
result, each country claims a trade deficit with the other.
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Trade by Product
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While agricultural products have become significant export commodities to Mexico,
many other Canadian products have seen similar rapid growth. Indeed, of Canada’s top
25 export product groupings, only seven have not at least doubled from 1990 to 2001,
and only two have decreased over that period.

Mexico’s exports to Canada are heavily concentrated in motor vehicles and
machinery and equipment. In particular, Mexico is a large assembler of electronics,
exports of which to Canada have increased nearly tenfold since 1990. Together with
motor vehicles and parts, electrical and electronic machinery and equipment account for
over half of all Mexican exports to Canada. When other machinery and equipment is
included, the total rises to just under three-quarters of the total.

Although Mexico’s exports to Canada are dominated by a few key sectors, the
strong growth in Mexican exports to Canada has not been restricted to those sectors of
the economy. Nearly all major product groupings, from clothing and textiles to scientific
instruments, have seen exceptional gains in penetrating the Canadian market.
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Trade by Province

In a manner similar to that manifested in Canada’s trade with the United States,
Ontario dominates Canada’s exports to Mexico. With motor vehicles and parts leading,
Ontario shipped goods valued at just under $1.4 billion to Mexico in 2001, making up
exactly half of total national exports to that country. The Prairie provinces account for the
bulk of the remainder of exports to Mexico — close to 35% of the national total. Alberta
exported $489 million to Mexico in 2001, while Saskatchewan and Manitoba contributed
$273 million and $176 million respectively. Grains, oilseeds, and animal products account
for the bulk of exports from those provinces. Quebec was the only other province to sell
more than $100 million in goods to Mexico in 2001.

Exporters in Saskatchewan and Manitoba are most reliant on the Mexican market.
For Saskatchewan, Mexico represents the final destination of 2.3% of provincial exports,
while 1.9% of Manitoba’s exports go to Mexico. For all other provinces, Mexico accounts
for less than 1% of total exports worldwide.

This situation may, however, change in the near future as a number of provinces
have seen strong growth in exports to Mexico. Five provinces have seen a tremendous
increase in sales to Mexico, while the remaining five have not been as strong.
Saskatchewan, Manitoba, Alberta, Nova Scotia, and Newfoundland and Labrador are
Canada’s growth leaders. Each of those provinces has seen exports increase by an
average of at least 20% per year since 1990. Of the remaining provinces Ontario has
posted healthy growth of 12% per year since 1990, but in the other four provinces exports
have increased by less than 10% annually.

Investment

Typically, the priority of developing countries regarding foreign investment is to
solicit assistance in developing the domestic economy rather than seek international
opportunities. This is reflected in the investment relationship between Canada and
Mexico, where FDI flows in a north-to-south direction.

The level of investment activity between the two countries has been significantly
affected by the North America Free Trade Agreement. Canada’s stock of FDI in Mexico
was stable through most of the 1980s, but the following decade saw an explosion of
Canadian investment in that country, rising from $245 million in 1990 to $3.5 billion ten
years later.
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Foreign Direct Investment Between Canada and
Mexico — 1982 to 2000
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In fact, while the importance of Mexico as a destination for Canadian FDI has risen
considerably through the 1990s, Canada’s investment there remains modest relative to its
investment in other countries such as the United States. In 1990, only 0.2% of Canada’s
FDI stock was in Mexico. However, ten years later, that proportion had risen to 1.1%.

(c) The United States and Mexico

The bilateral trade relationship between the United States and Mexico is the
second-largest within the NAFTA region. The United States and Mexico exchanged
goods valued at $361 billion in 2001, accounting for 38% of all intra-North America trade.

Merchandise Trade Between the U.S. and
Mexico — 1990 to 2001
In $ millions
250
200 - —
[JBalance: Net to Mexico /
150 - - To Mexico
--To the U.S.
100 -
50 1 v’-“/ ﬂ
0 = T T T T T T T T T T 1
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
-50 -
Source: Parliamentary Research Branch calculations using data compiled by Industry Canada
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Trade between the two countries has expanded considerably, by 428%, since
1990. While this is below the rate of growth of trade between Canada and Mexico, it
exceeds by a considerable margin the rate of growth in Canada-U.S. trade from 1990 to
2001. Mexican exports to the United States have been particularly strong, expanding by
478% since 1990, and reaching $204 billion in 2001. As is the case with the Canada-U.S.
trading relationship, the smaller country is the larger exporter. Mexico holds a trade
surplus of about $46 billion with the United States.

Mexico’s trading relationship with the United States is similar to Canada’s. The
United States is by far Mexico’s most important export destination, accounting for nearly
89% of its total exports worldwide. Mexico also imports more from the United States than
from any other country. About 73% of Mexico’s imports come from the United States.
Unlike Canada, however, Mexico’s reliance on trade with the United States has fallen in
recent years, despite the strong growth in trade between the two countries.

At the same time, while Mexico is the United States’ second-largest export
destination, it still only accounts for 14% of total U.S. exports. However, Mexico is rapidly
growing in importance as a market for U.S. exporters: U.S. exports to Mexico have risen
by 375% since 1990, the fastest rate of growth of any major U.S. trading partner except
China. While the share of U.S. trade to Canada has remained relatively constant since
1990 — fluctuating between 21% and 24%, the share of U.S. trade to Mexico as a
percentage of total U.S. trade has doubled over its 7% value in 1990.

In terms of U.S. imports, Mexico is growing in significance to the U.S. market as
well. In 1990, 6.1% of U.S. imports came from Mexico, but with the strong growth in
northbound trade in subsequent years, Mexico accounted by 2001 for close to 12% of
total U.S. imports. As well, Mexico has become the second-largest source of imports into
the United States.
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Although U.S.-bound trade is
heavily concentrated in machinery and
equipment and motor vehicles and
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Trade in the opposite direction — from the United States to Mexico — is largely
similar in its emphasis on machinery and equipment and motor vehicle sales — evidence
of closely integrated industries and product specialization. Indeed, machinery and
equipment exports to Mexico account for 39% of total U.S. exports, and within that
category, sales of electronic and electrical machinery and equipment make up a quarter
of the total. For their part, motor vehicles and parts represent about 11% of total U.S.
exports to Mexico.

Also similar is the pattern of growth in major export products. All major U.S.
exports to Mexico have realized solid gains since 1990. In fact, only two of the top
25 product groupings have failed to triple over the past eleven years.

Investment

The investment relationship between Mexico and the United States is dominated
by southbound investment flows. The stock of U.S. investment in Mexico has risen
considerably since the late 1980s, and particularly since the NAFTA was implemented in
1994. In 2000, U.S. investment in Mexico totalled U.S. $35.4 billion, an increase of 243%
over 1990 levels. For its part, investment into the United States from Mexico is relatively
small, but has grown considerably over the 1990s, reaching U.S. $2.5 billion by 2000.

The United States is the most significant source of FDI in Mexico. About 55% of
total foreign investment in Mexico came from the United States in 2000. This is down
slightly from 1990 levels when the United States accounted for 59% of Mexico’s inbound
FDI. For the United States, Mexico accounts for about 4% of the stock of U.S. investment.
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Foreign Direct Investment Between the U.S. and
Mexico — 1982 to 2000
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4. North American Economic Integration and Canadian Adjustment:
Some Industry and Macroeconomic Effects

The FTA and NAFTA have accomplished their objectives of lowering barriers to,
and increasing the value of, trade and investment within North America. Free trade
between Canada, the United States, and Mexico has accelerated a long-term trend of
tightening economic linkages in the region. Considering the relative size of the three
countries, this process of integration has effectively resulted in exports to the U.S. market
becoming a cornerstone of national economic production in Canada and Mexico.

Notwithstanding the effects of NAFTA, from a Canadian perspective North
American economic integration effectively refers to the development of Canada’s
relationship with the United States. Trade and investment between Canada and Mexico
have increased considerably in the post-NAFTA period, but they continue to be dwarfed
by the size of the Canada-U.S. relationship. As mentioned above, bilateral merchandise
trade between Canada and the United States totalled $569 billion in 2001, while Canada
and Mexico exchanged less than $15 billion that year. The United States accounts for
76% of Canada’s bilateral trade worldwide, while Mexico makes up about 2%.

(a) Integration at the Industry Level

Increasingly, Canadian industries are operating with a view of North America, and
the United States in particular, as part of their domestic market. In virtually all Canadian
industries, growth in exports to the United States outstripped the increase in overall
manufacturing shipments through the 1990s. This suggests not only that a growing
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proportion of domestic output in Canada is geared towards the U.S. market, but also that
the North American market is increasingly critical to the ongoing success of Canadian
firms.

With the elimination of tariff and non-tariff barriers to trade, most industries in North
America, particularly those involved in non-resource-based manufacturing, have access
to common suppliers of raw materials and intermediate goods, and they compete for
market share of a common customer base and capital investment base. Firms that
operate in both Canada and the United States or Mexico trade between parent company
and subsidiary. In the case of heavily integrated industries such as the automotive sector,
goods can cross the Canada-U.S. border several times en route to completion of the final
product.

As a result, the nature of trade within North America is changing in many
industries, reflecting the effects of free trade and economic integration. Increased
competition and intra-firm trade in North America frequently lead to greater industry
specialization as firms or individual plants adapt their production to exploit comparative
advantages and to meet the needs of specific niche or regional markets. This
specialization may refer to industries focusing on specific product types or on specific
aspects of the overall production process.

This increased specialization and integration within industries is reflected in the
value of intra-industry trade between Canada and the United States. Intra-industry trade
refers to the balance of two-way trade flows within specific industries. If one country
dominates trade in a specific industry, then intra-industry trade levels will be low. In
Canada, this is the case with a number of vertically-integrated resource-based industries
where Canada is a substantial net exporter, particularly in the forest products and fossil
fuel sectors.

Intra-Industry Trade Between Canada and the U.S. — 2001
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However, if trade between two countries in a given industry is relatively balanced,
this can reflect a degree of market specialization within that industry, or competition for a
specific market. In such cases, intra-industry trade levels will be higher. In Canada, this is
true for a wide range of industries including mineral products, steel milling and steel
products, rubber, textiles, machinery, transportation equipment, and high-tech goods.

The transportation equipment industry — the automotive sector in particular — is
one of the most integrated industries in North America. Dating back to 1965 and the
implementation of the Auto Pact, linkages have been tightening in the auto sector. The
major automobile companies operate plants and invest across North America, trade
heavily between parent firm and subsidiary, and through just-in-time delivery rely on the
consistent free flow of products across the Canada-U.S. border.

The economic linkages in the auto sector are a contributing factor to the high level
of integration in one of the sector's most important suppliers — the steel industry. Steel
producers in Canada and the United States compete on a continental basis for contracts,
relying on just-in-time delivery and the successful operation of a secure and trade-efficient
border. Specialization in different aspects of steel production and intra-firm trade in steel
has meant that, for steel as for the auto sector, a product can cross the Canada-U.S.
border several times over the course of the production process.

There is also a considerable degree of cross-border investment and ownership in
the steel industry. According to the Canadian Steel Producers Association, over half its
members own affiliates in the United States or participate in joint initiatives with U.S.
firms. Companies on both sides of the border produce according to a common set of
standards and industry specifications. The extent of economic integration in the steel
industry is evident in the fact that Canadian industries were exempted from recent U.S.
antidumping and countervail actions.

As a reflection of the state of integration in the industry, Professor Isaiah Litvak
suggested to the Committee that steel producers in Canada, the United States and
Mexico explore establishing a North America steel industry association to promote their
common interests. In fact, the steel industry is frequently held up as a model of North
American economic integration. Advocates of further tightening economic linkages in
North America, through a customs union for example, point to the steel industry as a
candidate for a prototype agreement. This is discussed further in Chapter 4 of the report.

The ongoing process of economic integration in North America, particularly in the
manufacturing sector, has also contributed to the rapid evolution of a continental energy
market. Energy is a fundamental input into the production of all goods. Access to a stable
and reliable energy supply is critical to the successful operation of the continental
economy, especially in the context of the increasing industrial integration in North
America. Consequently, continental trade in electricity, petroleum and natural gas has
soared, aided by a concurrent increase in energy infrastructure investment, including
transmission lines and pipelines.
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Reflecting the strategic importance of energy, particularly in the context of the
uncertain global political environment, Canada, the United States and Mexico established
in April 2001 the North America Energy Working Group. The mandate of the group is to
enhance energy trade in North America and to foster cooperation among the three
governments in common regional energy issues, ranging_[from infrastructure and
technologies to sustainable development and the environment. 3

(b) Canada’s Economic Performance

Prior to the implementation of the Canada-U.S. FTA in 1989, it was widely
expected that lowering tariff barriers, increasing investment security and establishing a
rules-based system for trading would, by tightening economic linkages between the two
countries, yield a number of positive results for the Canadian economy. In addition to
gaining improved access to the U.S. market, by opening the domestic market to
competition from the United States the FTA was expected to increase the efficiency and
productivity of Canadian industries. As both productivity and output grew, this would lead
to employment and income growth. All these factors were, in concert, expected to result
in robust economic growth in Canada.

In fact, the evidence on Canada’s economic performance through the 1990s has
been mixed. While Canada did enjoy strong economic growth in the late 1990s, its
performance through the first two thirds of the decade was relatively poor. However,
because of the multitude of factors that influence economic performance, it is difficult to
attribute this period of reduced growth exclusively to the effects of free trade and
economic integration.

Not the least of these factors was the recession that ushered in the 1990s. Both
Canada and the United States implemented the FTA at the peak of their respective
business cycles and fell into recession soon thereafter. This occurred independently of
the effects of the trade agreement. A number of policy developments also contributed to
the temporary weakness in the Canadian economy in the early- to mid-1990s. Among
them, the Bank of Canada was implementing its policy of “price stability” — working to
lower the inflation rate to near-zero levels — early in the decade. Achieving this goal
required the Bank to temporarily maintain a high interest rate policy even while the
struggling economy would have benefited from lower rates. This policy had the short-term
effect of slowing Canada’s recovery from the recession. In addition, fiscal policy also
placed a damper on economic growth as the federal and provincial governments worked
to eliminate their respective budget deficits.

Although the fact was obscured by these and other factors, free trade and
economic integration did play a role in Canada’s temporary period of slow economic
growth in the early 1990s. In order to realize the expected long-term benefits of

3" North American Energy Working Group, North America — The Energy Picture, June 2002.
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integration — economic expansion, efficiency and productivity gains, and income growth,
to name a few—the Canadian economy had to undergo a short-term period of
adjustment in response to the new free trade environment. While many industries already
competed tariff-free with the United States, firms in industries that had been heavily
protected by tariffs prior to 1989 were forced to adapt to direct competition. Those unable
to do so exited the market. The resultant reallocation of resources across the Canadian
economy is reflected in the employment record of the Canadian manufacturing sector in
the early 1990s.

In the United States, by contrast, the adjustment process was relatively small.
Although Canada is the largest destination for U.S. exporters, Canada accounted for only
about 21% of U.S. exports in the late 1980s. With a large domestic market and more
diversified export base, the short-term impact in the U.S. of increased economic linkages
with Canada was considerably more modest, given the size of the U.S. economy as a
whole.

As a result of this combination of factors — the differing magnitude of the
recession in the two countries, tighter monetary and fiscal policies in Canada, and the
structural adjustments in the Canadian economy — GDP and employment growth in the
United States significantly outpaced Canadian economic expansion through most of the
1990s. By the mid-to-late 1990s, however, structural adjustments in Canada had run their
course, monetary and fiscal policy changes had been made, and the Canadian economy
began to make strong gains.

In consequence, Canadian GDP and employment growth once again began to
compare favourably with that of the United States late in the decade. The Canadian
economy outpaced the U.S. economy in four of the five years from 1997 to 2001 and is
expected to have done so again in 2002. Similarly, the Canadian labour market has
begun to close the gap in job creation rates that had built up from 1989 to 1998.

In the same way that a host of factors make it difficult to blame Canada’s weak
economic performance in the early 1990s on the fallout from free trade and tighter
economic linkages with the United States, Canada’s more recent strong performance
cannot be attributed simply to the effects of the NAFTA. Several other factors are
contributing, including the export-side advantages of a weak Canadian dollar, improved
monetary and fiscal conditions, and the robust nature of the U.S. economy, which has
served as a magnet for Canadian exports. However, Canada’s recent economic
performance is in line with expectations of the long-run benefits of free trade and
economic integration.

While Canada’s general economic outlook has improved relatively to the United
States in recent years, there is one notable area where this is not the case. Canada has
not been able to keep pace with the considerable growth in labour productivity in the U.S.
since the early 1990s. A boom in business investment in new machinery and equipment
in the late 1990s led to a surge in U.S. productivity levels. While the Canadian economy
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has seen steady productivity gains through most of the decade, it has lost ground relative
to the United States.

As a result, the gap in labour productivity between Canada and the U.S. has
widened since the mid-1990s, particularly in the manufacturing sector. In 1995, the
Canada-US productivity gap was 17%; six years later, it had widened to 33%.

Narrowing this gap is critical to the long-run health of the Canadian economy and
to the standard of living in Canada. In general, as productivity increases the cost of labour
falls (per unit of output), paving the way for higher wages and output levels. As such,
productivity gains are key to maintaining and improving Canada’s standard of living.

The need to improve productivity levels is especially of concern in the context of
the tightening economic linkages between Canada and the United States. As economic
markets continue to integrate, differences in productivity rates will have a greater impact
on the choices made by businesses and investors. Since the entire North American
market is accessible from either country — as well as from Mexico — firms and investors
will be attracted to the areas which offer the greatest economic advantages. Productivity
and innovation attract investment, which in turn promotes further productivity gains.

The Gap in Labour Productivity Between Canada
and the U.S. is Widening
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At the same time as Canada’s productivity gap with the U.S. has been widening,
Canada’s share of foreign direct investment (FDI) has also been falling. Although the
value of FDI entering Canada has increased considerably over the 1990s, the proportion
of FDI in North America that goes to Canada has dropped. Prior to the implementation of
NAFTA, concerns were raised that foreign investors would overlook Canada in favour of
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opportunities created by low-cost labour in Mexico. As Industry Canada Deputy Minister

Peter Harder told the Committee, it is thefproductivity-anddymamism of the O-S-market—

that has been attracting new investment.

A critical policy challenge, as Harder stressed, is for Canada to improve its
productivity record in order to exploit the virtuous cycle of productivity attracting
investment that in turn feeds productivity. Productivity gains not only improve Canadians’
standard of living; they are also critical in Canada’s efforts to increase its share of the U.S.
import ndarket, especially in|light of increased competition for those markets from
Mexico.

The weaknesses in Canada’s productivity record have been held up as an
example of how free trade and North American economic integration have failed to live up
to their original promise. But as is the case with other economic indicators, attributing
Canada’s relative decline in productivity levels exclusively to the effects of economic
integration overlooks the effects of a host of other factors. Moreover, according to
research by Professor Daniel Trefler of the University of Toronto, the Canada-U.S. Free
Trade Agreement and the resulting economic integration between the two countries has

in fact had a positive effect on labour productivity levels in the mapgfacturmg sectorim——————
Canada, as expected prior to the implementation of the agreement. 6—'Fhis—sugges%s—tha{—

in the absence of the FTA, Canada’s productivity record would likely have been worse
than the current data indicates.

There are several ways in which free trade and economic integration could have
been expected to positively influence productivity growth rates: trade could increase
firm-level output, allowing plants to take advantages of economies of scale in production;
investment could increase the use of capital and equipment; tariff reduction could result in
a shift of production from inefficient firms to more productive ones; new, more competitive
firms could replace older ones (new businesses tend to be more efficient); and firms
could adjust their production to higher-value-added manufactures. In testing these
possibilities, Trefler's study concludes that plant turnover — the replacement of older
plants with newer, more productive ones — and significant, large gains in production
efficiency have been the two sources of trade-related productivity gains in Canada. Such

“ Evidence, Meeting No. 90, June 13, 2002.

% bid.

6 Daniel Trefler, “The Long and the Short of the Canada-US Free Trade Agreement,” Working Paper. Canadian

Institute for Advanced Research (CIAR) and National Bureau of Economic Research (NBER), University of
Toronto. (revised April 16, 2001). Trefler concludes that free trade has raised Canada’s labour productivity rates
across all manufacturing industries by a compounded annual rate of 0.6% per year. Productivity gains were
found to be greatest in the low-end manufacturing industries which had experienced the deepest tariff cuts
coming out of the FTA. For those industries — a group which includes clothing, furniture, and rubber and plastic
products — the gains were closer to 2.1% per year.
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studies reinforce the general point made earlier about the need to increase our
knowledge of the phenomenon of an emerging North American economic space, based
on careful ongoing empirical analysis of the many dynamic factors affecting a challenging
Canadian policy environment.
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PART II

CANADIAN PRIORITIES FOR
ADVANCING NORTH AMERICAN
RELATIONS



CHAPTER 3: THE FUTURE OF SECURITY AND
DEFENCE COOPERATION IN NORTH AMERICA

It will require an extraordinary effort on our part to demonstrate that not only are we not a threat, but we
are an asset, and our friendship, our neighbourliness and our cross-border commerce are assets to them
[the United States] that they need to take into consideration in deciding how to deal with their own sense
of vulnerability.

Hon. John Manley,
Evidence, Meeting No. 40, November 6, 2001.

... it should be noted that Canadian policy-makers and academics have no tradition of examining NAFTA
through the lens of security. Indeed they can be quite hostile to the suggestion of such a possibility. This
reflects the extent to which the concept of free trade was contested in Canada, its links in those debates to
the question of sovereignty, and also lingering Canadian discomfort with American hegemony. For better
or worse, however, participation in NAFTA has had significant implications for Canadian security, broadly
defined. The events of 11 September made those implications far clearer.

S. Neil MacFarlane and Monica Serrano,
“NAFTA: The Security Dimensloh'.”

WHAT WITNESSES SAID

If you speak to an American expert ... he will tell you categorically that the problem is that our security
policy is very lax. We have a bad system. We let people in. The problem is not Canada as such. He
would say that if the Americans solve their problems, they would like Canada to solve its problems so
that they feel safe on that front. And | imagine they say the same thing to Mexico.

This is an intellectual question. The only lever we have at the moment is an intellectual one, failing a
significant military lever. ... We have to make them understand that a strong Canada is in their interest
and that a strong Canada is not necessarily one that adopts American policies. However, it is a Canada
that protects American interests as well as its own, because it is in its interest to do so.

Daniel Schwanen,
Institute for Research on Public Policy,
Evidence, Meeting No. 64, February 28, 2002.

In the case of defence, the fundamental reality is we can’t defend ourselves by ourselves against a major
external attack, and we do have a basic security bargain with the United States that dates all the way
back to 1938. It says the following. The essence of it is that the United States will defend us, and we
agree not to become a source of military weakness to the United States. How to work out that
bargain, of course, is the question. We have to provide the necessary assurance to the Americans that
we will not become a security liability to them. We don’t have the option, really, of acting unilaterally in
the circumstances, given the nature of the threat we face, so we almost have to do it in a cooperative
way.

! S. Neil MacFarlane and Monica Serrano, “NAFTA: The Security Dimension,” in Louise Fawcett and Monica

Serrano, eds., Regionalism’s “Third Wave”: The Americas (forthcoming; cited by permission of the authors).
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This doesn’t mean you've sacrificed your interests; in fact, it might be a way of maximizing them. When
you participate with the United States, you try to maximize the security of your own country and you
also gain access to the U.S. strategic decision-making process.

Don Barry, University of Calgary,
Evidence, Meeting No. 80, May 8, 2002.

On September 11 we learned that chaos in poor, weak countries halfway around the globe can make a
very big difference to us. ... That means there is going to be a new context for Canadian-American
cooperation and our famous long undefended border. We have to realize that you can no longer do
things at borders alone. Borders are now zones, and as this Committee knows from its work on smart
borders, the new way of thinking about this is that we have to operate inside your borders, you have to
operate inside our borders. Some people will say, isn't that a derogation of Canadian sovereignty? Not
in the least, any more than it is a derogation of American sovereignty. It means we have to get away
from our traditional concepts of what borders mean and learn to act cooperatively if we're going to cope
with the threats that come from ... this new dimension of transnational relations.

Joseph Nye, Harvard University,
Evidence, Meeting No. 74, May 2, 2002.

Without direct exposure to the deep feelings, insecurity, and vulnerability our American cousins feel
right now, it is difficult for governments to justify to their citizenry, and to themselves, the security
measures that must be taken to address the fears. We have also learned that what we want to do is
protect a shared way of life that is being opposed and threatened by extremism. Our friends in the U.S.
must also try to understand if we disagree about particular measures, we're no less committed to their
security and to our shared community.

Brian Stevenson, University of Alberta,
Evidence, Meeting No. 82, May 9, 2002.

... popular opinion in Canada is that we should always be sure to remain distinct vis-a-vis the
Americans on our foreign and security policy. My argument is that this would be a mistake, because the
values | think most Canadians share in foreign and security policy are identical to the values that the
Americans share. The wars the Americans have fought recently have been fought for reasons that most
Canadians find entirely acceptable, morally justifiable, and ethically defendable. If you want to protect
our sovereignty, protect it in terms of the values and interests that we espouse. Sometimes that means
supporting the Americans.

Frank Harvey, Dalhousie University,
Evidence, Meeting No. 61, February 27, 2002.

While Canada ought to continue with a cooperative and coordinated approach with the United States
concerning North American security, it would be quite wrong to integrate Canadian and American
military capability.

Our model of cooperation has served us well. There is no compelling reason why our sovereignty needs
to be compromised by submitting our military capability to American command. We have shown in a
number of multilateral missions and endeavours, whether under NATO or UN command, that Canadian
troops can indeed serve well in integrated military structures. There is nonetheless a signal difference
between joining a multilateral mission and placing our troops under the dictate of a neighbouring power,
no matter how benevolent.

Satya Das,
Evidence, Meeting No. 82, May 9, 2002.
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| think the focus on homeland security is very much a function of September 11 last year. When you
come to look at it and try to do something with it, it is again a blend of international and domestic
politics. But from the domestic side of it, | think we’re really concerned about vulnerability. What are our
vulnerable points? Where are we open that somebody who wished to do us harm could have quite a
free shot?

Peter Haydon, Maritime Affairs,
Evidence, Meeting No. 59, February 26, 2002.

If you examine the root causes of political instability, especially in the poorest regions of the world, you
see that simply dealing with security as a border issue or a banking issue, while | don’t think anyone
disagrees with those efforts, is not enough. Unless you address the core, root issues of terrorism, which
are already on the agenda for this summit — that is, global poverty, inequality — then we’re not going to
solve anything.

Jim Selby, Alberta Federation of Labour,
Evidence, Meeting No. 82, May 9, 2002.

On increased military spending, we feel it’s likely the Canadian public could accept a small increase in
spending to better achieve civil defence priorities, particularly as they have been identified since
September 11. We do want to stress that increases to defence spending are one thing; funding that
would support military aggression is quite another.

Kerry Duncan McCartney, Project Ploughshares Calgary,
Evidence, Meeting No. 80, May 8, 2002.

... because we have an integrated economy ... does that mean we cannot espouse our values? | would
say ... that my approach to these questions is not to go at the United States, but rather to manifest our
friendship with the United States — which we have done in countless ways | won't take time to
enumerate — and say to them ... that as your good neighbour and your good friend, we have to tell you
some things. We see security in the world coming out of a basis of international law and an agenda in
which the social and economic conditions of the world are related to developing the conditions for
security. We do not see security coming out of the barrel of a gun or that more weapons and more
nuclear weapons are going to produce security.

That’s a fundamental difference in our views. | think it ill behoves the Government of Canada, let alone
all the people like us in Canada, to pretend that there are not these distinctions in how each of us
approaches questions of security. | think, moreover, we would not be faithful to our obligation to the
United Nations and everything it stands for were we to sort of knuckle under to the U.S. security
demands being made upon us today, when thinking Canadians recognize that those demands are
wrong.

Senator Doug Roche,
Evidence, Meeting No. 82, May 9 2002.

In the present circumstances, it would be very interesting to have a Canadian picture of what North
American defence, including Mexico, actually means. How do we see it? All I've seen from the
Department of National Defence is roughly a discussion of Canada, and not so much a discussion of
North America and Canada’s role in it, or a high level of appreciation of where we go from here and how
we fit into what needs to be done.

Guy Stanley, University of Ottawa,
Evidence, Meeting No. 90, June 13, 2002.
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3.1 Introduction: Approaching the New Security Environment in North America

The tragic terrorist attacks of September 2001, as well as the unrelated anthrax
attacks soon after, shattered the assumption of many that the United States, the world’s
most powerful nation, was invulnerable to attack on its own soil. The events resulted in a
renewed focus in the United States not only on security in general, but on “homeland
security,” for which domestic actions are even more important than military ones. Given
the degree of economic integration in North America, the immediate U.S. move to virtually
close its borders had significant economic impacts on both Canada and Mexico and
required their governments to increase security cooperation with the United States, if only
to prevent further unilateral action. The real challenge was whether they could do so while
still preserving key Canadian, and Mexican, values in a number of areas.

Canadians as well as Americans have suffered from terrorism — although not to
the same degree — and all witnesses agreed with the need to increase security within
Canada. Likewise, almost all agreed that this would require increasing security
cooperation with the United States. There were differences, however, over how far this
cooperation should go, and whether it should be governed by new formal agreements or
simply evolve from current arrangements.

In terms of military cooperation, Canada dispatched significant naval, land, and air
forces to Afghanistan and surrounding areas as part of the campaign against terrorism,
and Canadian and American personnel have also operated at an enhanced tempo within
the North American Aerospace Defence Command (NORAD) during the past year.
Despite the very close defence relationship between the two countries, recent years have
seen differences over a number of issues with continental implications, notably U.S. plans
to develop missile defences and the U.S. belief that Canada does not spend enough on
defence. The focus on security after September 11 has renewed calls for closer
continental cooperation to defend North America from new threats. For example, Dr. Jack
Granatstein of the Council for Canadian Security in the 21st Century told the Committee
that the United States would take whatever action it deemed necessary to ensure its
security; hence, in his view, Canada now had “no choice” but to agree to long-standing
U.S. demands in these areas if it wish@d both to continue its close partnership and to
retain sovereign control over its defence.

In fact, while the Canadian government has taken important action over the past
year to increase both its capacity to fight terrorism and its security cooperation with the
United States, the primary focus has been on the Canada-U.S. border. The response to
the attacks in this area, and the lengthy debate over border issues that preceded it, has
underlined the complex relationship between economics and security in the two countries.
As Christopher Sands has argued, the United States has learned that security measures

2 Evidence, Meeting No. 79, May 8, 2002.

82



cannot ignore economic concerns, while Canada has learned that economic concerns do
not trump security ones’]

In a broader sense, many believe that the attacks, and the subsequent military
campaign in Afghanistan, have strengthened a predisposition toward unilateralism in U.S.
foreign policy. In a speech at West Point in June 2002, President Bush said: “If we wait
for threats to fully materialize, we will have waited too long.” Instead, America would be
ready for “pre-emptive action when necessary.™ Similar arguments were contained in the
September 2002 National Security Strategy of the United States of America.

The focus of this report is on the future of relationships in North America. But as
we indicated in Chapter 1, these occur within a broader Canadian foreign policy context in
which Canada has traditionally pursued its interests and values through multilateralism
and respect for international law, as well as through encouraging U.S. engagement with
the rest of the international community. This is all the more important since, as American
experts Joseph Nye and Stephen Flynn argued separately before the Committee, in an
era of globalization the United States can only truly increase its security by working
cooperatively with other states. The Committee heard from a number of withesses on
these points, and also included their perspectives in its June 2002 report Securing
Progress for Africa and the World: A Report on Canadian Priorities for the 2002
G8 Summit.

A number of the border and other actions taken over the past year will have
long-term consequences that must be monitored. Moreover, the high-profile defence and
foreign policy issues noted above remain to be addressed. As the Government considers
this agenda, the Committee agrees with the point made to us by Peter Coombes of End
the Arms Race that “Canada’s security is far, far too vital to be left to the military experts,
to the security exper‘[s.”EI

3.2 Bilateral or Trilateral Approaches to Security?

That NAFTA now has a security dimension, few would dispute. What to make of it is another question.
Neil MacFarlane and Monica Serrano,“NAFTA: The Security Dimension.”
... although the vulnerability between the U.S. and Mexico on the one hand and the U.S. and Canada on

the other is mutual, it is far from symmetrical. The United States economy, for one, would not be affected
in anywhere near the measure that the economies of its partners would be in the event of any interruption,

Christopher Sands, “Fading Power or Rising Power: 11 September and Lessons From the Section 110
Experience,” in Norman Hillmer and Maureen Appel Molot, eds., Canada Among Nations 2002: A Fading Power,
Oxford University Press, Don Mills, 2002, p. 65-68.

“President Bush Delivers Graduation Speech at West Point, Remarks by the President at 2002 Graduation
Exercise of the United States Military Academy West Point, New York,” White House News Releases, June
2002. See also the International Institute for Strategic Studies, “Dealing With the ‘Axis of Evil': The U.S. and the
‘Perilous Crossroads,” Strategic Comments, Volume 8, Issue 5, June 2002.

°  Evidence, Meeting No. 76, May 6, 2002.
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threatened or implied, in [the free flow of goods]. U.S. vulnerability, we must remember, has other
dimensions, as we saw most horribly and tragically on September 11, but it is not only the threat to its
security from terrorism but the threat from trade in drugs, trade in people, and other global flows that
preoccupy the U.S. policy-makers. These vulnerabilities, | may note, we share with them profoundly as a
fellow modern society in North America. However, in U.S. perception, often that sharing seems to be
asymmetrical.

George Haynal, Former Assistant Deputy Minister for the Americas, DFAIT,
Evidence, Meeting No. 56, February 7, 2002.

If there was one area in which a two-speed North America was evident before last
September, it was in the realm of security cooperation, in terms of both “public safety”
issues such as terrorism and crime, and of military security. Canada and the United
States have had a highly developed relationship in these areas for decades. The United
States and Mexico have a very limited one, based mainly on 1996 bilateral agreements
on defence and security cooperation. Canada and Mexico have virtually none. The
borders within North America reflected this reality, with Canada and the United States
sharing what they took pride in calling “the world’s longest undefended border,” while the
much shorter U.S.-Mexican border was significantly fortified to prevent both illegal (or, as
the Mexican government prefers, “undocumented”) immigration and drug smuggling into
the United States.

In a press conference last November following what Mexican scholar Dr. Monica
Serrano (who testified before the Committee in Mexico City) has referred to as “Mexico’s
distant, delayed and clearly mishandled response to the terrorist attacks ... ,” President
Fox called for the development of a “North American Security Policy” that would include
coordinating border policies and sharing immigration and customs informationd The
United States and Canada did not take up this suggestion; they focused instead, in the
interest of speed, on using existing and extensive bilateral channels to increase security
in their countries.

Nevertheless, the fact that President Fox made this suggestion signalled a change
in Mexico’s traditional security orientation, as did its September 2002 decision to withdraw
from the OAS’s Inter-American Treaty on Reciprocal Assistance (Rio Treaty).EBiIateraI
defence and security cooperation between Canada and Mexico has so far beepyquite
limited — for example, to Mexican participation in peacekeeping training in Canada.? Yet
in January 2002, during the first official visit of a Canadian defence minister to Mexico, the
Hon. Art Eggleton noted in a speech that “ ... ultimately, the relation between our two
countries is based on more than trade and economy. It is also based on a shared

Monica Serrano, “U.S.-Mexico Security Relations in the 21st Century,” in Peter Andreas and Tom Bierstecker,
eds., Re-Bordering North America? Integration and Exclusion after 9-11, New York, Routledge (forthcoming).

Canada did not join the Rio Treaty when it joined the OAS in 1990, yet does not discount its usefulness to its
member states.

See Hal Klepak, “Hemispheric Security After the Towers Went Down,” Canadian Foundation for the Americas
(FOCAL), FOCAL Policy Paper FPP-02-4, Ottawa, February 2002.
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commitment to international peace and security, a cause we cannot afford to neglect.ff]
While the Minister spoke of international peace and security, Mexico’s Under Secretary of
Foreign Affairs Enrique Berruga reminded the Committee during meetings in Mexico City
that the Mexican government would like the three countries to work together and share
best practices in order to secure the region. At the same time, Neil MacFarlane and
Monica Serrano observe little evidence of any movement in a trilateral direction towards
eventually adding structures of security and defence cooperation, as a “security pillar” to
NAFTA.

When questioned by Committee members about the role of Mexico in this regard,
Jack Granatstein responded: “I don’t think the defence of North America properly belongs
to a tripartite arrangement. We can trade in a tripartite way, but in military terms the reality
is that the defence of North America is primarily American and secondarily Canadian and
American. | think it would be a mistake for us to pretend anything else.” He added that
“The Mexican armed forces, while numerous, are a light year behind Canadian forces,
and two light years behind American forces, in sophisticated technology and modern
war-fighting capability. They're essentially an internal security force that aims to k‘ﬁﬁ the
Mexican people down — you'’ll forgive me for saying that, but it happens to be true.

Professor George MacLean put it less provocatively:

On the issue of Mexico and defence and security integration ... there’s not much
interest in the United States or in Canada to try to integrate security forces,
defence forces, aside from issues like border issues, migration, and so forth ... I've
certainly not seen any discussion within the ministry of defence in Mexico City
about integration with Canada. | think there would be eyebrows raised. “Why on
earth would we have military integration with Canada? We barely have economic
integration with Canada.” That’s often the Mexican response .... There is a desire
in Mexico to be more integrated in a defence context with the United States,
though that hasn’t been reciprocated in any real way in Washington.

Yet the existence of a North American economic community, which is likely to
deepen in the future, leads some to argue that a trilateral security and defence
partnership in North America would be a natural development. Professor Stéphane
Roussel, for example, argued forcefully: “Economic integration requires security
integration. The two arﬂsely linked, and | do not think that we can leave Mexico on the
sidelines for very long.’ imilarly, Professor Theodore Cohn made the point that “if we
deal with some of these cross-border issues in genuine trilateral terms, | think we’re going

“Speaking Notes for the Honourable Art Eggleton, Minister of National Defence, at the Mexico Defence College,”
Mexico, Mexico City, January 22, 2002, p. 6.

' Evidence, Meeting No. 79, May 8, 2002.
" Evidence, Meeting No. 75, May 6, 2002.
2 Evidence, Meeting No. 77, May 7, 2002.
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to make further progress than trying to keep the clock back and say we're different from
the Mexicans. We are different; we’re very different. But this is a North American issue.[]

Even in terms of defence, Professor Michael Byers, the author of a high-profile
study entitled Canadian Armed Forces Under U.S. Command, argued: “We’re talking
about North American defence. It seems to me obvious that if we're moving forward on
North American defence with the United States, Mexico should be at the table as well.
They're_a very important partner in NAFTA. They have the same concerns as Canada
has.”“Professor Guy Stanley of the University of Ottawa agreed, saying:

| ... believe it would be desirable to include Mexicans in the [defence] discussion
and dialogue because we don’t know what the direction of American policies will be
in the near future. If we want to be able to encourage or to deter some things, we’d
better have a major and recognized contribution, and a partner who supports us or
shares the same perspective with us and who is capable, in a trilateral context, to
provide a stronger dimension and a higher value than what can be done
unilaterally. Otherwise, | would Ige_-lconcerned about the decisions the Americans

will be making in the short term.

From a practical point of view, day-to-day defence and security cooperation in
North America will undoubtedly remain a bilateral issue at least in the medium term. After
speaking last November of the “very deep and profound sense of cooperation” that exists
between Canada and the United States on security issues, Jon Allen, Director General of
DFAIT’s North American Bureau added: “Right now, because of the issues perhaps of
transparency and development, that doesn’t exist between the Americans and the
Mexicans. il come. And as it comes, there will be an ability, | think, to then deal as a
perimeter.” he Committee believes that the advantages of a trilateral approach to
security relations in North America will become increasingly obvious over the longer term.
The sooner, therefore, the three countries begin to think about and work toward this goal,
the better.

Recommendation 8

The Government of Canada should increase its bilateral security
cooperation with Mexico. The Government should also examine
means of beginning a trilateral dialogue with the United States and
Mexico to explore common perspectives on security issues in North
America.

3 Evidence, Meeting No. 76, May 6, 2002.

" Ibid. See also Canadian Armed Forces Under U.S. Command, Liu Centre for the Study of Global Issues,
University of British Columbia, May 2002.

' Evidence, Meeting No. 90, June 13, 2002.
' Evidence, Meeting No. 57, February 19, 2002.
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3.3 Securing Our Borders

... at the heart of American concern ... is the issue of security. And at the heart of our relationship with the
Americans is a law enforcement and intelligence cooperation that backs that relationship. So on customs
and immigration, we can have a deep and profound sense of sharing, because behind it we have a very
deep and profound sense of cooperation.

Jon Allen, Director General,
North American Bureau, DFAIT,
Evidence, Meeting No 57, February 19, 2002.

By the 1990s, despite the fact that they took great pride in “the world’s longest
undefended border,” Canada and the United States both recognized that important
cross-border issues needed to be resolved. They therefore created several new fora
between 1997 and 1999, including a Border Vision Initiative focused on immigration and
smuggling, a Cross-Border Crime Forum fgggsed on law enforcement cooperation, and a
broader Canada-U.S. Partnership (CUSP). " Overall, however, these fora resulted in little
in practice, because mainly of a lack of sufficient political interest on either side of the
border.

The primary focus of U.S. border concerns in the 1990s was illegal immigration
from Mexico. Despite the significant differences between the United States’ northern and
southern borders, Congress attempted to address them through common legislation, with
significant implications for Canada. The most important of these was the “Section 110”
requirement to document the entry and exit of all “aliens,” which threatened crippling
delays at the Canada-U.S. border. The implementation of this requirement was
repeatedly delayed, however, partly as a result of Canadian lobbying. Unfortunately,
entry/exit controls — which American expert Demetrios Papademetriou recently
described as “a mindless approaclﬂ:gtﬁat will simply create additional difficulties for us, any
way you slice that particular pie™ — have now been included in post-September 11
legislation. Canada will therefore have to deal with its implications once again, although
hopefully this will be easier under the new border regime discussed below.

Another negative result of the U.S. focus on Mexico in the 1990s was that
one-third of American border enforsement agents were “temporarily” transferred from the
northern to the southern border. hey never returned, leaving the northern border
understaffed. In the fall of 2001, some 832 U.S. border patrol agents and inspectors were
assigned-to the northern border, compared to over 9,500 assigned to the southern
border. his fact would later contribute to the arguments of some that the Canadian
border was a security threat to the United States.

The work of CUSP will be discussed further in the following chapter.
Tim Naumetz, “Expert Slams ‘Mindlessly’ Beefed-Up Border,” The Ottawa Citizen, September 24, 2002.
9 Christopher Sands (2002), p. 52.

See Lisa M. Seghetti, “Border Security: U.S.-Canada Border Issues,” CRS Report for Congress, Washington,
Congressional Research Service, 8 July, 2002, p. 2.
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On the other hand, U.S. officials did have concerns about specific Canadian
policies. Following a number of cases of diversion of U.S. weapons technology, in 1999
Canadian exemptions under the International Trade in Arms Regulations (ITARS) were
removed. This action seriously affected the export of military technology to Canada until
the Canadian system was tightened and the exemptions restored in 2001. In terms of
refugee policy, as Stephen Gallagher noted before the most recent policy changes, the
fact that Canada had no “policies or practices that give the government the power to
control and remove the majog'tz,of asylum-seekers who do arrive” made it “unique among
advanced industrial nations.”

According to former senior Foreign Affairs official George Haynal, the issue of
“national security” as such did not “meaningfully” enter bilateral border discussions until
after U.S. authorities arrested Algerian terrorist Ahmed Ressam, an illegal resident of
Canada, as he w. ttempting to enter the United States with bomb-making materials in
December 1999. .S. Attorney General John Ashcroft later admitted that it was
Canadian intelligence that led to the arrest of Ressam; yet the incident seemed to many
proof of an earlier comment, attributed to former U.S. Ambassador to tEilUnited Nations
Richard Holbrooke, that Canada was a “Club Med for terrorists.”~ Following the
September 11 attacks, this perception was fuelled by erroneous reports, in media
including The New York Times and in statements by politicians such as Senator Hillary
Clinton, that some of the September 11 hijackers had entered the United States from
Canada.

This was, as Dr. Yasmeen Abu-Laban pointed out, an “extreme portrayal,” the
logical policy conclusion of which “would suggest that Canada will only cease to be a
threat to America if Washington determines all aspects of Canadian immigration.” In her
view: “That is why there needs to be a vigorous defence of our immigration system from
policy-makers; it relates to_Canadian needs and values and interests, and we have a
public relations problem.” ecurity and intelligence expert Reg Whitaker agreed that
“the post-September 11 security problem posed by the Canadian border was never as
serious as journalistic and political critics have suggested. Canada is not now and never
was a Club Med for terrorists, despite some irresponsible and ill-informed criticism.” As he
explained:

Canadian rules and procedures for preventing the entry of terrorists and criminals
have long been roughly equivalent to those in the United States. Indeed,
intelligence sharing has meant a common database on the bad guys that is
strongly influenced by American intelligence and American interpretation.

2 Stephen Gallagher, “The Open Door Beyond the Moat: Canadian Refugee Policy From a Comparative

Perspective,” in Hillmer and Molot (2002), p. 117.

2 George Haynal, “Interdependence, Globalization and North American Borders,” prepared for presentation at the

Symposium on Governance and Public Security, Alan K. Campbell Public Affairs Institute, Maxwell School,
Syracuse University, 18 January 2002, p. 14.

B Stephen Clarkson, Uncle Sam and Us: Globalization, Neoconservatism and the Canadian State, Toronto,
University of Toronto Press, 2002, p. 403.

2 Evidence, Meeting No. 82, May 9, 2002.
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September 11, in any event, revealed that the U.S. itself was hardly watertight and
indeed guilty of considerable laxity. It is not quite the model that some have held it
to be....

| think basically if there was a gap — and there was, in the past, a gap between
Canadian and American performance — in immigration security, it was not in
regard to rules and procedures but in enforcement. Canada did not in the past put
as many resources into enforcement as the U.S. did. That gap is now narrowing,
with the additional resources for security provided in the 2001 budget.

Apart from certain U.S. politicians and certain U.S. media outlets, the image of the
Canadian border as a security risk has not actually made %ﬂh headway with the
U.S. public, according to recent polling by EKOS Research.

There were also areas in which Canadian security was tighter than its American
counterpart. In one example cited by Stephen Clarkson, Canada had instituted a system
in 1996 that allowed officers posted at airports abroad to stop Tz%ﬁe than 33,000 people
with false documentation before they boarded planes for Canada

In a September 2002 article, Reid Morden, a former Director of the Canadian
Security Intelligence Service (CSIS) and former DFAIT deputy minister who testified
before the Committee in early 2002, affirmed that “Canada is neither a security threat to
the United States nor a haven for terrorists.” But he also added: “On the other hand, it is
legitimate to ask ourselves several questions. Were there gaps in our security coverage
on September 11? Do we have terrorist groups in Canada? Have we been, at the very
least, ambivalent in dealing with undables who would abuse the hospitality that
Canada offers? Yes, to all of the above. 2

All governments undoubtedly took security too much for granted before
September 11. The hard lesson that the Committee draws is that, in addition to increasing
cross-border cooperation, significant domestic remedies were, and continue to be,
required in a variety of areas.

Defence of the homeland has a long history in the United States; but for the
country to reorient itself to this task after decades of “forward defense” will be a long and
complicated task. In Washington, the Committee met with Richard Falkenrath, Director of
Policy and Plans in the Office of Homeland Security. As Mr. Falkenrath later explained,
the key elements achieved in this area over the past year were: the creation of an
executive Office of Homeland Security, headed by Governor Tom Ridge, in October
2001; a request that the amount spent on homeland security be almost doubled in fiscal

% Evidence, Meeting No. 76, May 6, 2002.

% Stephen Clarkson, “Uncle Sam and Us One Year Later: The Geopolitical Consequences for Canada of

September 11th,” in “9/11: Canada and the World, One Year Later,” Canadian Issues, Association for Canadian
Studies, September 2002.

" Reid Morden, “Canada and the U.S. Must Protect Each Other,” The Ottawa Citizen, September 16, 2002.
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2003; the release of a National Strategy for Homeland Security; and the proposal to
reorganize the federal government to create a massive Department of Homeland
SecuritylflThe legislation to establish this department was signed by President Bush on
November 25, 2002.

As noted by Stephen Clarkson, the structure of Canadian government probably
allowed Canada to react more quickly than the United States in this area. In October
2001, the Canadian government created an ad hoc Cabinet Committee on Public
Security and Anti-Terrorism, chaired by then-Foreign Affairs Minister John Manley.
(Cabinet committees on Security and Intelligence and on Foreign Affairs and Defence
had been abolished years before.) The Government also passed sweeping anti-terrorism
legislation and increased security-related spending, committing $7.7 billion over five years
to anti-terrorism and border security measures in its December 2001 Budge{EAlthough
observers such as Dr. Thomas Axworthy have suggested more long-term changes, such
as making the ad hoc Committee on Public Security and Anti-Terrorism permanent and
creating a Department of Homeland Security, the Canadianljvernment has not
undertaken permanent reorganizations to emphasize security.” Nevertheless, the
significant American moves in this area will have important implications for Canada that
must be monitored.

Much more remains to be done, however. As Joseph Nye of Harvard University, a
former Chairman of the National Intelligence Council of the United States and Assistant
Secretary of Defense, told the Committee in May 2002:

Technology is putting into the hands of deviant groups and individuals destructive
power which was once reserved solely to governments. So if in the twentieth
century you had a person who wanted to kill many people — a Hitler, a Stalin, a
Mao — he needed the power of a government to do it. Today it's not farfetched to
imagine terrorists getting access to weapons of mass destruction and being able to
do that themselves.... This is a totally new dimension of world politics.3

In its June 2002 report on priorities for the G8 Summit, the Committee reflected the
views it had heard in hearings across the country concerning the fight against terrorism.
Particular emphasis was placed on the need to pursue this fight within a multilateral

% ys. Department of State, “Homeland Security,” Foreign Press Center Briefing, Washington, September 5,

2002.

2 According to Clarkson, this was proportionately more than the United States spent on these issues. (“Uncle Sam

and Us One Year Later: The Geopolitical Consequences for Canada of September 11,”) loc. cit.

% For a recent set of ideas on the development of a national security policy for Canada, see W.D. Macnamara and
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Montreal, October 2002. Available at: www.irpp.org.
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framework that respected civil liberties and on the need for Canada and other states to
increase cooperation at a number of levels to strengthen their capacity to fight terrorismi-]

In addition to protecting Canada from terrorist attacks, it is also important to guard
against attacks on critical energy, telephone and other infrastructure shared by Canada
and the United States —the two governments have agreed to detailed binational
workplans in the area—and to recognize the possibility of attacks on American
businesses and interests in Canada.

From a “Security Perimeter” to Building a “Smart Border”

The challenge of meeting Canadian needs and U.S. imperatives at the border is symptomatic of a larger
public policy debate. The focus is the balance between sovereignty, economic security, and national
security. This may not be a debate Canadians are ready for, but it has been forced upon us by
September 11.

Andrew Wynn-Williams,
British Columbia Chamber of Commerce,
Evidence, Meeting No. 76, May 6, 2002.

... although the security perimeter already exists — | do believe that the groundwork has already been
laid — the process is not yet complete. We should expect new initiatives in this area in the months
and years to come.

Stéphane Roussel, York University
Evidence, Meeting No. 77, May 7, 2002.

The past several years saw debate about the role of borders in a period of
increasing globalization, but the September 11 attacks reaffirmed their importance. As
Haynal noted in early 2002, however: “The Canada/U.S. border today is a jumble of
contradictions. The publics in our two societies retain apparently conflicting sentiments
about it. They expect it to pose no impediment to their movements, but they also treat it
as an essential attribute of sovereigntyﬁcessary for the protection of national security
and the integrity of national institutions.”

In essence, the volume of trade and personal interconnections, particularly
between countries such as Canada and the United States, is such that security
cooperation must begin before the borders are reached, or it will be too late. As Reg
Whitaker explained, “in a world in which there is instant communication and very fast
transportation movements, you should deal with the problem before it arrives at the
border.” He added:

¥ Although outside the Committee’s mandate, in one of the many areas that could be addressed, Richard

Chenoweth of Securitas Canada pointed out in Toronto that the thousands of private security providers in
Canada are regulated under different provincial regimes, and that little interest has been shown in coordinating
these standards since September 11 (Evidence, Meeting No. 79, May 8, 2002).

3 George Haynal, 2002, p. 9.
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| don’t think that threatens Canadian sovereignty. | don’t think, for example, that
pre-clearance of goods that originate in Canadian factories is in any way a
diminution of Canadian sovereignty. Those goods have no right to enter the United
States. They will be checked either at the border or at the point of origin. It simply
makes more sense to do it at the point of origin. In fact, Canada itself has been
involved in perimeter security in a broader sense: for example, the interdiction of
illegal refugee movements at the point of origin using intelligence resources. | think
as long asmse elements are done on a functional basis, they can work for both
countries.’

While the United States did move some National Guard troops to its northern
border following the September 11 attacks, former Immigration and Naturalization Service
Commissioner Doris Meissner told the Committee in Washington that early thoughts
about fortifying the border had dissipated quickly (at least partly as a result of domestic
and Canadian lobbying).

Public discussion quickly turned to the idea of developing a “security perimeter” for
Canada and the United States. Clear definitions were never given, but according to
Stéphane Roussel the concept implies:

... first of all, closer cooperation between the two states. Secondly, it means
strengthening already existing measures. Thirdly, the concept involves the
systematic use of new technology to enhance border control and speed up the
border crossing process. Fourthly, and this is the most important point, it means
harmonizing the policies of both governments in areas that include, in particular,
immigration, bordgrpntrol, intelligence, defence and security, and, in particular,
law enforcement.®®

Some witnesses compared the idea of a perimeter approach to bilateral security
with developments in the European Union under the Schengen agreement that has
largely abolished internal border controls among most, though not all, of the EU’s
member states. For some, the creation of an effective external perimeter would preclude
the need for border controls between Canada and the United States, with important
benefits for trade and commerce. While Laura Macdonald of Carleton University admitted
that the “Europeanization” of the North Americawrder regime would be preferable to
the “Mexicanization” of the Canada-U.S. border, eg Whitaker added: “I am not at all
impressed with the notion of this as a new formalized arrangement like the fortress

% Evidence, Meeting No. 76, May 6, 2002.

% Evidence, Meeting No. 77, May 7, 2002.
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Europe system. | think that would sink Canada into a position in which it had little to
say.”"T_Andrew Cooper argued:

If we had a healthy debate about the EU Schengen model, this would have lots of
salience for Canada. But | don’t get a sense that, in the United States, we are
having a healthy debate about Schengen or EU models. What we get is a very
narrow orientation going back to Section 110, going back to ITAR, and going back
to all sorts of other issues that focus on self-help rather than complex
interdependence. Therefore, | think the U.S. will look at perimeter not so much in a
holistic fashion, but more as a form of forward defence. From this perspective,
there may be benefits for Canada, certainly at airports and ports, e can’t
exaggerate the benefits in terms of allowing open access at the border.

The Canadian government has never favoured phasing out controls along the
Canada-U.S. border. For one thing, as our Subcommittee on International Trade, Trade
Disputes and Investment heard last fall, the entry of guns and drugs into this country from
the United States remains a major concern. Even after September 11, 2001, the
Government remained distinctly cool to the “perimeter” concept that was then being
promoted by many, particularly in the business community. The Hon. John Manley,
then-foreign minister, told the Committee a few weeks after the terrorist—attacks that
“perimeter’ is a short form for something, but | don't quite know what.”™” Given the
obvious need to increase cooperation, however, the real question was whether this would
indeed require the “harmonization” of a wide range of policies. As Professor Charles
Doran of Johns Hopkins University in Maryland pointed out to the Committee last fall, the
basic need was actually for equally effective policies rather than identical ones. Instead of
a “security perimeter,” the goal quickly became the establishment of what U.S.
Ambassador Paul Cellucci and others called a “zone of confidence.” According to
Whitaker: “The concept of zones of confidence, which has begun to replace perimeter
security, is a catch-phrase that better captures, | think, the essence of realistic security
cooperation.”@he distinction may seem as much symbolic as real, yet its importance
lies in the following: Canada can maintain policies different from those of the United
States in key areas, as long as Canada and the United States can agree to a mutual
recognition of each other’s policies on the basis of mutually assured effectiveness.

The years of inconclusive discussion on border issues paid off handsomely in the
fall of 2001, when political urgency allowed Canadian officials to quickly develop a
package of proposals. These were presented to the United States and largely formed the
basis of the “Smart Border Declaration” and related 30-point “Action Plan” agreed to in
December 2001. The key elements of the Smart Border accord were: (1) the secure flow
of people; (2) the secure flow of goods; (3) secure infrastructure; and (4) coordination and

3" Evidence, Meeting No. 76, May 6, 2002.
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information sharing[fIMexican legislators expressed considerable interest in this initiative
during the Committee’s March 2002 meetings in Mexico City; indeed, shortly thereafter,
the United States and Mexico adopted a simpler agreement based on the “smart border”
model.

As Deputy Prime Minister Manley explained to a parliamentary committee in April
2002: “The guiding principle of the Smart Borders Declaration is that public and economic
security are mutually reinforcing. Our security is enhanced when we adopt a
risk-management approach that expedites the flow of low-risk goods and people, allowing
us to concentrate our resources on higher-risk flows.”#2-Minister Manley and Homeland
Security Advisor Ridge announced “tremendous progress” in implementing the Smart
Border Action Plan in June 2002, and issued a one-year status report on December 6,
2002 1At their meeting in Detroit in September 2002, Prime Minister Chrétien and
President Bush approved of progress so far, encouraged officials to go beyond the
original 30-point Action Plan, and said that the private sector would be brought into these
discussions in a more formal way. They also witnessed demonstrations of key programs
designed to expedite the shipment of commercial goods (Free and Secure
Trade — FAST) and the crossing of known travellers (NEXUS). The Committee
addresses these trade-related aspects of border security and facilitation in detail in the
next chapter.

Canadians seem to have accepted these border security measures as a
necessary part of both increasing our security against terrorism and protecting our
economic security by ensuring access to the United States. However, a number of
witnesses counselled caution. As Laura Macdonald argued: “Proponents hope to achieve
what still seem to me to be mutually incompatible goals, to make the border disappear for
the movement of what seem to be desirable goods, capital and people, and to reinforce
controls over the movement of undesirable goods, capital and people.” She added that
“some of these measures are highly controversial. There are widespread concerns that
they entail the gradual harmonization or convergence of a wide range of domestic policies
with U.S. policies, and there are concerns about their implications for sovereignty.

Some items in the Action Plan were obviously more difficult to negotiate than
others. These were, notably, the requirement for Advanced Passenger Information data
on all passengers landing at Canadian airports; the development of a system for

“'" Government of Canada, “Progress Report — Security and Opportunity at the U.S.-Canada Border,”
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“Notes for a Statement by the Honourable John Manley, Deputy Prime Minister of Canada and Minister of
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harmonized commercial processing; and the negotiation of a “Safe Third Country”
agreement.

The last-mentioned agreement was designed to prevent “asylum shopping” by
allowing immigrants to apply for refugee status in either Canada or the United States, but
not both. According to the Minister of Citizenship and Immigration: “There has been
widespread acceptance that some measure of control was necessary to limit abuse of
Canada’s refugee determination system,_and this Agreement represents an effective and
humanitarian means to accomplish thi 2% However, while accepting the need to increase
cooperation against terrorists, even some business representatives warned that it was
necessary to understand the implications of cooperation across the board. In Vancouver,
for example, the Committee heard from American Greg Boos, Vice-President of the
Pacific Corridor Enterprise Council — an organization described to us as “sort of like a
cross-border chamber of commerce” — who also chairs the American Immigration
Lawyers Association border watch group. He reminded the Committee that Canada and
the United States had taken a different perspective on refugees from Central America in
the 1980s and 1990s, when the region was experiencing civil war and the United States
government “was supporting some of the factions down there.” With that as background,
he continued:

One of the things | don'’t like about the 30-point plan, and one of the things that
American immigration attorneys and other people that are concerned with human
life in the United States don’t like about the 30-point plan, is the 30-point plan calls
for harmonizing U.S. and Canadian refugee policy. More specifically, the 30-point
plan calls for saying that if a person were in the United States and didn’t apply for
refugee status, that person could not come to Canada and apply for refugee
status....

| think that what we need to do with the 30-point plan is we need to say that in the
asylum and refugee forum there needs to be a common screening for terrorism
between the United States and Canada, but | don’t believe we should say that the
two systems really are equal, so that if one person is in the United States he or she
can’'t apply in Canada or vice versa. You can never tell; it might be the United
States that is wearing a white hat eventually in a particular case with a particular
people and Canada wearing the black hat.*

In September 2002, the Minister of Citizenship and Immigration announced that
negotiators had completed a Safe Third Country Agreement, and final agreement with the
United States came in early December 2002. Concerns have been raised that an
agreement on safe third countries could mean the harmonization of certain immigration
policies, convergence in the assessment of the situation in foreign countries, and thus
convergence of foreign policy to some extent. Indeed it could even have an impact on
Canada’s ability to meet its commitments under the Geneva Convention Relating to the
Status of Refugees. Accordingly, the Committee considers that the Government should

45 “Minister Coderre Seeks Government Approval of Safe Third Country Agreement,” Citizenship and Immigration
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proceed with caution and be sensitive to the implications of such a project for the
independence of Canada’s foreign policy, and supports calls for ongoing parliamentary
and other monitoring of the implementation of this agreement.

While Minister Manley and Governor Ridge will undoubtedly continue to issue
progress reports on current developments, the Committee notes that there has been no
public commitment to produce the sort of comprehensive report card on the Smart Border
process that was issued at the September 2002 meeting of Prime Minister Chrétien and
President Bush. The Committee believes such reports are vital in order to monitor the
implications of this process. Accordingly, in order to allow a more comprehensive review
of these issues, the Committee undertakes to convene a hearing in the near future in
order to review cumulative developments over the first year since signing of the Smart
Border Declaration on December 12, 2001. We will also invite the participation of
members from other parliamentary committees that have reported on border-related
issues since September 2001.

Recommendation 9

The Government should produce an annual report to Parliament
reviewing in detail the status of the “Smart Borders” process. The
ministers responsible for the implementation of border security
measures should also appear before the relevant committees of both
houses of Parliament on the substance of that report.

Law Enforcement and Intelligence Cooperation

Intelligence and law enforcement are important elements of security cooperation.
Following the September 11 attacks there was broad agreement on the need for
increased intelligence cooperation. As experts at the Washington-based Center for
Strategic and International Studies, which the Committee visited in March 2002, stated in
a major study released in thel-qfﬂl of 2001: “With good intelligence, anything is possible;
without it, nothing is possible.”

Canada and the United States have enjoyed excellent cooperation in these areas
for decades. Since 1988, officials from the two governments have met annually in a
Bilateral Consultative Group on Counter-Terrorism Cooperation. In addition to
agreements on research and development in counter-terrorism technologies and joint
exercises, discussions in this group led to the creation of a “Tip-Off’ agreement, under
which the countries exchanged lists of possible terrorists for use in visa and border control

4 Kurt M. Campbell and Michele A. Flournoy, To Prevail: An American Strategy for the Campaign Against
Terrorism, Washington, Center for Strategic and International Studies, November 2001, p. 78. For a good
overview of Canadian developments in this area since last September, see Reg Whitaker's “9/11 and The
Canadian Security and Intelligence Community,” a paper presented to a September 2002 conference of the
Canadian Association for Security and Intelligence Studies (CASIS). Available at
www.sfu.caligs/CASIS/Whitaker.pdf.
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purposes. The Smart Border action plan also committed the two countries to significantly
increase cooperation in this area.

Following the September 11 attacks, the Government of Canada significantly
increased the resources devoted to its intelligence community — which had seen major
cuts as the government struggled to reduce the federal deficit— and also gave the
Communications Security Establishment (CSE) new powers under anti-terrorism
legislation. Bilateral cooperation with the United States was also increased, including
through the creation of six new Integrated Border Enforcement Teams (IBETS). These
teams include police, immigration, and customs officials from the two countries who work
together on a daily basis with local, state, and provincial agencies. This brought the total
number of IBETS created to date to 10, with 19 planned by the end of this fiscal yea
Indeed, U.S. Ambassador Paul Cellucci commented to a September 2002 conference of
security and defence experts held in Ottawa that cooperation between U.S. and Canadian
intelligence and law enforcement was always “good,” but is now “extraordinary.”

An increase in Canada’s own capabilities and bilateral cooperation in this area
serve both countries well. As Denis Stairs has recently noted, “... we need first-class
intelligence. Even more, we need first-class intelligence analysts.” He added that
“... cultivating ... our own analytical capabilities can be as useful to our neighbours as to
ourselves. This is partly because there are things that researchers from a small power
can do that researchers from a hegemonic power cannot.... There are perspectives on
‘reality’ that rouriw smaller powers but are quick to die in the more muscular world of
the great powers.’

In its fall 2001 preliminary report, the Committee agreed with recommendations
from such experts as Professor Wesley Wark of the University of Toronto, and Professors
Martin Rudner and Andrew Cohen of Carleton University, on the need to increase funding
for the Canadian intelligence community. Some witnesses also suggested the creation of
a Canadian foreign intelligence agency, although Deputy Prime Minister Manley told a
parliamentary comrlgﬁee in April 2002 that the Government had not yet decided whether
this was necessary.

The increase of resources for the intelligence community in the December 2001
budget was welcome. In light of the new challenges, however, Professor Stuart Farson of
Simon Fraser University (who was involved in a parliamentary review of the Canadian
Security Intelligence Service Act in 1989-90) told the Committee that the intelligence
community would still benefit from both an independent review and increased

8 The Canadian government has also created four Integrated National Security Enforcement Teams in major

urban centres to better integrate intelligence and enforcement perspectives on national security issues at an
early stage.

49" Denis Stairs, “9/11 ‘Terrorism,” ‘Root Causes’ and All That: Policy Implications of the Socio-Cultural Argument,”

Policy Options, September 2002, p. 10.

%0 Evidence, Subcommittee on National Security of the House of Commons Standing Committee on Justice and

Human Rights, Meeting No. 3, April 10, 2002.
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parliamentary oversight; some degree of oversight is currently carried out by the
Subcommittee on National Security of the House of Commons Standing Committee on
Justice and Human Rights. In Professor Farson’s words:

On the question of how we get action to improve the security intelligence
community, | think the key issue is to have some fresh air brought to the situation.
The way | think that can happen is by a comprehensive review of the sector....

Related to this, of course, is that Parliament has to be informed and needs to be
engaged in the process of review. It must hear and have access to the product of
the review. | also believe that Parliament needs to have a permanent securityﬂ
intelligence committee — hopefully that can operate in a non-partisan manner.’

The Committee agrees. As the Government itself stated in its October 2002
response to a February 2002 report by the Senate Standing Committee on National
Security and Defence: “The Government recognizes that the continued effectiveness of
Canada’s strong review and accountability framework will be assured by increased
Parliamentary and public knowled% This enhanced transparency and public discussion
is in the interest of all Canadians.”

Recommendation 10

While acknowledging potential legal restrictions, the Committee
recommends that the House of Commons establish a Standing
Committee on Security and Intelligence, with appropriate secure
premises, dedicated and cleared staff and other requirements. In
addition, the ad hoc Cabinet Committee on Public Security and
Anti-Terrorism should be replaced by a permanent Cabinet Committee
on National Security. Further, the Government should institute a
review of Canada’s intelligence services and report the findings to
Parliament. Finally, the Government should also facilitate increased
parliamentary oversight in this area by the new Standing Committee
on Security and Intelligence recommended above.

" Evidence, Meeting No. 76, May 6, 2002.

%2 Government of Canada, “Canadian Security and Military Preparedness,” The Government's Response to the

Report of the Standing Senate Committee on National Security and Defence, October 2002, p. 10. This
response contains a review of all security and defence-related actions taken by the government over the past
year.
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3.4 The Future of Canada-United States Defence Cooperation

... the people of the United States will not stand idly by if domination of Canadian soil is threatened....

President Franklin D. Roosevelt,
Kingston, Ontario, August 1938.

... we too have obligations as a good friendly neighbour ... and one of these is to see that, at our own
insistence, our country is made as immune from attack or possible invasion as we can reasonably be
expected to make it....

Should the occasion ever arise, enemy forces should not be able to pursue their way, either by land, sea
or air, to the United States, across Canadian territory.

Prime Minister William Lyon Mackenzie Ki@
Woodbridge, Ontario, August 1938.

NORAD and the Defence of North America

... even if the Government decided to reduce significantly the level of defence cooperation with the United
States, Canada would still be obliged to rely on the U.S. for help in protecting its territory and
approaches — and this assistance would then come on strictly American terms, unmitigated by the
influence Canada enjoys as a result of its defence partnership with the United States and with our other
NATO allies.

Government of Canada,1994 Defence White Paper.

Given the facts of geography and history, Canadian governments have long
decided that this country could best be defended in cooperation with allies, the first and
most important of which is the United States. As Professor Jim Fergusson of the
University of Manitoba argued, “it is important that we understand and recognize fully that
any threat through terrorists acts or what have you to the continental United States, to
American cities, to American commerce, or to the American economy is a fundamental
threat to Canadian national interests and Canadian national security.’

The defence relationship between the two countries has been based for over six
decades on the reciprocal defence obligations cited above. These were freely entered
into by governments that, especially during the Cold War, almost always shared common
perceptions of military threats against North America. However, the Canadian pledge also
constituted recognition that if Canada did not address fundamental U.S. security
concerns, they would be addressed by the United States itself — a notion that has been
called “defence against help.” As Professor Rob Huebert noted in Calgary:

We cannot lose sight of the fact we are bordered to a superpower. Fortunately, this
is a superpower that shares many of the same political culture, orientation,
interests, and objectives of Canada. That makes it a lot easier than, say, the

*® Quoted in Desmond Morton, A Military History of Canada, Hurtig Publishers, Edmonton, 1985, p. 176-77.

% Evidence, Meeting No. 75, May 6, 2002.
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position Poland or Finland have faced, but it is a relationship that has to be
monitored.

We will have to be careful how we understand it. We will have to be careful not to
overreact, but by the same token, we have to be careful not to under-appreciate
where the American concerns are. In other words, we have a balancingga_ef that
has to be monitored and examined. We have to remain constantly vigilant.

Over the past half century, Canada and the United States have developed a
degree of military cooperation unparalleled in the world. There are currently over
80 treaty-level defence agreements and more than 250 memoranda of understanding
between them, and about 145 bilateral fora in which defence matters are discussed. The
most important of these fora is the Permanent Joint Board on Defence (PJBD),
established through the 1940 Ogdensburg Agreement toﬂnsider in the broad sense the
defense of the northern half of the western hemisphere.”

The two countries’ armed forces also cooperate closely in all military
environments. This has allowed the Canadian military to maintain a high level of technical
“interoperability” with American forces, an important goal of military planners in a country
that expects to fight alongside allies and has also seen significant cuts to its military
budget. Canadian naval vessels routinely integrate with U.S. carrier battle groups, and did
so in the fall of 2001. Canadian infantry forces fought closely with, and under the
control — but not the command — of U.S. forces in Afghanistan.

The keystone and symbol of bilateral military cooperation remains the North
American Aerospace Defence Command (NORAD), a unique binational institution
through which the two countries have cooperated in the aerospace surveillance and
defence of the continent since the late 1950s. In effect, at the time of its creation NORAD
was the ultimate “homeland defence” mechanism for the two countries. Indeed, according
to a recent American report: “With its integrated early-warning and command-and-control
capabilities — and its joint command, with the tradition of a U.S. commander and a
Canadian deputy commander — NORAD is arguably the most integrated binational
defense organization in the world. Inarguably, it is the foundation stone of the
U.S.-Canadian mutual security relationship.”m\s noted above, John Manley, testifying
before the Committee as foreign minister, had rejected the idea of an undefined North
American security “perimeter”. He later added, however, that “If perimeter means things
like N(ﬁﬁ‘D, I’'m a lot more comfortable with it, because we understand what we’re talking
about.’

%5 Evidence, Meeting No. 80, May 8, 2002.
% Desmond Morton, 1985, p. 182.

57 Stephen Cundari et. al., The U.S.-Canada Strategic Partnership in the War on Terrorism, Center for the Study of

the Presidency, August 2002, p. 5-6.
8 Evidence, Meeting No. 40, November 6, 2001.
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Both countries prefer to continue cooperating in the aerospace defence of North
America. However, a combination of technological changes, the end of the Cold War, and
declining Canadian military capabilities has meant that the American need for Canadian
cooperation is probably less now than it was in the late 1950s. In light of continuing
differences over the issue of missile defences, U.S. unhappiness with the level of
Canadian defence spending, and an American decision after September 11 to reorganize
its military forces in North America to better support homeland security, some Canadians
have argued that we are at a critical juncture in our bilateral defence relationship. As
Professor Fergusson put it: “In terms of defence and security, the only real issue that
stood out there, ironically, was about the future of cooperation between Canada and the
United States centred on NORAD, and the future of NORAD.... In a sense, where the
economic element was driving toward integration, on the defence and securjty_side the
issue was in fact that of a degree of disintegration, or the fear of disintegration.

The United States “Northern Command” (NORTHCOM)

It will take a great deal of time before the United States gets its security house fully in order, just as it will
take Canada time to sort out some of the aspects within the cooperation between defence and the other,
non-defence departments and agencies in the federal and provincial governments. These processes have
to work both within and between both countries as we try to find out how far cooperation will go and how
far we need to move towards alternative models to the existing one, which has simply been centred on
NORAD.

Jim Fergusson, University of Manitoba,
Evidence, Meeting No. 75, May 6, 2002.

... in this specific area you must ensure that you just do what is required. You do not give more than you
need to give. If there are real threats to Canada that we feel we cannot cope with on our own and we need
to deal with them on a bilateral basis, then we must negotiate arrangement[s] that will protect Canadian
sovereignty and enhance it by ensuring that we have a cooperative relationship with the United States, or
whoever the other partner would be, that affords us that enhanced security but does not diminish our
sovereignty. That is in the negotiations. However, it can be very difficult ... to ensure that we hold the line.

Jill Sinclair, Acting ADM, Global and Security Policy, DFAI"I'TT&|

While not carried out by military forces, the September 11 attacks had important
military consequences, including NATQO’s invocation for the first time in its history of its
Article 5 collective defence provision. The attacks also led the United States to rethink its
defence structures and relationships, including those with Canada. In November 2001,
following talks in Washington, the Minister of National Defence told reporters that Canada
and the United States were reviewing all aspects of their defence cooperation. In his
words: “We’ll be looking at areas of cooperation ... in view of the changed security
environment as of September 11.” He added: “I'm not going to speculate on the outcome
of this other than to say that we’re out to improve the relationship and the safety and

% Evidence, Meeting No. 75, May 6, 2002.

g Evidence, Senate Standing Committee on National Security and Defence, Issue No. 19, August 14, 2002,
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security of the people of our two countries and our continent.*TThe following months saw
the beginning of an important debate over the future of bilateral defence cooperation,
centred on NORAD.

Within months of the terrorist attacks, the U.S. military let it be known that it
proposed for the first time to restructure existing U.S. commands to create one known as
Northern Command (NORTHCOM), with responsibility for all U.S. forces in North
America, as well as geographic responsibility for Canada and Mexico. When the plans for
Northern Command were finally announced in April 2002, it became clear that this
reorganization was designed primarily to allow U.S. military forces to better assist civilian
first responders in the event of a natural disaster or terrorist incident involving weapons of
mass destruction (WMD). When asked in September 2002 how NORTHCOM differed
from other U.S. unified commands around the world, its new commander General Ralph
‘Ed” Eberhart (who is also the Commander of NORAD) responded that the main
difference was that, since its responsibility is the U.S. homeland, it would have to provide
unified support for civil authorities — including the President and the Secretary of
Defense. He added that this would require improving relations with local law enforcement
agencies tod_Ld.Ftect and deter terrorist acts and to train and work with emergency
responders.

Given the lack of detail concerning the implications of Northern Command for
Canada-U.S. defence relations, observers reacted differently. Former foreign minister
Lloyd Axworthy warned the Committee in Vancouver of “increasing pressure for military
integration.” Given the simultaneous pressures for economic integration, Mr. Axworthy
told the Committee that

... the interaction between those two ... creates, | think, a series of very major
questions Canadians have to answer about the degree to which we will maintain
our ability to manoeuvre, our freedom of choice, and our ability to make
judgements based upon what we calculate to be our own interests and our own
values. It is important not to treat these things in isolation but to see tpi_ﬂas a
cascading effect, one that really has to be examined in all its implications..6

A provocative high-profile study entitled Canadian Armed Forces Under U.S.
Command, commissioned by Mr. Axworthy’s Liu Centre for the Study of Global Issues at
the University of British Colombia and written by Canadian law professor Michael Byers of
Duke University, highlighted a wide variety of legal and other issues that could arise if
Canada agreed to closer “integration” with U.S. military forces without thinking through the
implications. As Professor Byers told the Committee in presenting the study’s main
conclusions and recommendations: “There are very many questions and not all that many
answers, but that in itself is reflective of the uncertainty of the situation we’re working

5 Tim Naumetz, “Canada, U.S. May Expand Joint Defence,” The Ottawa Citizen, November 22, 2001.

52 Master Sergeant Bob Haskell, “NORTHCOM Chief: Guard Key to Homeland Defense,” AirLINK News,
September 10, 2002.

8 Evidence, Meeting No. 76, May 6, 2002.
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with.” He added: “The U.S. isn’t malicious, but things could happen because we both
haven't anticipated them.”¥* ]

Jim Fergusson dismissed as “hysteria” arguments that the United States was
“dictating to~ Canada in this area, and fears about the implications of Northern
Command.™As well, Dr. Granatstein dismissed the Axworthy/Byers arguments as a
misunderstanding of Northern Command, noting that it is an internal U.S. structure.
However, he also disagreed with their broader arguments about Canadian sovereignty.
As he put it:

Very simply, Mr. Axworthy’s concerns are largely wrong in fact. They are certainly
not in the interests of Canada and continental defence. By all means, Canadians
need to raise their concerns about further integration with the United States
military. But in their desire to stay a sovereign nation, they must not forget what is
at stake. With almost 90% of our trade going to or passing through the Unite
States, our well-being depends on good relations with our superpower neighbour.6

As noted earlier, Dr. Granatstein also argued that Canada effectively had “no
choice” but to agree to long-standing U.S. demands in areas such as missile defences
and defence spending. On the basis of that controversial assessment, he proposed that

... it would be good sense for Ottawa to press for the creation of an expanded
NORAD arrangement that covers both nations’ land and naval forces and
preserves Canada’s status in the binational NORAD.

Such suggestions run up against the DFAIT concerns about sovereignty and
autonomy, and likely the Finance Department’s fear that if Canada expands
NORAD to cover homeland defence, American pressures for much greater
defence spending might be too strong to be ignored. The question, however, must
be approached exactly as the national missile defence question. The U.S. is
determined to improve its homeland defence and is certain to approach this
subject, as it must, from a continental perspective....

Canada thus has the choice to stand back and allow the ricans to plan for the
use of Canadian territory or to participate in the decisions.¥—

Although Northern Command is a strictly American initiative, it will have
implications for Canada. Moreover, as a group of American experts noted in September
2002:

Because of its classified nature, the ... review process inevitably created valid
concerns on the part of Canadian officials. By necessity the Canadians were not

% Ibid.
Evidence, Meeting No. 75, May 6, 2002.
¢  Evidence, Meeting No. 79, May 8, 2002.
" Ibid
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formally briefed on the proposed blueprint for the new command until January,
when it was first approved by President Bush, giving Canadian media months to
speculate on the potential impact of the new command on mutual security
arrangements. Clearly the creation of such a major command would affect the
form and function of NORAD. But how exactly?6

In fact, since American forces would now be combined under one command, U.S.
officials did favour the extension of NORAD functions to include naval and land forces. As
these experts outlined the implications:

U.S. officials would ... like to see NORAD’s operational scope — which is now
limited to warning against missile attack and detection and defense against air
threats such as bombers — expanded to include the maritime, land and civil
support domains. That would make NORAD’s organizational structure roughly
parallel with the new Northern Command, which will likewise include air, land and
sea elements, as well as civil support functions.

The Committee notes that during its meetings with senior officials in Washington,
Frank Miller of the National Security Council pointed out that, since joint defence is always
more effective, the United States would like Canada to cooperate as far as it is prepared
to; the United States also wishes to begin discussions with Mexico.

In any event, a Canadian negotiating team, led by officials from the Department of
National Defence — which includes the Office of Critical Infrastructure Protection and
Emergency Preparedness (OCIPEP)— and including representatives from DFAIT
reportedly rejected the case for NORAD taking on land and sea functions. In support of its
position, the team pointed out that the need for immediate reaction necessary in the case
of aerospace threats did not exist in the other environments. According to testimony
before a parliamentary committee in August 2002 and later reports, it instead agreed to
the establishment of a small binational planning and monitoring group, to be co-located at
NORAD headquarters, which would work on both contingency planning — such as
response to natural disasters or WMD terrorism incidents — and ongoing monitoring.
Reflecting recent criticism of security along coastlines and at ports, Vice-Chief of Defence
Staff Lieutenant-General George Macdonald told a conference in September 2002 that
“the maritime aspects of this will be more robustly developed in the shorter term than the
land aspects would be.”®Fhe Minister of National Defence also indicated that
negotiations were under way to allow Canadian and American military forces to cross the
border quickly when requested by the other country to assist in emergency response. On
December 9, 2002, the Canadian government announced that a binational Planning
Group, to be headed by a Canadian, would be established for an initial two-year period.

%  Cundari et al., The U.S.-Canada Strategic Partnership in the War on Terrorism, Center for the Study of the

Presidency, 2002, p. 8-9.
% Ibid., p. 12.
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p. A1.
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Such a planning and monitoring group raises fewer questions than an expanded
NORAD arrangement would. Nonetheless, like the broader quest for ever-greater
“‘interoperability”, it does raise some. Professor Byers had told the Committee in
Vancouver:

... you will go back to Ottawa and will probably be told the plan the defence
ministry in the United States want [sic] to implement is something called a policy
cell, which simply involves sending in 50 or 100 Canadian officers to ... provide
close cooperation with the United States.

In my view, without a detailed explanation as to how it would operate, that policy
cell raises exactly the same kinds of potential problems as any other form of closer
military cooperation. The same questions need to be asked and answered.
Regardless of what you call it, the question is, would Canada’s policies and would
its freedom to act be compromised in a crisis situation? If a policy cell meant that
[a] Canadian frigate 400 miles off Sable Island would do something the
Government of Cana&y\/asn’t consulted on, then it is the same as operational
control or command.”

Joel Sokolsky, Dean of Arts at the Royal Military College in Kingston, pointed out
that contingency agreements raise expectations of immediate response. In his words:
“The time to question those arrangements is not when the crisis comes.... Something like
this raises expectations in the United States that in the event of an emergency that
threatens the United States, Canada would agree that if it couldn’t handle it, American
troops would be requested to assist.”

For this and other reasons, Dalhousie University political scientists Danford
Middlemiss and Denis Stairs have recently argued that “continued participation in the kind
of interoperability arrangement that NORAD represents entails certain costs, some of
which are political and some financial.” Canadians have chosen to pay these costs in
relation to NORAD. They add, however, that “the political dimensions of military
interoperability with the Unitegﬁtates may now warrant more attention than they have
tended in the past to receive.”

The Committee believes that in the current context of increased terrorist threats,
Canadians can accept the need for increased contingency planning and monitoring. Yet
the need for an expanded NORAD has yet to be proven, and would, at a minimum,
require a full debate before the next renewal of the NORAD agreement.

" Evidence, Meeting No. 76, May 6, 2002.

2 Daniel LeBlanc, “Plan Joint Troop Action in Detail, Experts Warn,” The Globe and Mail, August 29, 2002.
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Recommendation 11

The Government should make public all relevant agreements under
which Canadian military planners will participate in the newly
proposed planning and monitoring group to be co-located at NORAD
headquarters. In order to allow for a full public debate over the
group’s usefulness and broader implications, the Government should
also prepare and table a report on the work of this new group before
the next renewal of the NORAD agreement.

The Question of Missile Defences

... [it is] very difficult indeed for the Canadian government to reject any major defence proposals E;'ﬂ'ch the
United States government presents with conviction as essential for the security of North America.

Hon. Brooke Claxton,
Minister of National Defence, 1953.

External’s view of the U.S. relationship precluded anything that resembled direct defiance of American
wishes that were based on the matter of security. The usual approach was to concede what could not be
denied but leave a way open for either recq;b@iering or diluting those parts of the arrangement that were
not thought to be in Canada’s own interests.

Arthur Andrew,
Department of External Affairs, 1947-78.

The construction of defences against ballistic missiles has been a complicated and
controversial issue for decades, both in the United States and among allies such as
Canada. As Dr. George Lindsey, a former senior official at the Department of National
Defence, pointed out to the Committee, however, in the current context, missile defence

... has several very important implications for Canada in different fields. Defence of
North America against intercontinental attack is the main one, but not the only
one. ... We also have to be worried about operations overseas, where ballistic
missiles are very likely to be used, but they'll be shorter-range, theatre-range types,
probably not with nuclear weapons. But Canadian troops are very likely to be
involved in these operations. A third element, which is perhaps closer to the
deliberations of your committee, is the relations between Canada and the United
States. That isn’t just over defence or security, but includes the exchange of
intelligence and cooperation in pursuing high technology, and it will some day be
very important, more than now even, for exploiting space. Finally, there are the
effects 7c>6m1tional missile defence on the proliferation of weapons and on arms
control.

™ Quoted in Joel Sokolsky, “The Future of North American Defence Cooperation,” International Journal 46
(Winter 1990-91).

S Arthur Andrew, The Rise and Fall of a Middle Power: Canadian Diplomacy from King to Mulroney, Toronto,
James Lorimer and Company, 1993, p. 52.
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The controversy surrounding missile defences peaked in the 1980s, when
President Ronald Reagan announced a “Strategic Defense Initiative” (SDI) to build a
space-based missile defence system. Despite being so technologically difficult that many
believed it was unlikely to work in any event, critics pointed out that this “Star Wars”
proposal was illegal under the 1972 U.S.-Soviet Anti-Ballistic Missile (ABM) Treaty, which
had prohibited extensive missile defences. Moreover, they claimed, the proposal broke a
tacit agreement to protect space for peaceful uses and was provocative, therefore likely to
ignite another nuclear arms race. The Mulroney government refused the invitation to
participate officially in SDI, but allowed Canadian companies to do so.

The Clinton administration rejected the idea of a space-based missile defence
system. Nonetheless, given Saddam Hussein’s use of Scud missiles in the Gulf War of
1990-91, the United States did continue research on short-range “theatre” systems. The
year 1998 saw both the report of a commission chaired by Donald Rumsfeld warning of
the “possibility” (rather than the probability) that rogue states could acquire ballistic
missiles with outside help, and North Korea’s surprise testing of a multi-stage missile. As
a result, the U.S. Congress passed a law that required the deployment of an effective
National Missile Defense system “as soon as technologically possible.” The Clinton
administration hoped to preserve the ABM Treaty by negotiating amendments with
Russia to allow it to deploy a limited land-based system, designed to protect against both
the “rogue” threat and any accidental launch from Russia or China.

The Clinton administration acknowledged that diplomatic considerations —
specifically, the impact on arms control negotiations — would be an important factor in the
decisions surrounding missile defences. Beyond the opposition of Russia and China,
many U.S. allies disagreed with the “rogue” threat and simply did not believe the benefits
of such a system outweighed its diplomatic, financial and other costs.

Canadian support would have helped the U.S. administration on two grounds:
politically, since it would be difficult to convince other allies that there was a credible
missile threat to North America if the other North American ally did not agree; and
perhaps technically, since Canadian agreement would mean the system could be
controlled through existing NORAD facilities. The Canadian government remained
unenthusiastic, however, and since the U.S. government never officially asked it to
participate, Canada was not forced to take a decision.

Russia refused to amend the ABM Treaty, and the Clinton administration
eventually deferred the decision on missile defence, citing insufficient progress both
technically and diplomatically. The new Bush administration came to power arguing that
the major threat to the security of the United States was rogue states armed with
weapons of mass destruction and missiles to deliver them.

Paradoxically, both sides in the missile defence debate claimed they had been
proven right by September 11. Those opposed to such systems pointed out that if they
had been built (at great financial and other costs), they would not have prevented the
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attacks, which were carried out not by using high-tech missiles launched from rogue
states but by hijacking commercial airliners. As Carolyn Bassett of the Canadian Peace
Alliance told the Committee in Toronto:

... we were quite surprised to see in the post-September 11 context a renewed
commitment to developing the missile defence program when in fact we know it
could not only have done nothing to prevent the attacks that took place on that
date, but actually would be virtually useless if a terrorist organization were to even
obtain a nuclear device....

The delivery mechanism itself would be outside the capacity of any terrorist
organization. You could not develop something like that secretly. It would be
known, and it would presumably be dealt with long before it ever got to that
stage....

The expense of developing something like that really makes no sense when there
are so many more practical purposes to which the money could be used that could
have a much more immediate, positive effective on everyone’s securit;;_eyr own
security here in North America and everyone’s security around the world.

Those in favour of missile defences saw the attacks as evidence that America was
vulnerable. While the immediate U.S. priority following the attacks was the fight against
terrorism, Stephen Flynn of the Council on Foreign Relations told the Committee in
November 2001, in relation to missile defences “This is almost a religious issue in the
United States, E% will continue, but | would definitely say a lot of the air has been sucked
out of its sails.” n the other hand, despite a focus on terrorism, the Bush administration
did not abandon the idea of missile defences. President Bush linked them to terrorism in
the January 2002 State of the Union address by describing Iraq, Iran and North Korea as
“axis of evil” states pursuing the development of weapons of mass destruction and
missiles, which they might then give to terrorists. In practical terms, the administration has
announced that it will pursue a “layered” system that may involve land, sea or air
elements. It has removed the word “national” from the former term National Missile
Defense (NMD), in recognition that such defences may be shared with allies, and has
eliminated the distinction between research on “strategic”[%ﬂd “theatre” systems. Overall,
it has boosted spending on missile defence by about 50%.

As the respected International Institute for Strategic Studies put it in May 2002,
under the title “Bin Laden Kills the ABM Treaty”:

The events of 11 September settled the issue. The attacks dramatically increased
the American public’'s sense of vulnerability and completely undercut efforts by
Senate Democrats to challenge the administration’s desire to withdraw from the
ABM Treaty. For the average American, it didn’t matter that the attacks came in

" Evidence, Meeting No. 79, May 8, 2002.
8 Evidence, Meeting No. 46, November 27, 2001.
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the form of civilian airliners rather than ballistic missiles. All defences had to be
strengthened against these irrational enemies, who appeared willing to do anything
to attack America. As a result, domestic opposition ... was virtually mute.
Internationally, Russian President Vladimir Putin’s strategic decision to side with
Washington in the campaign against global terrorism gave the U.S. more
confidence that it could walk away from the ABM Treaty without damaging other
aspects of the U.S.-Russian relationship.... This calculation proved correct.®

President Putin announced that, while he continued to believe that the U.S. move
was a “mistake”, it did not threaten the security of the Russian Federation. The
combination of the removal of the ABM treaty as a legal obstacle and Russia’s
acceptance of U.S. plans severely undercut the arguments of missile defence opponents.
They continue to start those arguments, however, by pointing to the lack of a real need for
a system. They note, for example, that the American intelligence community reported in
December 2001 its belief that the United States is more likely to be attacked with
weapons of mass destruction by non-missile means, since these “... are less costly,
easier to @uire and more reliable and accurate. They can also be used without
attribution.’

Opponents of the U.S. missile defence plans also point out that, while Russia does
not see these programs as a threat to its security, China still does. Although China is not
in the same league as the United States and Russia in terms of nuclear arsenals, a
Chinese decision to significantly increase its much smaller ballistic missile force of about
20 long-range missiles in order to try to preserve an effective deterrent would probably
lead rival India to build more missiles, and therefore Pakistan as well. As Kerry Duncan
McCartney of Project Ploughshares Calgary said to the Committee, “in the open literature
the analysis of the situation in Asia regarding the Chinese versus the Pakistanis and the
Indians is quite generally gg:epted. We do risk destabilizing the world by moving into a
missile defence scheme.™” In practice, the Chinese government is probably at least as
worried about two other points. First, it is concerned about the impact of increased
research on theatre missile defences, since these might eventually be provided to
Taiwan. Second, it fears that missile defence programs may lead to the U.S.
weaponization of space — a situation to which China, a developing space power, objects.

At the broader level, long-standing concerns about the impact of missile defences
on the multilateral arms control regime have been partly addressed by the removal of the
ABM restriction. More generally, many still fear that the pursuit of a layered missile
defence system will eventually involve the weaponization of space, in contravention of
international agreements. Ambassador for Disarmament Chris Westdal told the
Committee in April 2002 that: “We accord a high priority to the prevention of the

8 Strategic Survey 2001/2002, London, The International Institute for Strategic Studies, 2002, p. 21.

8 Statement of Robert Walpole, hearing on the “CIA National Intelligence Estimate of Foreign Missile

Development and the Ballistic Missile Threat Through 2015,” before the Senate Subcommittee on International
Security, Proliferation, and Federal Services, March 11, 2002, p. 2.

8 Evidence, Meeting No. 80, May 8, 2002.
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weaponization of outer space, as distinct from the militarization, which has already taken
place.” He went on to offer the following assessment:

... I don’t think arguments about the sanctuary of the heavens and the sentiment
that it would be nice to keep them free from weapons will win the day. Arguments
would have to be hard nosed about the security interests that would be served or
compromised by such a ban on the weaponization of space and by the implications
for enormous and growing economic assets and our enormous and growing
dependence on satellites for our civilization and for our global economy.... Our own
analysis is that the costs of that kind of weaponization would exceed, by a great
margin, the military benefits that might be gained. Those are sugﬁts that need to
be explored further, and that’s an exploration we’re encouraging.

Among witnesses who argued that Canada should support missile defences, few
focused on a rogue state threat to either the United States or Canada. In effect, their
argument was that, while missile defence may still not be a good idea, the benefits of
supporting it now outweigh the costs, particularly if these might threaten NORAD and
even the broader defence relationship. As Dr. Granatstein put it: “Most Canadian officials
downplay the rogue state threat and worry about American unilateralism. If the research
failed to produce a useful defensive system, almost no one would weep.” However, he
continued: “If Canada takes a high moral stand against the NMD defensive system ... the
Canadians in NORAD could no longer fully participate in the warning and assessment
process. The implications of this are clear: the Americans might prefer to close down
NORAD as an integrated command or to give NMD to their Space Command, perhaps
even amalgamating it with the U.S. Strategic Command. For all practical purposes,
NORAD’s gutting would take with it all Canadian influence on continental air defence, and
it will almost certainly affect the vast flow of intelligence Canada receives from American
sources.”

In Granatstein’s view: “If Canada accepts NMD, on the other hand, and missile
defence goes to NORAD, Canadian influence might actually increase. No one suggests
that Canada will acquire go or no-go authority over NMD if NORAD runs the show, but
Canada will have the right to consultation, the right to participation, the right to a place at
the table when decisions are made.” Accordingly, he drew the following conclusion: “As
the United States under the Bush administration is all but certain to proceed, Canada
must choose between high morality and great practicality. In such circumstances, when
morality will only anger the Bush administration and hurt Canadian interests, there is no
choice. The time for maximum benefit may have already sli%rield by; nonetheless, the
earlier Canada agrees to support the NMD decision, the better.

8 Evidence, Meeting No. 72, April 25, 2002.
8 Evidence, Meeting No. 79, May 8, 2002.
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From another perspective, Dr. George Lindsey had this advice for the Committee:

| would try very hard to keep us in NORAD, and that might involve our having a
bigger part to play in national missile defence than we would really like. Then, if the
Americans urged us to do more, my advice would be, let us work on the
short-range missiles and the overhead observation, which we can use to know
what’s going on in our own country and get some good out of it. Usually, to get
good out of something, you have to pay something and give in a little bit, but that
isn’t quite the sameéesi-lhuffing and puffing and trying to start World War 11, which
we don’t want to do.

Most observers probably agree that the cost/benefit calculations related to missile
defences have changed significantly over the past year: while most allies still probably
would not give priority to such a system themselves, the downside costs are much less
now that the ABM Treaty is no longer a legal barrier and Russia has accepted the U.S.
missile defence plans.

In the next chapter, the Committee cautions against the practice of linking
unrelated issues. At the same time, Stéphane Roussel advised us, satisfying one aspect
of U.S. security concerns in North America may give the Government of Canada more
latitude over the long term on others. As he put it:

... homeland defence is a concept that will guide American foreign policy in the
years to come, and anti-missile defence is an essential component of that policy.

[It is] not going to have as big an impact on Canadians’ daily life as, for example,
the security perimeter, which is another component of homeland defence.... It
would be better, for the Canadian government, to accept some compromises in the
area of anti-missile defence to demonstrate goodwill in Washington and to say that
the country was prepared to contribute to the defence of North America, even if
that called into question certain aspects of arms control policy and even if that
generated some discomfort on the international scene. Saying yes to anti-missile
defence may give us some flexibility enabling us to negotiate other aspects that
may have a much more direct impact on the lives of Canadians. By this | mean the
security perimeter, border control, law enforcement. The harmonization of policies
is something that will have much more of an effect on the lives of Canadian
citizens than anti-missile defence....

If we can negotiate ... | would tend to make a lot more concessions in the area of
anti-missile defence in the hope that this would give me more elbow room when
discussing other aspects of the security perimeter, thereby ensuring that we would
be able to preserve those matters which Canadian citizens care deeply about, such
as the health system, immigration, the Firearms Act, and potable water. All of
these sectg#i-l must be preserved, and we may be able to gain some flexibility by
doing this.

8 Evidence, Meeting No. 88, June 6, 2002.
% Evidence, Meeting No. 77, May 7, 2002.
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Unfortunately, as former senior American defence official and now Johns Hopkins
University Professor Eliot Cohen recently summarized the lessons of decades of
controversy over missile defences:

First, the impulse to defend one’s country against attack from long-range missiles
is durable and, in the final analysis, compelling. Second, the technological
capability to do so remains unproven.... People tend to be obsessed with either the
logic of missile defense or its technology, but they never take both into
account...iﬁﬁt dilemma is why ... a dialogue of the deaf on this subject will
continue.?

The question of how best to address the threat of missiles is a challenging one,
and Committee members have struggled to achieve a degree of consensus on it. Missiles
do present a real danger, and in the first instance, multilateral diplomatic means to
address them must be redoubled. As Ernie Regehr of Project Ploughshares has argued:
“The missile threat is global. The threat to use them to deliver weapons of mass
destruction is wrong — make that evil — no mattho does the threatening. Protection
against it requires global standards and action....”B8

At the same time, while any benefits of missile defences will become clear only in
several years, recent developments have significantly reduced the diplomatic and other
costs associated with the pursuit of such systems. The Government of Canada would
certainly not give priority to the pursuit of such a system on its own, but its close alliance
with the United States requires it to take U.S. perceptions of vulnerability seriously.

Recommendation 12

The Government should not make a decision about missile defence
systems being developed by the United States, as the technology has
not been proven and details of deployment are not known. However,
the Government should continue to monitor development of this
program with the Government of the United States and continue to
oppose the weaponization of outer space.

8 Eliot A. Cohen, “Recent Books on International Relations,” Foreign Affairs, Volume 81, No. 3, May/June 2002,

p. 158.

8 Ernie Regehr, “Getting Serious About the Ballistic Missile Threat,” Ploughshares Monitor, Spring 2002.
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The Question of Defence Spending

There is a tripping point beyond which any effort to right yourself requires a really Herculean effort, and |
think the Canadian military is already below it....You get into a vicious cycle where the amounts of money
needed grow ever bigger until politicians throw up their hands and say we could never justify that level of
spending, so let’s give up and leave defense of North America to the Americans. That's dangerous
thinking, however, because Canada has long recognized that in order to stay in the game and maintain its
special relationship with the United States, they had to_ante up a certain minimum amount of military
capability. Canada has now fallen below that minimum.

Dwight Mason, U.S. Co-Chair,
Permanent Joint Board on Defence, 1994-2001.

While missile defence represents a specific issue, a more general concern that
came up in a number of the Committee’s hearings related to the issue of defence
spending. On one level, U.S. arguments that its allies need to spend more on their shared
defence are decades old, although the earlier term “burden sharing” has been replaced
by “responsibility sharing”.

In recent years, and particularly since the huge increase in U.S. defence spending
following the September 11 attacks, the United States has continued to argue that all its
allies need to increase their defence spending. Within this general context, critics point
out that Canada’s defence spending is among the lowest in NATO. In addition, they point
to the fact that even the Chief of the Defence Staff has argued that the status quo “is not
sustainable”.

Within the context of Canada-U.S relations, U.S. Ambassador Paul Cellucci has
repeatedly (“respectfully”’) called on the Canadian government to increase its defence
spending. As he has pointed out more than once: “The one specific instruction Secretary
[of State Colin] Powell gave me before | came to da was that — ‘You have to get the
Canadians to spend more money on defence.”®-A number of witnesses argued that
Canada must finally increase its defence spending if it wishes to be taken seriously by the
United States in terms of defence and security. For example, Jack Granatstein argued:
“We've saved the money we should have spent on defence and put it into other things,
and the Americans have defended us. What kind of sovereignty do we have if that’s the
situation in which we live.” He continued:

| would like to see us move as rapidly as we can toward the NATO average
spending on defence — which is exactly double ours in percent of GNP
terms — from 1.1% to 2.2% of GNP. If we do that, raise the number in our forces
to 80,000 to 85,000, put an extra 10,000 people in the army, an extra 5,000 to
8,000 in the navy, and the remaining 10,000 or so in the air force, and get the new
equipment we need, then we will have the capacity to play a role in the world. It will

8  “The U.S.-Canada Strategic Partnership in the War on Terrorism,” Washington, Center for the Study of the

Presidency, September 2002, p. 17.

% Geoffrey Scotton, “Military Spending Gains Ground: U.S. Envoy’s Criticism Wins Supporters,” Calgary Herald,

September 26, 2002.
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be a better role than peacekeeping; it will be a role in the defence of North
America, and a better role in NATO operations in Bosnia and possibly elsewhere.
We can’t do those things now without subjecting our men and women in the armed
forces to extraordinary strain.

The quality of life of the Canadian Forces has deteriorated dramatically. The
numbers cannot be sustained at their present 54,000, which is the real strength of
the Canadian Forces. In the next two or three years, we're facing a major
departure from the forces of our senior NCOs and our officers because of age
requirements.

The reality is we're on the verge of becoming virtually defenceless. And if we do
that, then there’ll be no question of defending North America; there’ll be no
question of protecting our sovereignty. We will, very simply, have to rely on&
Americans for everything. We cannot stay a sovereign state if that is the case. °

Several arguments have been made in response. These include the facts that: the
United States argues that all NATO allies need to increase their defence spending; in
terms of dollars spent, Canada’s 2001 defence budget was the sixth largest in NATO; and
while the number of Canadian troops participating in UN missions is very low, the
numbers participating in important regions such as Bosnia remain high. Moreover, in
terms of the key U.S. focus on “homeland security” measures — including intelligence,
law enforcement and border security — as we have already noted, the $7.7 billion the
Government of Canada committed in the December 2001 budget was proportionally
larger than the amount the United States spent on the same items.

Nevertheless, a key theme of both the Committee’s interim report last fall and this
report is the need for the Government of Canada to provide adequate resources for
Canadian foreign policy. The amount of money spent on the Canadian military does not
have to be increased in order to address American security concerns in North America.
The Committee agrees, however, with the many experts, as well as parliamentary
committees, that have reported unanimously on this topic, that spending does have to be
increased in order to allow the Canadian Forces to carry out the surveillance of Canadian
territory and effectively play their traditional role as a key instrument of Canadian foreign
policy. The fact that such an increase would be seen positively by the United States is an
added benefit.

Following the elimination of the federal deficit, the Government of Canada rightly
focused its first defence spending increases on addressing serious “quality of life” issues
facing the men and women of the Canadian Forces. The time has come, however, for the
Government to recommit itself in this area. Whether as peacekeepers or peacemakers,
effective military forces remain an important element of Canadian foreign policy. The
question is not simply how much money is spent, of course, but on what it is spent and for
what purpose. As Michael Byers summarized the report commissioned by Mr. Axworthy’s
Liu Centre for the Study of Global Issues:

' Evidence, Meeting No. 79, May 8, 2002.
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... we probably need to spend more on the Canadian military, but we need to
spend it on Canadian priorities as the Canadian government deems these priorities
to be. | have my own views as to what those priorities should be. They would
include logistics and intelligence gathering.

The report is not saying we shouldn’t spend money on defence, and it's not saying
we should stop cooperating with the Americans. It's saying we should cooperate
with the Americans; we need to invest in our defence, but we need to do so on our
terms, in farga_ulr of our interests, after having thought very carefully about what

we’re doing.

While the Government has committed itself to reviewing Canada’s long-term
foreign policy and defence requirements, the Committee believes that the Canadian
Forces will need additional resources in order to fulfill their key role in Canadian foreign

policy.

Recommendation 13

Taking into consideration the forthcoming reviews of Canada’s foreign
and defence policy, and recognizing the important contribution of the
Canadian Forces in achieving Canada’s foreign policy goals, the
Government should commit itself to substantially increased and
stable multi-year funding for the Department of National Defence.

The Question of Political Oversight

While many of the defence and security issues discussed in this chapter have
important technical elements, the responsibility for judging and ultimately approving them
rests with the political leadership of the country. As Lloyd Axworthy pointed out to the
Committee, “technical” issues, suglg]as an agreement to allow cruise missile testing in
Canada, can also become political.

Although it is neither possible nor probably advisable to attempt to make all
Members of Parliament expert in the areas of defence and security issues within North
America, it is important that they have more than a passing awareness of them. One
method of doing this is through the Permanent Joint Board on Defence (PJBD). As the
1994 Defence White Paper pointed out: “The Permanent Joint Board on Defence is the
senior advisory body on continental security and is composed of two national sections
made up of diplomatic and military representatives. Its meetings have served as a window
on Canada-US defence relations for more than five decades.” It added: “The government
believes that the Board will remain a valuable forum where national interests are

92 Evidence, Meeting No. 76, May 6, 2002.
% Ibid
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articulated and where frank exchanges on current issues allow discussion of the full
spectrum of security and defence issues facing our two countries.”t*]

The Board is currently co-chaired by a Canadian Member of Parliament and a
senior U.S. government official. While a low profile has probably helped the day-to-day
work of the PJBD, James Wright, the Assistant Deputy Minister for Global and Security
Policy at DFAIT, told the Committee last fall that “| think we will see a heightened political
interest in the work of the Permanent Joint Board on Defence.... Ministers will be
monitoring this process more closely. They may decide they wish to associate themselves
more directly with this process from time to time. It's an option that is certainly out
there."©To date, ministers have not in fact participated more fully in the work of the
Board, although the Committee believes this would be useful. In addition, the Committee
will explore means of interacting directly with members of the Board, and encouraging
U.S. — and even, potentially, Mexican — colleagues to do the same.

Recommendation 14

In view of the changed security environment in North America since
September 11, 2001, the governments of Canada and the United States
should expand the mandate of the Permanent Joint Board on Defence
to include relevant security issues and officials. The Government of
Canada should also facilitate interactions between the Board and
Canadian Members of Parliament, and encourage the Government of
the United States to do likewise.

More generally, the Canadian Ministers of Foreign Affairs and National
Defence along with the U.S. Secretaries of State and Defense — and
other relevant Cabinet members as may be necessary — should meet
at least once a year, alternating between Canada and the United
States, to discuss mutual defence and security issues. These
meetings should be coordinated with the Permanent Joint Board on
Defence.

% Government of Canada, 1994 Defence White Paper, p. 21-22.

% Evidence, Meeting No.43, November 20, 2001.
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CHAPTER 4: KEY ISSUES IN MANAGING
AND ADVANCING THE NORTH AMERICAN
ECONOMIC RELATIONSHIP

4.1 Introduction

As the Committee has previously observed, North American economic integration
has increased since free trade in North America was first initiated in the late 1980s,
continuing a longer-term trend. This trend towards greater North American integration has
occurred despite the best efforts of the federal government to diversify Canada’s global
trade. The focus of Canadian trade policy, at least prior to September 11, 2001, appeared
aimed more at expanding trade relations outside North America than at strengthening
economic links on this continent. But the obviously vital importance of those links,
underlined by border disruptions, and the effects of increasing competition for the U.S.
market™, have renewed attention to economic relations with NAFTA partners. Indeed, in a
recent speech, the Minister for InternationaIEITrade Pierre Pettigrew outlined a “North
American agenda” with the following six goals:

First of all, | want to increase our share of the U.S. market. Canada typically
supplies about 19 percent of U.S. imports, a trade weight well above our economic
weight in the world. We should aim to increase our share on a yearly basis. Let us
not be fearful of our trade with the U.S.; let us magnify it.

Second, | want to see greater flows of two-way investment on which trade
increasingly depends....

Third, we must advance an agenda of smart regulation.... We made great strides
in this respect in NAFTA, but NAFTA is 10 years old and we need to make further
advances....

The fourth goal is a commitment to making serious efforts to bring trade remedy
practice more in line with the growing integration of our shared North American
economic space....

As a fifth goal, | want to eliminate the border as an impediment to trade,
investment and business development and move the border away from the border.

Sixth and finally, | propose the need for smarter advocacy and representation in
the United States.

Canada cannot afford to take that market for granted. A recent study by J. P. Morgan Chief Economist Ted
Carmichael shows that, while Canada remains by far the largest exporter to the United States (18.5% of total
U.S. exports), our market share has slipped from a post-NAFTA peak of 19.5% reached in 1996 (see Jacqueline
Thorpe, “Canada Gives Back NAFTA Gains,” National Post, October 19, 2002, p. 1).

Hon. Pierre Pettigrew, Notes for an Address at the 8th Annual Canadian-American Business Achievement
Award and International Business Partnership Forum, “The Canada We Want in the North America We Are
Building”, Toronto, October 16, 2002. Available at: www.dfait-maeci.gc.ca.
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In all likelihood, North American trade and investment links will continue to become
more deeply integrated in practice, whatever the policy orientation of governments,
although several withesses appearing before the Committee suggested that there may be
limits to this “bottom-up” growth. To quote from Professor Stephen Blank of New York’s
Pace University, additional integration “is blocked in some areas, for example, by the
persistence of trade disputeﬁ. In other areas, patterns of interests and government
policies create inefficiencies.”

In the Committee’s view, a realistic analysis of the emerging North American
economic space suggests it would be unwise as well as unfeasible in policy terms to
attempt to deny or reverse these pervasive facts of progressive economic linkage.
Consequently, responding to the evolving circumstances of continental economic
integration, the principal choice is between two overall directions for managing the North
American economic relationship.

The first is essentially to maintain the status quo, thereby enabling the private
sector to determine the process of additional integration according to its own agenda. As
one prominent business representative put it, leadership of the continental iEItegration file
has shifted to the private sector since the implementation of NAFTA.® Under this
scenario, the combined forces of commerce, technology and security would continue to
steadily cement ties among the three NAFTA partners. The status quo option, as Danielle
Goldfarb of the C.D. Howe Institute reminded the Committee, involves Canada managing
the bilateral relationship “on an as-needed, reactive basis — issue by issue, event by
event — with NAFTA as a framework. This is not necessarily a bad thing, but it's not a
strategic vision of where Canada wants the North American relationship to go.’

Alternatively, policy-makers could seriously examine the costs and benefits of
various options for managing increased integration, select an appropriate course of action
and assess the strategies required to implement this desired policy direction. These
strategies would be based on a new vision of North American relations. Daniel Schwanen
felt that “we will have to invent our own integration model, a model that is peculiar to
Canada and the United Statea, and perhaps Mexico as well, as we have already done in
the case of trade relations....”

In his testimony before the Committee, Michael Hart of Carleton University
identified a number of key areas where strategies would have to be developed: “... on
dealing with the challenge of the border to commercial transactions; with the unfinished
business of the FTA, the NAFTA, and the WTO; by dealing with the role of the physical
border in slowing things down, in creating delays, and in raising costs in its administration;

% Evidence, Meeting No. 90, June 13, 2002.

Perrin Beatty, “Isolation or Integration — Canada in North America,” Notes for a Presentation to the Brookings
Institution, Washington (D.C.), December 6, 2001, p. 8.

°  Evidence, Meeting No. 77, May 7, 2002.
¢ Evidence, Meeting No. 64, February 28, 2002.
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with the impact of regulatory differences, again involving costs, many of which are
avoidable; by dealing with some of the factors that arise from deepening silent integration;
and finally, and most importantly, with the fact that the institutions, the procedures and the
rules the two governments have in place at this particular time are more in tune with the
reality of a free trade agreement, but not with the depth of integration between the two
countries, a depth that now goes far beyond the free trade agreement and is more like a
customs union or even a common market.”f]

After considerable reflection, we have concluded that it would be far preferable for
the Government of Canada, following consultation with key stakeholders, to actively help
shape the evolution of our relationship with the United States and Mexico — and to
secure maximum advantage from it — than to wait and allow events to dictate what that
future relationship will look like. As Jayson Myers of Canadian Manufacturers and
Exporters stated: “Canada’s position in North America should be dtermined by clear
policy goals aimed at making our integrated economy work better....”™ What is therefore
needed is the development of a more proactive approach to integration, not the current
ad hoc, reactive approach. The risk of inaction is that Canada loses control over its
economic and social future, thereby lessening the sovereignty it values so highly.

Several vital questions must be answered before such an activist approach based
on long-term Canadian interests can be formulated. What solutions are available to deal
with and resolve unfinished business left over from NAFTA? What are the best ways to
improve upon existing dispute settlement mechanisms and to avoid trade disputes in the
first place? What steps can be taken to enhance the economic climate in Canada? What
should the border of the future look like? What should be done to facilitate a more
efficient flow of goods, services, capital and people on the North American continent?
What options for additional integration are available to policy-makers, and what are their
advantages and drawbacks? Could a “strategic bargain” with the United States, in which
Canada would offer greater security and defence cooperation in exchange for greater
access to the American market, be in Canada’s best interests? Is there merit in adopting
a common currency with the United States and possibly Mexico? These questions form
the basis for this chapter on managing the future direction of the North American
economic relationship to Canadian advantage.

7 Evidence, Meeting No. 55, February 5, 2002.
8 Ibid
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4.2 Addressing Trade Issues and NAFTA'’s Unfinished Business




In trade there’s no question that disputes like that on softwood lumber are a virus eating away at the
health of our economies and the relationship. There’s no system in place that is adequate to contain
these politicized actions in the United States. There may never be, but there’s certainly room to examine
whether the present trade dispute settlement mechanisms could not be made more robust.

George Haynal, Harvard University,
Evidence, Meeting No. 56, February 7, 2002.

September 11 was one threat to world peace and security. A far greater threat to world peace and
security is now evolving in the elegant halls of the U.S. Congress. There has been a spate — as we are
all well aware — of protectionist legislation. There’s not just the softwood lumber issue — where many
would argue the United States actually has a point — but the steel duties, and even more ominously, the
agricultural bill, which massively increases subsidies.

Fred McMahon, Fraser Institute,
Evidence, Meeting No. 78, May 7, 2002.

The free trade agreement and NAFTA you say are here with us. They both contain a clause saying
Canada can withdraw by simply giving six months’ notice. If we did so, the sky wouldn’t fall in at all; we
would simply revert back to the GATT rules that have governed our trade with the United States for the
last five decades. Those rules were much better to Canada than these rules are, much more favourable
fo our industries.

David Orchard, Citizens Concerned About Free Trade,
Evidence, Meeting No. 83, May 10, 2002.

When we think of an alliance with the United States, | really want to emphasize that we are deluded if we
think the Americans are our friends. Palmerston, the British politician in the 1800s, said this: “Nations do
not have friends; they have only interests.” We've seen this most recently with the softwood lumber
dispute and the coming challenge to the Canadian Wheat Board production, and of course more recently
we see it in every instance where there are attempts to gain equality before the law, as at the WTO, and
then we get involved with long legal procedures with our supposed friends in the States. | can quote
examples where this has happened with the peasants of Mexico, where they are unable to compete with
the influx of cheap American corn, and also Grenada way back, with their banana produce.

Tony Haynes, Roman Catholic Diocese of Saskatoon,
Evidence, Meeting No. 83, May 10, 2002.

Greater North American political or economic integration in agriculture is unworkable while very serious
policy divergence between Canada and the U.S. exists. Most notable is the U.S. Farm Bill, agreed to by
the House and Senate ... on May 1. It does not make sense to harmonize economic systems while
extraordinary agricultural subsidy transfers are taking place and increasing in the U.S. Extremely high
levels of farm support, as are witnessed in the U.S. and the EU, provide incentive for uneconomic
investment, which ultimately leads to overproduction and depressed world prices.... Further economic
integration or policy harmonization would not necessarily result in better and more secure access to the
U.S. market for Canadian products, including wheat, as trade irritants are primarily due to the domestic
clout of U.S. farm interests. Greater economic and policy integration with the U.S. does not make sense
while Canadian farmers and other businesses remain subject to trade harassment and while there is no
adequate trade remedy to guarantee unfettered access to the U.S. market.

Larry Hill, Director, Canadian Wheat Board,
Evidence, Meeting No. 75, May 6, 2002.
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So what’s the bottom line for the current North American relationship? It's probably about the same as
what should be expected from a trade agreement. Without the political will to move to an arrangement
with a range of common institutions and policies, and with the limitations of sovereignty that they would
impose, there can only be marginal improvements. It may be possible to reduce the threats to market
access proposed by contingent protectionism mechanisms such as dumping and countervail, and maybe
some further limits could be placed on things like farm subsidies, but probably not a great deal more.
This means that at times trade relationships will be strained and Canada must be vigilant and prepared.
It’s not always going to be friendly.

William Kerr,
Estey Centre for Law and Economics in International Trade,
Evidence, Meeting No. 83, May 10, 2002.

The overarching theme of my comments is that the status quo in the Canada-U.S. economic relationship
is not likely to continue. Desired changes in the relationship will be more proactively pursued by
Canadians than Americans. The agenda for change and action will have to originate with the Canadian
side, led by its political and business leaders. The United States will have to be convinced of the benefits
that may result from a further deepening of the economic relationship between the two countries. | don't
mean to be provocative, but I'm very sincere in those observations.

Isaiah A. Litvak,
Florida Atlantic University,
Evidence, Meeting No. 87, June 4, 2002.

A. Assessing the North American Free Trade Experience

One way of assessing the current North American trade framework is to focus on
the obvious concerns that are consistently highlighted in the media and that
understandably surfaced in testimony to the Committee, notably: softwood lumber,
agricultural subsidies and the U.S. Farm Bill, culture, energy, steel, water, the rights of
corporations under Chapter 11 of NAFTA, and others. It is also important to take a
broader view of the Canada-U.S.-Mexico trade context and ask a simple, yet revealing,
question: have the 1989 Canada-U.S. Free Trade Agreement (CUFTA) and the 1994
NAFTA been successful in overall terms for Canada?

Some of the responses the Committee received on this issue were noted in
Chapter 1, as was the general polarization between business representatives claiming
clear economic success and labour spokespersons who were largely critical of the
agreements and their effects on workers and society. Larry Morrison of the Canadian
Association of Petroleum Producers spoke of one key export sector in the following
glowing terms:

The oil industry has been doing very, very well over the past number of years in
being very able to compete in the U.S. market. | would attribute this to good sound
government policy, starting with the North American Free Trade Agreement. We
have open market access, and governments let the price signals come through,
although it's sometimes painful when prices spike. But they have stayed away from
policies that would dictate pipeline routes, or dictate certain tax treatment, which
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might put us offside. So it's a very level playing field, with open market access and
strong adherence to free trade principles.

In contrast, Lawrence McBrearty of the United Steelworkers of America stated that
“[bloth NAFTA and FTA held out the promise of access to the U.S. market. This promise
was not fulfilled in either agreement. The U.S. maintains powerful policy levers to protect
its industries. ... We have traded away our sovereignty for the illusion of access to the
U.S. markets. NAFTA, while it doesn’t prquide secure access, does limit the actions our
country can take on behalf of its citizens.”™ David Orchard of Citizens Concerned About
Free Trade carried this train of thought one step further by calling for Canada to withdraw
from the FTA and NAFTA, in which case, he argued, Canada would be governed
uniquely by the GATT under the WTO rules, rules he felt would be much more favourable
to Canada.— William Kerr of the Saskatoon-based Estey Centre for Law and Economics
in International Trade noted that Canada certainly could abandon NAFTA — perhaps as
a way of regaining some voluntarily relinquished sovereignty — and thus fall under the
WTO rules, but he warned that these rules do not “provide Lﬁwith as much security of
access to the U.S. or Mexican markets as the NAFTA does.™ Stephen Clarkson of the
University of Toronto, however, made the following remark: “If | had to give a yes or no
answer to whether we are better off without NAFTA, which is obviously too simple a
question, | would say we would be betﬁtﬁr off without it because in many areas the WTO
rules are better than the NAFTA rules.”

This sort of back and forth in the different arguments put to us, which occurred
throughout the hearings, indicates to the Committee that our trilateral trade relationship is
working for some, even many, hbut not for others, and for a variety of reasons — a signal
that some changes are needed.™ During our hearings in Mexico City, Antonio Ortiz Mena
of the Centro de Investigacion y Docencia Econdmicas provided a lucid assessment of
NAFTA and an overview of some of the unfinished business:

NAFTA has performed very well, if measured in terms of the increase of trade and
investment flows in the North American region, perhaps more so than either
opponents or supporters expected in 1994. There are, however, significant
challenges that must be addressed so that NAFTA’s benefits are shared more
equally and its adverse effects minimized.... [A]Jmong them are poverty reduction,

®  Evidence, Meeting No. 80, May 8, 2002.

' Submission, Meeting No. 77, May 7, 2002.
" Evidence, Meeting No. 83, May 10, 2002.
2 bid.

3 Evidence, Meeting No. 77, May 7, 2002.

See also the recently published feisty print debate on the track record of NAFTA between, on one side,
John Cavanagh and Sarah Anderson of the Washington D.C.-based Institute for Policy Studies, and on the
other, former Mexican NAFTA negotiators Jaime Serra and J. Enrique Espinoza: “Happily Ever NAFTA?”,
Foreign Policy, No. 132, September-October 2002, p. 58-65. Cavanagh and Anderson argue that while NAFTA
has boosted investment and trade, “workers, communities, and the environment in all three countries have
suffered from the agreement’s flaws.” Serre and Espinoza counter that the wide-ranging and indisputable
financial benefits of NAFTA for Mexico cannot be underestimated in their positive impacts on all aspects of
Mexico’s economic and social situation.
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income distribution, participation of small and medium enterprises (SMEs) in
export activities, regional development, and complementation of economic growth
with protection of the environment, which can all be subsumed under the rubric of
economic integration and social equity, and the challenge of keeping open borders
for the legal flows of goods, capital, and people and closing them off for illegal

flows.

Many important themes emerged from the testimony before the Committee as
witnesses assessed the CUFTA and NAFTA track record. These themes are noted
throughout this chapter, but it is useful to highlight here some of the broad, “big picture”
notions.

First, many pointed out that the vast majority of North American trade runs
smoothly and without adverse incident. Donald MacKay of the Canadian Foundation for
the Americas (FOCAL) sought to underline a balanced perspective and refused to define
our trade relationships by the disagreements. In his words, “what we have is about 4% of
the trade being sﬁeot to dispute. The other 96% goes on day by day without any
difficulty whatever.’

Several witnesses emphasized the relative success of the Canada-U.S. trade
relationship by describing the softwood lumber dispute as a unique deviation, albeit a
significant one. Brian Stevenson of the University of Alberta noted that “if you look at the
enormity of the trade relationship, and then you measure it against the trade disputes,
which are very important to us but really don’t represent a huge percentage of the trade
we’re doing, you may find — and probably nobody could calculate this exactly — 99% of
the bilateral relationship is working fairly well between the two countries. Unfortunately,
sometimes that 1% in the trade conflict between us is found in areﬁI that we’re very
sensitive about and are very worried about, such as softwood lumber.”™ Professor Louis
Balthazar of Laval University acknowledged that “softwood has been a snﬁ and is a
problem for us, but the greater part of our trade is working admirably well.”™ Professor
George MacLean of the University of Manitoba highlighted the sensitivities inherent in any
relationship of interdependence:

| don’t think the problems we are facing on softwood lumber, which are real and
significant, are sufficient to say bilateral trade, commercial relations, and
investment with the United States are not working. It's simplistic.... Some people
are suggesting softwood lumber is not working so the American-Canadian
economic relationship is not working. It's not the case at all. | would say that in any
relationship of interdependence you have sensitivities to the relations among
partners, but you also have vulnerabilities. When you have one state or one actor
who makes a policy decision that's going to implicate the other, then we become
vulnerable to them. It's clear. We’ve always known this. It's clear we are vulnerable

Submission, “The Future of Integration in North America,” submitted to the Committee during its meeting at the
Canadian Embassy in Mexico City, March 14, 2002.

' Evidence, Meeting No. 88, June 6, 2002.
" Evidence, Meeting No. 82, May 9, 2002.
'®  Evidence, Meeting No. 60, February 26, 2002.
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to what the United States is going to do. | would suggest, though, that the
vulnerabilities we would experience without the close economic relationship would

be far greater than we’re facing in a single sector.

A second theme was how NAFTA has helped prevent an overwhelming North
American “hub and spoke” model whereby the United States would act as the dominant
hub and simply conclude bilateral agreements with the countries of its choice. Some,
such as Laura Macdonald of the Carleton University Centre for North American Politics
and Society, saw this success as the example Canada should look to in promotirg]
sub-regional and broader cooperation agreements throughout the Americas.
George MacLean summed up these ideas well:

We were very successful, | would argue, with NAFTA in avoiding a hub and spoke
mechanism that the Americans would have liked to have seen, which is to say
bilateral free trade agreements with Mexico, then Brazil, and so on. What we were
successful in doing is saying we’d like to be involved at the table in order to create
a bilateral relationship, and make a bilateral relationship multilateral. What we were
able to do effectively in the late 1980s and early 1990s is to curb a hub and spoke
development that was taking place within the Americas. We have to do that now,
even though in the Americas we are even less integraéﬁd than we were with

Mexico, in order to maintain a true multilateral relationship.

Yet John Foster, in his forthcoming review of NAFTA, astutely notes that despite
the trilateral agreement, the hub and spoke attitude of the United States when negotiating
with Canada and Mexico — a posture derived from the asymmetries of size and power
between the pﬁners—has kept alive certain key trade irritants, such as U.S. trade
remedy actions.““ Such irritants are discussed later in this chapter.

Apart from tempering the hub and spoke structure, NAFTA formally introduced
Canada and Mexico to each other — thus creating new and, as noted throughout this
report, yet-to-be-tapped opportunities — and made each country realize that the obvious
asymmetries they share within the NAFTA power structure provide them with a special
bond that can augment their force in dealing with the elephant that is the United States.

These asymmetries and their significance signal a third broad theme. The weight
of the elephant is massive. Stephen Clarkson commented that “[ijn terms of power,
whether you want to use the word ‘domination’ or ‘hegemony’ or ‘influence’ or
‘asymmetry,,_it's obvious that the difference between Canada and the United States is
enormous.”E:EI Reg Whitaker argued that the “vastly disproportionate weight of the U.S.”
leads to American government political decisions having a direct effect on the NAFTA

Evidence, Meeting No. 75, May 6, 2002.
Evidence, Meeting No. 88, June 6, 2002.
Evidence, Meeting No. 75, May 6, 2002.

John W. Foster, “NAFTA at Eight: Cross Currents,” in USA and Canada 2003, 5th edition, Europa Publications,
London (forthcoming), p. 1 of pre-publication draft; cited with permission.

% Evidence, Meeting No. 77, May 7, 2002.
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partners because “neither Canada nor Mexico, even in an alliance, could wield enough
weight to seriously influence the hold of U.S. national institutions over North American
decision-making.”

Products of these asymmetries include the fourth and fifth common themes the
Committee encountered: the current U.S. administration’s relative lack of interest in
addressing North American integration issues at this time, and its tendency to unilateral
action. As was clear from our meetings in Washington, D.C., in March 2002, any impetus
for a reconsideration of the overall North American trade infrastructure embodied in
NAFTA will likely have to come from Canada and Mexico. And even then, there is no
guarantee it will even be considered. David Zussman of the Public Policy Forum
explained that the resolution of trade disputes through development of new institutional
responses “is not likely something the Americans are going to spend much time on,
because we know it's not an issue of particular importance to them.”™ Isaiah Litvak of the
Florida Atlantic University commented that Canadians are “fixated, focused and obsessed
with respect_to the United States,” while the United States “hardly notices Canada and
Canadians.”

But all is not lost. Professor Stephen Blank of Pace University in New York rightly
reminds us that the NAFTA relationship is one of interdependence, regardless of what the
U.S. government says or does:

... one-third of U.S. exports now go to our NAFTA partners. That's a reality. That
ain’'t tunafish or chopped liver; that's real stuff. The reality is that in the United
States we are deeply dependent upon this relationship. The realization of that
dependence led major industrial segments, including automotive and so on, to say
on September 12, “Do not close these borders, becausﬁf you do, you're going to

throw hundreds of thousands of Americans out of work.

Furthermore, as the United States takes an aggressive stance on trade remedy
actions, Canada and Mexico may wonder how best to deal with such political decisions,
which may have social and economic repercussions throughout North America. Aaron
Cosbey of the International Institute for Sustainable Development notes that in the
environmental context, the way to deal with U.S. unilateralism “is to try to make the case
to the United States that they are suffering as a result of their policies.”™ The Committee
agrees that in relation to the softwood lumber and other disputes, this sort of advocacy —
which is addressed in greater detail in Chapter 5 — is certainly one strategy that deserves
consideration by Canada for implementing as effectively as possible. Moreover, the
Government of Canada should “stay the course” with respect to its legal strategy in the

2 Evidence, Meeting No. 76, May 6, 2002.

% Evidence, Meeting No. 55, February 5, 2002.
Evidence, Meeting No. 87, June 4, 2002.
Evidence, Meeting No. 90, June 13, 2002.

% Evidence, Meeting No. 80, May 8, 2002.
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dispute over softwood lumber while at the same time providing WTO-consistent
assistance to the industry and affected communities.

A trade agreement is a political compromise. William Kerr describes this
compromise within NAFTA as one lying “between the need at times to be able to respond
to requests for protection from those suffering from short-run economic hardship or
long-run deterioration in their international competitiveness and the desire of firms that
wish to engage in international commerce for strong rules to protect their investments
from some capricious acts of foreign governments.”™ A sixth theme expressed by many
witnesses is that this political compromise that is NAFTA may be skewed in favour of
corporate rights. Stephen Clarkson describes NAFTA as a component of Canada’s
“external constitution” because it places limits on government action and creates rights
and institutions for certain categories of trade-related activity. Pointing to the Chapter 11
investor-state provisions, he describes as an “aberration” the fact that NAFTA gives
foreign corporations the right to sue governments. These provisions are discussed in
detail below; suffice it to say here that Clarkson is not alone in this opinion. Michael
Bradfield of Dalhousie University expands on the issue and proposes a possible solution:

... | would think that every trade agreement we go into should state in the preamble
that nothing in the agreement supersedes the right of countries to act in the welfare
of their people or for the protection of the environment, and nor can anything in that
trade agreement abrogate such international agreements as the Universal
Declaration of Human Rights, the International Labour Organization conventions,
and things like that. What we get now is that these trade agreements supersede all
of those other things, individual nations’ legislation and international conventions.
And that’s basically saying that a tool, a hammer, can be used to smash whatever
you want to smash. The law should say that a hammer is used to build buildings,
not to smash things. The problem is, the focus of these agreements just assumes,
even when there’s very IittIeE%vidence to support the assumption, that corporations

will act in the public interest.

Regardless of the form any future North American integration may take, we must
remember the continent does not exist in a vacuum. It is important to be aware of the
global international trade context within which North America fits. Hemispheric
negotiations are underway to attempt to create a Free Trade Area of the Americas
(FTAA) by January 2005. In November 2001, the World Trade Organization (WTO)
launched a new round of trade negotiations in Doha, Qatar, entitled “Doha Development
Agenda,” and the new Director General of the WTO, Supachai Panit%]pakdi, has
announced his intention of completing these trade talks by mid to late 2004." Mexico will
host the September 2003 WTO ministerial meeting in Cancun. Canada is also playing a
leading role in this international trade forum, as earlier this year Sergio Marchi, Canada’s

% Evidence, Meeting No. 83, May 10, 2002.

% Evidence, Meeting No. 77, May 7, 2002. Clarkson elaborates this argument in his new book, Uncle Sam and Us:
Globalization, Neoconservatism, and the Canadian State, especially Chapters 3 and 4.
31 Evidence, Meeting No. 59, February 26, 2002.

%2 Ejleen Ng, “WTO Chief Would Like to Finish Doha Round in 2004,” Agence France Presse, September 5, 2002.
Available at: www.tradeobservatory.org.
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Ambassador to the WTO, was named Chair of the WTO General Council, the body that
coordinates the WTQ’s regular work program and that oversees the new round of global
trade negotiations.laf] And, of course, the United States will be negotiating with renewed
vigour and enthusiasm now that the Bush administration has been granted its coveted
“fast track” or trade promotion authority.ﬁl

These highlights in the global arena set the context for a final introductory theme:
some have suggested that perhaps our attention should be focused on the WTO forum
as the route to obtaining the greatest long-term benefit for all. Joseph Nye of Harvard
University justified such a focused approach to free trade as follows:

| think we ought to be placing our greatest emphasis on completing the WTO
round that was announced at Doha. | think there is a legitimate role for regional
free trade arrangements, but we should think of them in the context of the old
article 24 of GATT: they should be more trade-creating than trade-diverting. A
world in which we allowed regional arrangements to divert trade away from global
trade would not be a better world. We have to remember a larger perspective,
which was expressed at Doha, but remains very important, that half the world’s
people live on under $2 a day. ... So we really have to keep an eye on making sure
we don’t look to narrow versions of free trade that make us feel better in one
dimension and get us off the hook on what we're really doing on these larger
questions of bringing developing countries into opportunities to prosper through
trade.... | think, as we make judgments like how we should approach hemispheric
free trade, how we should deal with our objectives in free trade, we ought to be
very careful to ask ourselves whether we are doing something that will lead to a
stronger, gtter international economic system that benefits poor people in poor

countries.

While in agreement with Professor Nye’s comments, the Committee sees no
reason why we cannot simultaneously focus on both the global and the North American
trade contexts. Vision and initiative are required to maximize the potential of each.
Clearly, there are some key issues and questions — and disputes, some brand new,
some long-simmering — that have arisen or evolved in these first eight years of NAFTA
and that need to be addressed: the unfinished business within the NAFTA framework. As
Minister for International Trade Pierre Pettigrew recently commented, “we must not stand
still. We must not be complacent. Much like the bicycle theory of trade negotiations — as

% “Canada’s WTO Ambassador to Play Key Role in Global Trade Negotiations,” News Release No. 15,

Department of Foreign Affairs and International Trade, Ottawa, February 15, 2002.
Available at: webapps.dfait-maeci.gc.ca/minpub/default.asp?language=E.

% Trade promotion authority is the centrepiece of the Trade Adjustment and Assistance Act (H.R. 3009), which

was signed into U.S. law by President Bush on August 6, 2002. The authority, which lapsed in 1994 and evaded
renewal attempts by the Clinton Administration, enables the president to negotiate any new trade deals and
present them to the U.S. Congress for a straight up-or-down vote within 90 days, with no possibility of
amendments: basically a “take it or leave it” scenario. See Elisabeth Bumiller, “Bush Signs Trade Bill, Restoring
Broad Presidential Authority,” The New York Times, August 7, 2002, p. A5.

3% Evidence, Meeting No. 74, May 2, 2002.
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soon as éou stop advancing, you stumble — the same is true for our North American
agenda.”

B. The Prevention and Resolution of Trade Disputes

Trade disputes most often arise from the unilateral imposition of protectionist
measures — such as subsidies, tariffs or quotas — by a country attempting to insulate its
own industries and economy from international trade competition. The aim of CUFTA and
NAFTA was to prevent unilateral protectionism and to remove existing protectionist
measures; in theory, under NAFTA, there should not currently be any such measures with
respect to trade between Canada, Mexico and the United States. In reality, we know this
is not the case as we hear about the extremely large, punitive tariffs the U.S. Customs
Service is collecting from Canadian softwood lumber producers at the Canada-U.S.
border.

Many witnesses before the Committee focused on, and expressed deep frustration
over, what was commonly referred to as “U.S. protectionism” or “U.S. unilateralism”.
Robert Keyes of the Canadian Chamber of Commerce made reference to a recent
International Chamber of Commerce meeting he had attended where representatives
from 82 E%ountries universally condemned U.S. trade policy and its protectionist
elements.” During our March meetings in Mexico City, Enrique Berruga, the Mexican
Under Secretary of Foreign Affairs, spoke of the need for Canada and Mexico to have a
joint approach to the protectionist attitude of the United States. The Canadian Wheat
Board’s Larry Hill called for effective disciplines on abusive U.S. export credits and argued
that it would make no sense to increase harmonization of our econo&ic systems while the
massive agricultural subsidies under the U.S. Farm Bill are in place.

Other witnesses pointed to the obvious U.S. protection of its shipbuilding industry
under the Jones Act, which is something “theﬁﬁmericans have never wanted to let go of,”
according to lvan Bernier of Laval university.™ Andrew Wynn-Williams, speaking for the
British Columbia Chamber of Commerce, addressed the U.S. allegations that Canadian
softwood lumber producers are unfairly subsidized by describing the situation as “a
productivity issue and a quality of wood issue that makes our product much more
attractive and much less expensive. The whole subsidy concern in the U.S. is driven %
market share. All it boils down to is that they want protection of their market share.”
David Orchard argued that CUFTA and NAFTA actually increased American

% Pettigrew (October 2002).

3" Evidence, Meeting No. 89, June 11, 2002.

% Evidence, Meeting No. 75, May 6, 2002.

% Evidence, Meeting No. 60, February 26, 2002.
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protectionism against Canadian exports by placing a new layer over the GATT processes,
a layer that enables the United States to act according to its own trade laws.t]

Protectionism, however, exists, and has always existed, around the world. It
cannot be avoided, especially in a democracy. Joseph Nye recounted his analysis of the
history of Canada-U.S. trade disputes and explained the relative inevitability of some
amount of protectionism in a democracy:

... what struck me was how many of the disputes, fisheries, lumber, trade issues,
water, were there in the 1920s and 1930s and continue this day. | think the larger
question of protectionism is endemic in all democracies. In a democracy people
who feel intense damage or intense concerns tend to be more politically active and
mobilized, and they tend to speak to their Member of Parliament or their member
of Congress and push harder. It often turns out that the producers are more easily
organized than consumers. The net result is that all democraﬁes have a certain

amount of protectionism — the squeaky wheel gets the grease.

The Committee believes the way to prevent and resolve trade disputes is not to
attempt to eliminate protectionism — a virtual impossibility and a recipe for perpetual
frustration — but to ensure it is played out within a rules-based environment where the
most problematic and damaging cases of unilateral protectionism can be dealt with
directly, fairly and quickly.

1. The Importance of a Continental, Rules-Based Approach

... it is very much in Canada’s interest, because of its relative size to the United States, because it is a
smaller economy, because it is a smaller country, because we are so dependent on trade and on access
to markets and, in particular, on access to the United States’ market, it is in Canada’s interest always to
have a comprehensive rules-based system in place that allows us not simply to depend on the kindness or
generosity of our trading partner, but rather on the existence of clear rules, which are enforceable, which
are transparent, and whose adjudicative value is widely and broadly accepted by the parties to the
dispute.

Robert K. Rae, “The Politics of Cross Border Dispute Resolution,”
Canada-United States Law Journal, Vol. 26, 2000, p. 66.

Canada entered the negotiations on CUFTA intending to emerge with a
mandatory, rules-based dispute settlement system that would govern the implementation
of the agreement and serve as a secure route for Canada to challenge U.S_protectionist
actions without the asymmetry of U.S. power playing a role in the process.™ In speaking
of a “rules-based” system, the Committee is referring to a system of dispute resolution
based on the adjudication of legal rules by an independent and impartial body, as
opposed to a more power-oriented system that is based on diplomacy and consensus,

“'" Evidence, Meeting No. 83, May 10, 2002.
42 Evidence, Meeting No. 74, May 2, 2002.

4 Willam C. Graham, “Dispute Resolution in the Canada-United States Free Trade Agreement: One Element of a

Complex Relationship,” McGill Law Journal, Vol. 37, 1992, p. 544, p. 551.
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and that is much more susceptible to political influence. The dispute settlement system
that Canada obtained through the CUFTA — and later NAFTA — negotiations is only
partly rules-based. Some of the rules leave open the possibility of political intervention,
such that Canada, and now Mexico under NAFTA, is still susceptible to the adverse
effects of U.S. political decisions and power.

Numerous witnesses before the Committee were adamant about the necessity for
a continental rules-based system to deal with trade disputes. Reginald Stuart of Mount
Saint Vincent University underlined the preventative function of a rules-based system. He
felt that “the rules-based system was the very best way to go, because it removed a wide
number of issues from the table. Setting up an elaborate system, going through the
NAFT@ tribunals, and so on, has actually discouraged a lot of these things from coming
forth.”™ Richard Ouellet of the Institut québécois des hautes études internationales put it
bluntly: “The trade dispute settlﬁwnt system between Canada and the USA must work
well for integration to work well.”

While acknowledging that the dispute settlement mechanism could be improved,
Brian Crowley of the Atlantic Institute of Market Studies argued “we must always strive to
move trade issues into a rules-based arena. That was one of the primary motivations
behind the free trade agreement. If you don’t have a treaty in which there are rules set
down and in which you know how you’rEagoing to resolve disputes, you are always at the
mercy of the more powerful partner.™ Don Barry of the University of Calgary also
underlined the asymmetries and noted, “[i]t is in our interests that as much of our
interaction as possible takes place within a framework of rules in which issues are settled
on the basis of agreed standards rather than sheer power. Morect\ﬁer, Canada should not
hesitate to use these rules to challenge unfair U.S. trade policies.”

The DFAIT Assistant Deputy Minister for the Americas, Marc Lortie, explained that
Mexico is fully aware that it needs to improve the rules-hased character of its system if it
wishes “to be a welcome land for foreign investment.™ Danielle Goldfarb of the C.D.
Howe Institute felt that any rules-based structure is positive for Canada, as well as for
Mexico, but argued that we need “a more established rules-based framework, one where
we're expanding that beyond what we have currently. ... Clearly, the framework we have
in place is not strong enough to deal with a number of the serious disputes that have

4 Evidence, Meeting No. 59, February 26, 2002.
4 Evidence, Meeting No. 60, February 26, 2002.
Evidence, Meeting No. 59, February 26, 2002.
Evidence, Meeting No. 80, May 8, 2002.

Evidence, Meeting No. 57, February 19, 2002. The Assistant Secretary of the Mexican economics ministry,
Angel Villalobos, recently announced that modifications are about to be made to the Mexican Foreign Trade Law
to streamline the legal procedures domestic producers must follow to defend themselves in the NAFTA context.
Mr. Villalobos also announced that Mexico will soon open a Dispute Resolution Corporation office in Mexico City
to facilitate the resolution of NAFTA dispute claims. See Stephen Lewis, “Mexico takes strides toward NAFTA
dispute resolution,” Food Chemical News, Vol. 44, No. 37, October 28, 2002.
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been going on for a long time.t% American scholar Robert Pastor also used his testimony
to urge Canada to fashion and press for a North American agenda of rule-making and
institution-building:

... Canada’s leadership has always been in developing international rules and
institutions. These are most needed right now in North America today. They give
you the greatest defence from the power of the United States. The United States
will not always follow all the rules — we know the history — but by and large it will
accept the institutions and the rules. So leaving these wide areas open for just
sheer power to have its effect confuses me, from your perspective. Why shouldn’t
you take agﬁantage of your greatest strength, which is developing rules and

institutions?

Witnesses were cautious, moreover, of Canada engaging in ad hoc
arrangements — especially with the United States — outside of a rules-based framework.
Danielle Goldfarb felt that such an “issue by issue” approach is fine with respect to
Chapter 19 binational panel reviews of the “overzealous use of U.S. trade remedy laws,”
but it does not constitute a “strategic vision of where Canada wants the North American
relationship to go.™ Louis Bélanger of the Institut québécois des hautes études
internationales summed up a common theme:

| think we must start by resisting the inclination to deal with each cooperation
problem with the United States on an ad hoc basis. This is what they will inevitably
try to do in the case of the economy and security. So we must try to resist the
temptation to establish quick dispute settlements with them in exchange for
sacrificing future advantages. As we have seen clearly in the case of softwood
lumber and the security perimeter, the Americans get us to negotiate ad hoc
arrangements, non-institutional arrangements, arrangements outside NAFTA, and
outside institutional agreements. | think there’s often a great temptation to reach
quick compromises with the Americans, because there are some urgent short-term
economic gains for us. However, | think éaat if we do this, we are agreeing to an

approach that is a losing one for Canada.

The Committee accepts the view that Canada must deal with trade disputes
through continental, rules-based solutions and institutions. The asymmetrical power
structure of the NAFTA relationship puts both Canada and Mexico at a distinct
disadvantage when negotiating with the United States outside of a rules-based
infrastructure.

Recommendation 15

The Government of Canada should resist the temptation to seek
short-term gains through reactive, ad hoc solutions to trade problems

49 Evidence, Meeting No. 77, May 7, 2002.

0 Evidence, Meeting No. 56, February 7, 2002.
" Evidence, Meeting No. 77, May 7, 2002.

2 Evidence, Meeting No. 60, February 26, 2002.
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with NAFTA partners. Wherever possible, trade disputes should be
addressed through rules-based, institutional mechanisms, and the
Government should use its best efforts to improve and expand such
mechanisms on a continental basis.

2. Existing NAFTA Dispute Settlement Mechanisms

The key dispute settlement provisions under NAFTA may be divided into four
broad categories:

» The investor-state provisions of Chapter 11 for the settlement of investment
disputes through arbitration;

= The Chapter 19 state-state binational panel process for the review of anti-
dumping and countervailing measures;

=  The Chapter 20 state-state general dispute settlement procedures; and

= The environﬁent and labour dispute settlement procedures in the side
agreements.

The Chapter 11, Chapter 19, and environment and labour systems are each
addressed in turn later in this chapter. Chapter 20 is addressed first because it is the
dispute resolution system used for the general interpretation of NAFTA, and it is the
default mechanism employed when a dispute does not come within one of the specific
categories.

Dispute settlement mechanisms play a major deterrence role. The fact of their
existence should be enough to prevent disputes from arising. Of course, the only way for
this preventive function to work is for the mechanisms to be perceived as enforceable,
and thus actually to be enforceable. Without such “teeth” the credibility of the mechanism
is diminished. The Chapter 20 mechanisms are not enforceable; that is, they do not result
in conclusions that are binding on the parties to the dispute.

When a dispute arises, the first step is consultations between the parties.EI If the
consultations do not resolve the dispute, the next step is a meeting of the NAFTA
Commission, which is a political body composed of ministerial-level representatives from

% These are the key dispute settlement mechanisms for the purposes of this report. It is noteworthy that within

NAFTA there are also provisions for: the arbitration of financial services disputes (Chapter 14); independent
domestic review of government procurement (Chapter 10); and intellectual property (Chapter 17) disputes. For
an overview of all dispute settlement mechanisms in NAFTA, see William A. Kerr, “Greener Multilateral Pastures
for Canada and Mexico: Dispute Settlement in North American Trade Agreements,” Journal of World Trade,
Vol. 35, December 2001, p. 1172-79.

5 NAFTA, Article 2006.
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each party or their delegates.ﬁ This step enters the realm of diplomacy and power-based
negotiations, thus derailing the rules-based focus of the system. If the NAFTA
Commission is unable to resolve the dispute, the third step is for one of the parties to
request that an arbitral panel be established P The panel is composed of independent
trade specialists from each country. After hearing from each party, it produces a report
with recommendations that are not automatically binding on the parties; thus, the final
decision on the dispute remains in the hands of the parties and is susceptible to
diplomacy and power politics.

Commentators on this process have highlighted these shortcomings as follows:

The parties thus participate to a large extent in the settlement of their dispute as
the negotiations that take place between them following the report are a
determining factor in the outcome. The parties must, indeed, agree on a mutually
satisfactory solution, which “normally shall conform with the determinations and
recommendations of the Panel” (Art. 2018(1) of NAFTA [emphasis added]). It is
therefore the disputing parties themselves who define ultimately the outcome of the
dispute, the Commission having no role at this stage.... In practice ... the parties
use the Panel’s report as a basis for negotiations, the report therefore marking the
beginning of new negotiations rather than the end of the dispute. Consequently,
the final settlement of the dispute is more a matter of bilateral
negotiations — between the interested Parties —than a matter of jurisdictional
logic. The settlement is thus left in the hands of the stronger party, which, in the
absence of any mechanism of appeal or review of the negotiated solution, is
actually very weakly constrained by the Panel’s report. This particularity of the
North American dispute settlement mechanism is probably the main structural
factor which explains its perviousness to the political factor.

Another indication of the jurisdictional weakness of NAFTA’s general dispute
settlement mechanism is the non-binding nature of the Panel’'s recommendations.
Technically, the Panel’'s recommendations — like those of the Commission — do
not bind the United States, Canada or Mexico. This lack of binding force not only
affects the final report of the Arbitral Pan% but also, indirectly and to some extent,

the disputing Parties’ negotiated solution.

It is important to point out that these shortcomings do not exist in the dispute
settlement proceduresEHnder the WTO, which are laid out in the WTO Dispute Settlement
Understanding (DSU).”" Disputes are administered by the WTO Dispute Settlement Body
(DSB), which is composed of all WTO members and which chooses panels for specific
disputes.” The panellists may not be citizens of either of the parties to the dispute, thus

% NAFTA, Articles 2001 and 2007.

% NAFTA, Article 2008.

" Vilaysoun Loungnarath and Céline Stehly, “The General Dispute Settiement Mechanism in the North American

Free Trade Agreement and the World Trade Organization System: Is North American Regionalism Really
Preferable to Multilateralism?” Journal of World Trade, Vol. 34, February 2000, p. 45-46.

% The full legal text of the Dispute Settlement Understanding may be accessed at the following page of the WTO

website: www.wto.org/english/docs_e/legal_e/legal_e.htm#dispute.

% Gabrielle Marceau, “NAFTA and WTO Dispute Settlement Rules: A Thematic Comparison,” Journal of World

Trade, Vol. 31, April 1997, p. 42.

134



highlighting the third-party-adjudication nature of the WTO process. There is no
equivalent in the WTO to the politically oriented NAFTA Commission, which enables the
NAFTA parties to play a direct role in the resolution of their own dispute. As William Kerr
has noted, in the WTO system “the implementation stage is not politicized. In short, the
general NAFTA disputes system is less transparent than the WTQO’s and hence increases
the risks of investing in international trade activities for firms in Canada and Mexico.”f¥

Furthermore, reports by DSB panels are binding on the parties,EI unlike the
situation under NAFTA Chapter 20, where the panel’'s recommendations may simply lead
to further politically susceptible negotiations between the disputing parties. Use of the
WTO route is not simply wishful thinking. Article 2005 of NAFTA states that disputes
arising under both Chapter 20 of NAFT%]and the GATT “may be settled in either forum at
the discretion of the complaining Party.”

The most salient comments with respect to reforming Chapter 20 were put forward
by Antonio Ortiz Mena of the Centro de Investigacion y Docencia Econdémicas during our
March 2002 meetings in Mexico City:

Chapter 20 panel decisions must be made binding. At present, panels are only
entitled to issue recommendations but the flexible nature of the general dispute
settlement mechanism has become more of a liability than an asset, and it is
unwarranted given that WTO dispute settlement proceedings now call for binding
panel rulings. The change could be achieved through a memorandum or protocol
subscribed by the clgf executives of all three countries and need not entail

renegotiating NAFTA.

The Committee agrees. A dispute settflement mechanism must have the capacity
to actually settle the dispute, not simply formalize negotiations within a semi-rules-based
structure. To call such a structure an effective and enforceable dispute settlement
mechanism is an exercise in hypocrisy. The Committee is hopeful that by working
together and pointing to the globally accepted example of the WTO DSU, Canada and
Mexico could convince the United States to modify the shortcomings of Chapter 20
described above. In particular, for greater certainty and in order to avoid any undue
politicization of the dispute resolution process, the final reports of arbitral panels should
be made automatically legally binding on the parties to the dispute, and the transparency
of the process should be increased. If such modifications prove impossible to achieve,

0 Kerr (2001), p. 1174.

¢ Marceau (1997), p. 66. Panel reports are automatically adopted by the DSB, and thus binding on the parties to

the dispute, unless all WTO members decide otherwise by consensus. It is noteworthy that the DSU also
provides for an extensive appeal process to review any legal issue arising from a panel report.

2 There are certain potential exceptions laid out in Article 2005. If the third country wishes the matter to be dealt

with under NAFTA, all three countries must meet and agree on a forum. If they cannot agree, NAFTA will be the
default forum. If the matter involves environment or conservation agreements (Article 104), sanitary or
phytosanitary measures (Chapter 7), or standards-related measures (Chapter 9), then the responding party may
request the matter be addressed only under NAFTA.

8 Submission, “The Future of Integration in North America,” submitted to the Committee during its meeting at the

Canadian Embassy in Mexico City, March 14, 2002.
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Canada, and Mexico if it so chooses, should at every opportunity choose the multilateral
WTO dispute settlement forum for disputes that arise under Chapter 20 of NAFTA.

Recommendation 16

The Government of Canada should work with Mexico to encourage the
United States to agree to improve the rules-based foundation of the
general dispute settlement mechanism in Chapter 20 of NAFTA. The
final reports of arbitral panels should be made automatically legally
binding on the parties to the dispute. In the event that such a change
is not possible, the Government should strive to make maximum use
of the multilateral dispute settlement mechanisms under the WTO for
resolving disputes that arise under Chapter 20 of NAFTA.

In addition, the Government should work towards increasing the
transparency of the dispute settlement process by releasing all
documents relevant to a proceeding, without causing prejudice to
companies. The Government should also work toward increasing the
openness of the process by enlarging participation beyond the NAFTA
states to interested third parties, such as provinces,
non-governmental organizations and others.

3. The Trade Remedy Law Bugbear and NAFTA’s Chapter 19 Binational
Panel Process

In a recent address to the Canadian-American Business Council, International
Trade Minister Pierre Pettigrew stated that one of the key goals in building an improved
North America is to make “serious efforts to bring trade remedy practicgzmore in line with
the growing integration of our shared North American economic space.’

The main reason for Canada entering CUFTA, which entailed relinquishing a large
measure of Canadian sovereignty, was to secure unhindered access to the U.S. market.
The cornerstone of this strategy was to obtain an exemption from the application of
U.S. trade remedies —in particular, anti-dumping (AD) and countervailing duties
(CVDs) —found in U.S. domestic trade legislation. A brief review of the CUFTA
negotiations in the late 1980s reveals why the access that Canada — and later Mexico
through NAFTA —gained to the U.S. market under the free trade agreements was far
from secure and unhindered. This is perhaps our most significant piece of unfinished
NAFTA business.

The U.S. negotiators flatly refused the AD/CVD exemption proposal because they
believed Canadian products were being subsidized and that U.S. producers required the

& Pettigrew (October 2002).
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protection of its domestic AD/CVD law.fq The U.S. position on this matter was so
entrenched that had Canada persisted, the free trade talks would have ended. Canadian
negotiators then suggested that competition legislation replace anti-dumping duties in
CUFTA, and that a common code on subsidies be negotiated — including a definition of
what constitutes a subsidy —to minimize the use of countervailing duties.f9 These
proposals were unsuccessful, as the Americans were unwilling to go beyond the GATT
rules at that time and insisted on maintaining their trade remedy laws.f] The U.S.
government vehemently disagreed with Canadian claims that U.S. trade remedy
practices were inherently “politicized” — because they were decided solely in U.S.
institutions — but to break the deadlock in negotiations, the U.S. put forward an interim
solution whereby the existing judicial review of AD/CVDs by U.S. courts would be
replaced with review by binational panels consisting of trade specialists from both
countries f9

During the NAFTA negotiations, Mexico, like Canada under CUFTA, was also
seeking “secure” access to U.S. markets — as well as to Canadian markets — and thus
fought hard for inclusion in the binational panel dispute settlement mechanism. This was
granted on the condition that Mexico significantly amend its trade laws and administrative
review processg to make them more explicit and transparent, more in line with Canadian
and U.S. laws.™ Thus, the binational panel system was included in NAFTA as Chapter
19, largely as it had existed in CUFTA. For Canada, maintaining the status quo was in
itself a significant victory. Some U.S. politicians viewed the binational panel system as an
unacceptable constraint on American sovereignty, and there was considerable U S.
Congressional pressure to downgrade or completely dismantle the Chapter 19 process.

The binational panel system under Chapter 19 has continuously generated
voluminous commentary — our hearings for this report being no exception — and has
been a key element of several of the major disputes, including those over softwood

% Eric J. Pan, “Assessing the NAFTA Chapter 19 Binational Panel System: An Experiment in International

Adjudication,” Harvard International Law Journal, Vol. 40, Spring 1999, p. 383.

% Gilbert R. Winham, “NAFTA Chapter 19 and the Development of International Administrative Law: Applications

in Antidumping and Competition Law,” Journal of World Trade, Vol. 32, February 1998, p. 69.

5 Michael Hart, Decision at Midnight: Inside the Canada-U.S. Free Trade Negotiations, Vancouver, University of

British Columbia Press, 1994, cited in Gilbert Gagné, “North American Free Trade, Canada, and U.S. Trade
Remedies: An Assessment After Ten Years,” World Economy, Vol. 23, p. 80. It is noteworthy that the Uruguay
Round of trade negotiations creating the WTO produced a common set of rules on subsidies, the Agreement on
Subsidies and Countervailing Measures. Furthermore, the current Doha Development Round of negotiations is
expected to build on this Agreement to include anti-dumping measures, and the United States has agreed to
take part in the negotiations. However, in its proposal on dumping and subsidies recently submitted to the WTO,
the United States stipulates that any agreement on dumping and subsidies should maintain the effectiveness of
domestic trade remedy laws. See “USTR Submits Proposal to WTO on Dumping, Subsidies,” U.S. Department
of State Office of International Information Programs, Washington File, October 17, 2002, accessed at:
usinfo.state.gov.

8 Winham (1998), p. 69-70.
% bid., p. 71-74.

° Gilbert R. Winham, “Dispute Settlement in NAFTA and the FTA,” in Steven Globerman and Michael Walker,
eds., Assessing NAFTA: A Trinational Analysis, The Fraser Institute, Vancouver, 1993, p. 270.
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lumber, agriculture subsidies and steel. Over 80% of the disputes under NAFTA have
related to AD and CVD and have thus come under Chapter 19.

The success of Chapter 19 in keeping many North American protectionist actions
in check is indisputable. Some of the proof of this success is well-documented in the
recently released instalment of the C.D. Howe Institute’s Commentary series, “The Border
Papers.” The essay, by Washington Trade Lawyer Patrick Macrory, entitled “NAFTA
Chapter 19: A Successful Experiment in International Trade Dispute Resolution,” makes
the case that Chapter 19 “has been quite effective in curbing what Canadians_believe to
be the overzealous enforcement of AD and CVD laws by U.S. authorities.”™ Macrory
notes that “only six Canadian products other than softwood lumber are currently subject
to AD and/or CVD orders, and in most cases the volume of trade involved is small and
the current duty level low.”™ He also emphasizes that “[s]ince the creation of NAFTA,
imports from Canada and Mexico have been subject to far fewer investigations and
orders than imports from other parts of the world, perhapsﬁgs a result of the increased
integration of their economies with that of the United States.’

A fundamental feature of the Chapter 19 dispute settlement system is that
binational panels do not create or apply new law, nor do they apply trilateral substantive
legal rules on AD/CVD (such rules do not exist): they simply review the application of the
domestic law of the importing country to ensure it was correctly applied. Thus, in the
case of a U.S. attack on Canadian policy, the panel would review the U.S. government
agencies’ actions to ensure their consistency with U.S. domestic trade law.

Another key feature is laid out in Article 1903 of NAFTA, which specifies that if one
party to the agreement makes amendments to its domestic AD/CVD laws and these
amendments would affect another party, the affected party can request that the
amendments be referred to a binational panel for a declaratory opinion as to whether they
conform with the free trade objectives of NAFTA or the provisions of the GATT and the
WTO Agreement on Subsidies and Countervailing Measures. The existence of this
provision holds special relevance in the context of the softwood lumber dispute cases.
Box 2 provides a brief overview of the dispute and the particular cases.

" Patrick Macrory, “NAFTA Chapter 19: A Successful Experiment in International Trade Dispute Resolution,”

Commentary No. 168, C.D. Howe Institute, Toronto, September 2002, Study Summary.
2 Ibid., p. 2. A significant portion of the study is devoted to analysis of the softwood lumber dispute. See also
Patrick Macrory, “Another Chapter in the lumber saga,” National Post, October 10, 2002, p. A19.
8 Macrory (2002), p. 2.

™ NAFTA, Article 1902.
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Box 2: A Brief Overview of the Softwood Lumber Dispute

Canadian softwood lumber captures one third of the U.S. market and is currently a $10 billion
per year export industry for Canada. The softwood lumber dispute dates back to the early
1980s, and since that time the key issue has been whether stumpage fees charged by
Canadian provincial governments to private logging companies for the right to harvest timber
on provincial land are too low and therefore constitute a subsidy.

About 94% of Canada’s forests are publicly owned and subject to extensive forestry
regulations. Under the tenure system prevalent in Canada, provinces give private companies
access to public timber in exchange for the payment of provincial stumpage fees and for
undertaking forest management responsibilities. In the United States, on the other hand,
almost 70% of the forest base — accounting for 90% of the annual timber harvest — is held in
private hands, and about 42% of the forest lands are under regulations similar to those in
Canada.

The American lumber industry — led by its powerful lobby group, the U.S. Coalition for Fair
Lumber Imports — and environmental and First Nations aboriginal groups claim that the
Canadian system of land tenure and provincial government forestry management practices
result in unfair subsidies to the lumber industry. They argue that stumpage fees that do not
reflect the full market value of the timber being sold have a distorting effect because they
make timber cheaper to cut than would be the case with market-based stumpage fees. They
also claim that governments forego substantial forest management revenues by setting
below-market stumpage rates.

On the other side of the debate, federal and provincial governments and the Canadian logging
industry argue that current timber pricing practices do not generate subsidies to the industry.
They claim that the stumpage fees charged are equivalent to a tax, rather than a subsidy, and
that the revenues generated more than pay for the costs associated with commercial forestry
management. Furthermore, they hold that the forest tenure system in Canada is simply
different from that in the United States, and the differences are accentuated by significant
contrasts in public-private forest ownership breakdown in each country.

The numerous legal actions that have arisen out of this subsidy debate over the past 20 years
are not easy to follow despite the extensive press coverage the softwood lumber dispute
regularly receives. Below is a list of the key cases, each of which began with a U.S.
Department of Commerce investigation and proceeded to a decision, and a short description
of how they have played out and continue to evolve, in the NAFTA and WTO contexts (the
cases are commonly identified by Roman numerals for convenience):
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e Softwood Lumber | (Certain Softwood Lumber Products from Canada, 48 Fed Reg 24, 159
[1983]). The U.S. Department of Commerce issued a decision that provincial stumpage was
not a subsidy.

e Softwood Lumber Il (Certain Softwood Lumber Products from Canada, 51 Fed Reg 37, 483
[1986]). The U.S. Department of Commerce issued a preliminary determination that
provincial stumpage was a subsidy, but the issue was made moot by a Canada-United
States memorandum of understanding under which Canada imposed a 15 % duty on
exports to the United States.

e Softwood Lumber Il (Certain Softwood Lumber Products from Canada, 57 Fed Reg 22, 570
[1992]). The U.S. Department of Commerce found that provincial stumpage and log export
restraints were subsidies. The finding was reversed by a Chapter 19 panel decision: Certain
Softwood Lumber Products from Canada, USA-92-1904-01 (1993). The panel decision was
upheld by a Chapter 19 extraordinary challenge committee: Certain Softwood Lumber
Products from Canada, ECC-94-1904-01USA (1994).

e Softwood Lumber IV (Certain Softwood Lumber Products from Canada, 67 Fed Reg 15, 545
[April 2, 2002] and 67 Fed Reg 15, 539 [April 2, 2002]). The U.S. Department of Commerce
found that provincial stumpage was a subsidy and that softwood lumber was being dumped
in the United States. The decisions are now on appeal to Chapter 19 panels and the WTO
Dispute Settlement Body.

Key Sources: Patrick Macrory, “NAFTA Chapter 19: A Successful Experiment in International Trade Dispute
Resolution,” Commentary No. 168, C.D. Howe Institute, Toronto, September 2002; “Canada’s Legal Challenges”
page at the Softwood Lumber section of the Web site of the Department of Foreign Affairs and International Trade.

In 1994, the United States lost another of its many challenges to Canadian
softwood lumber pricing and allocation policies under the CUFTA binational panel
system. Following this panel decision in favour of Canada, which occurred just as the
United States was preparing its WTO implementation legislation, the U.S. government
seized the opportunity and amended its trade remedy legislation to reverse the most
controversial aspects of the binational panel's decision. Canada criticized the U.S.
legislation with respect to its implementation of the results of the Uruguay Round of
international trade negotiations, but surprisingly did not resort to Article 1903 of NAFTA
and request a declaratory opinion on the conformity of the amendments with international
trade rules. Commentators have suggested this is an indication of the weakness of the
Chapter 19 rules, as the Canadian government may have assumed that a binational
panel declaratory opinion would_taint future Canada-U.S. relations and that the United
States would simply disregard it.

Prior to CUFTA, any AD/CVD disputes originating in the United States were
decided by U.S. agencies, and the only internal avenue of appeal was resort to judicial
review of the governmental decisions by domestic courts. Chapter 19 binational panels
now replace this judicial review process. The panels consider the record of the case and
decide whether the final determination of the government agency is supported by

5 Gagné (2000), p. 87-88.
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evidence and is in accordance with domestic law. It is noteworthy, and has been
problematic for Canada, that only the final AD/CVD determinations of domestic agencies
can be reviewed through the binational panel process.

For example, on August 9, 2001 the U.S. Commerce Department issued a
preliminary subsidy determination in its most recent countervailing investigation of
Canadian softwood lumber.™ Based on this preliminary determination, on September 4,
2001 the United States began collecting CVDs at the border on Canadian softwood
lumber, retroactive to May 17, 2001. However, the final determination of the U.S.
Commerce Department was not published until April 2, 2002, and it was only at this point
that Canada could request a NAFTA binational panel review of the decision. Thus,
Canadian producers were required to pay CVDs for almost a year before the binational
panel process even began. In response to a question from a Committee member about
how Canadian producers go about getting that money returned, Bob Flitton of Doman
Industries Limited replied: “How do you get it back? You don’t get it back. ... Leg
technically, you should be able to go and get it back, but you’ll never collect it. It’s lost.’

Recommendation 17

When a NAFTA binational panel finds that the final determination by a
government agency to impose anti-dumping or countervailing
duties was in error, all duties should be repaid by the domestic
authority to the foreign exporter. The Government of Canada should
therefore propose to its NAFTA partners a formal system for the
repayment of all duties, retroactive to the date set by any preliminary
and/or final determination imposing duties.

Although it is still the domestic law that is being applied under Chapter 19, the
binational panel process was intended to be more transparent — given that each country
supplies panellists — and also faster, because Chapter 19 specifies that a final decision
shouIdEPe rendered within 315 days from the date when the request for a panel is
made.~ Panels are composed of five persons selected from a roster for which each
country has chosen at I%ast 25 candidates, a majority of whom must be practising or
retired lawyers or judges.— Each country that is party to a dispute chooses two panellists,
who then choose the fifth together; traditionally the fifth panellist has alternated between
countries from dispute to dispute. The panel is limited to the administrative record before
it and must use the standard of review of the domestic law in question. While panel
decisions are binding on the parties to the dispute in question, they do not create law and
cannot serve as binding precedents for other cases. Panels may uphold, overturn or

®  Department of Foreign Affairs and International Trade “Softwood Lumber U.S. Trade Actions:

Chronology & Background (2001 to present),” May 24, 2002.
Available at: www.dfait-maeci.gc.ca/~eicb/softwood/SWL_TradeActionsBackground-e.htm.

" Evidence, Meeting No. 78, May 7, 2002.
8 NAFTA, Article 1904(14).
7  NAFTA, Annex 1901.2, Articles 1-2.
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remand the determinations of the domestic authorities. A panel decision may be
appealed to an Extraordinary Challenge Committee (ECC), though only with respect to
serious procedural violations by the panel or a panellist.lg_gl Furthermore, the ECC cannot
set aside a decision unless it finds that the procedural error “materially affected the
panel’s decision and threatens the integrity of the binational panel review process.’ﬁ]

Is the binational panel review process under Chapter 19 of NAFTA working? In
addition to the above-noted endorsement by Patrick Macrory, the Committee heard
generally positive assessments of the Chapter 19 track record to date. Danielle Goldfarb
of the C.D. Howe Institute felt that it “has provided a reasonably good check on the
overzealous use of U.S. trade remedy laws. Many practitioners have noted thaézrulings
under the Chapter 19 mechanism have been based on law rather than politics.”™ Laura
Macdonald of Carleton University was not optimistic about Canada getting a better
mechanism in the North American context “just because the United States is so dominant
in North America, it's the hegemon of the region, and obviously doesn’t want to set up
more adequate mechanisms or include issues like softwood lumber that are very
politically difficult. So | would tend to think, ... it might be better to rely on WTO
mechanisms, rather than expecting a better mechanism in North America.”™* While others
also suggested relying more on WTO mechanisms, Donald MacKay, who was a NAFTA
negotiator for Canada and is currently with the Canadian Foundation for the Americas
(FOCAL), compared the WTO and NAFTA processes and highlighted the unparalleled
efficiency of the latter:

... when discussing dispute settlement, what you’re essentially saying is that
governments or countries are voluntarily giving up a small portion of their
sovereignty in respect of their ability to make decisions internally unilaterally.
Chapter 19 multilateralized that, if you will, to the three parties with binational
panels. No such mechanism with respect to anti-dumping and countervailing duties
exists in the WTO. In the Uruguay round of negotiations there was an updating of
the dispute settlement mechanism within the WTO, but with the timelines, cost
factors, all of those sorts of categories, if you match them out between the NAFTA
mechanism and the WTO mechanism, you will find that the NAFTA mechanism is
more rapid. Even though it is, to many parties, too slow, it is faster than anything
that exists out there at the multilateral Iev& It can obviously be improved, but that

requires a movement on the political side.

The Committee heard that the only way to truly solve any shortcomings of the
Chapter 19 process would be to find a way to get beyond the protectionist reach of U.S.
AD/CVD laws. Don Barry of the University of Calgary felt the dispute settlement process

8 NAFTA, Article 1904(13), Annex 1904.13. The Committee is composed of a judge or former judge from each

country, chosen by the parties to the dispute from a 15-person roster (comprising five persons from each
country).

NAFTA, Article 1904(13)(b).

8 Evidence, Meeting No. 77, May 7, 2002.
8 Evidence, Meeting No. 88, June 6, 2002.
8 Evidence, Meeting No. 88, June 6, 2002.
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was working “reasonably well. B The real problem, he argued, is the lack of uniform trade
laws. Michael Bradfield of Dalhousie University felt that it was fine to “have access to
dispute resolution mechanisms that allow us to have our say about whether they are
applying their laws properly, but that doesn’t prevent them from putting in anti-free-trade
laws, which they have on the books now, and which they’re quite prepared to put on the
books again.’ﬁ A lasting solution, he argued, would be for the United States “to really
make its internal legislation consistent with free trade.” Similarly, Stephen Clarkson
described the major failure of CUFTA and NAFTA as the fact that Canada, and Mexico
with respect to the latter, did not get exemptions from the AD/CVD laws of the United
States.

While the Chapter 19 binational panel system is in many ways a rules-based
dispute settlement system, it is based on a hybrid set of substantive law: the
domestic anti-dumping and countervail law of Canada, Mexico, and the United
States. Furthermore, while the rules tend to work most of the time, it is the highly
politicized disputes involving major economic interests — such as the softwood lumber
dispute — that highlight the shortcomings of the Chapter 19 system and its inevitable
susceptibility to political motives. The Committee supports the use of the NAFTA
system — and the WTO system where appropriate — but is persuaded that the best way
to prevent and resolve disputes would be to have a single set of North American AD/CVD
rules in place.

During the CUFTA negotiations, it was understood that the binational panel system
was to be a temporary measure that would be effectiveﬁr five to seven years pending
the development of a new, common AD/CVD regime.”™= Furthermore, Article 1907 of
CUFTA called for the parties to set up a working group to develop more effective rules
and disciplines concerning the use of government subsidies and the potential for reliance
on a substitute system of rules for dealing with unfair transborder pricing practices and
government subsidization. The development of this new regime by the working group
went nowhere. Under NAFTA, the binational panel system became permanent. The
working group was dropped, and instead the parties agreed to regular, general
consultations on a new AD/CVD regime. The Committee feels these consultations should
be vigorously pursued by the Canadian government with a view to actively engaging
Mexico and the United States on the development of a North American AD/CVD regime.

8 Evidence, Meeting No. 80, May 8, 2002.
8 Evidence, Meeting No. 59, February 26, 2002.

8 Evidence, Meeting No. 77, May 7, 2002.

8 Article 1906 of CUFTA explicitly embodies this intention: “The provisions of this Chapter shall be in effect for five

years pending the development of a substitute system of rules in both countries for antidumping and
countervailing duties as applied to their bilateral trade. If no such system of rules is agreed and implemented at
the end of five years, the provisions of this Chapter shall be extended for a further two years. Failure to agree to
implement a new regime at the end of the two-year extension shall allow either Party to terminate the
Agreement on six-month notice.”
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We are well aware that given the protectionist bent of the current U.S.
administration, such consultations may not go very far, if anywhere. And we take the point
of Patrick Macrory in his Chapter 19 study, that even modest steps to alleviate the impact
of U.S. trade remedy laws may be unrealistic in the current climate. However, we feel it is
important to keep the issue in the forefront and on the minds of policy-makers, and thus
to address it directly whenever possible.

Recommendation 18

The Committee supports the ongoing use of the Chapter 19 binational
panel review procedure — and, where appropriate, the WTO dispute
settlement system — and recommends that the Government of
Canada continue to pursue all possible legal avenues for the efficient
resolution of current trade disputes, especially the softwood lumber
dispute.

Recommendation 19

Taking into account similar negotiations currently underway in the
WTO forum, the Government of Canada should vigorously pursue
consultations with Mexico and the United States under Article 1907 of
NAFTA in order to actively engage them in the development of a
common North American anti-dumping and countervail regime.

4. To Link or not to Link?

The question of whether or not to link one trade sector with another — for
example, using Canada’s energy resources as leverage in the softwood lumber
dispute — was addressed by several withesses before the Committee. The issue has
arisen most prominently in the softwood lumber dispute where there have been
aggressive calls by stakeholders — such as John Allan, President of the B.C. Lumber
Trade Council — to link our trade with the United States iEéFoftwood lumber to exports of
other commaodities as a way of resolving the bitter dispute.

Most witnesses, however, were extremely cautious of linking sectors. Professor
Don Barry of the University of Calgary thought the possibility of any “trade-offs” with the
United States would be very limited in the midst of the current “war on terrorism,” which
when coupled with “a very narrow and circumscribed view of American interests” indicates
that “[i]t is really U.S. domestic politics that will determine the outcome of a whole range
economic issues that are on the table between Canada and the U.S. at this time.”
Harvard University’'s Joseph Nye honed in on the underlying, recurring reality of the
obvious power asymmetries that exist in the NAFTA relationship:

8 See Gordon Hoekstra, “Time to get tough with Americans in lumber fight,” The Prince George Citizen, May 31,

2002, p. D4.
% Evidence, Meeting No. 80, May 8, 2002.
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| would be a little bit suspicious of linkage, because you might say we'll link gas or
we'll link water to this, then the Americans may link something even bigger. So
before you get it all wrapped in one ball of Bﬁx’ you ought to ask, is that the best

strategy for Canada? | suspect probably not.

Using linkage as a form of retaliation was also strongly discouraged. Professor
George MacLean of the University of Manitoba agreed that domestic U.S. politics play too
great a role in the Canada-U.S. reIatio&hip—which he described as a “tenuous”
one — to risk retaliation through linkage.™ Using the softwood lumber dispute as an
example, he noted that

[tihrowing a sector that works, such as gas, into that and saying we’re going to use
this in retaliation could be a tremendously risky thing indeed, especially if the
Americans were to say they are willing to actually fly in the face of WTO rulings or
NAFTA tribunal rulings on this issue of softwood lumber for political reasons, for
strictly political reasons. If they're willing to do that, what would they be willing to do
in terms of other sectors?

Similarly, Donald MacKay of the Canadian Foundation for the Americas (FOCAL)
noted that for a country as “trade-oréﬁnted” as Canada, using retaliation “inevitably winds
up hurting us more than it helps us.”

The Committee agrees. Linkage for the purposes of dispute settlement or
retaliation is simply too risky, given the obvious power differentials that Canada and
Mexico have with the United States. In devising prudent and effective Canadian strategies
for countering U.S. protectionist actions, Canada should focus on addressing each
dispute on its own terms within a rules-based framework.

Recommendation 20

The Government of Canada should generally refrain from linking
different trade sectors as a strategy for retaliation or dispute
resolution. Canada should focus on addressing each dispute on its
own terms, and within a rules-based framework.

C. Addressing the NAFTA Chapter 11 Controversy

“Chapter 11’ is a well-known phrase in the United States: it is the term used when someone seeks
court protection to avoid an impending bankruptcy. But under the North American Free Trade
Agreement — NAFTA — Chapter 11 has another meaning. It is the part of NAFTA that deals with the
protection of foreign investors from Canada, Mexico and the United States when they invest in one of the
other NAFTA countries. For some, Chapter 11 is a vital requirement in promoting the free flow of capital in
an increasingly open North American market. For others, Chapter 11 represents another kind of

' Evidence, Meeting No. 74, May 2, 2002.
2 Evidence, Meeting No. 75, May 6, 2002.
% Evidence, Meeting No. 88, June 6, 2002.
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bankruptcy — the bankruptcy of public policy and international law-making in the era of economic
globalization.”

Howard Mann, Private Rights, Public Problems:

A Guide to NAFTA’s Controversial Chapter on Investor Rights,

International Institute for Sustainable Development and World Wildlife Fund,
Winnipeg, 2001, p. 1.

Chapter 11 of NAFTA has proved to be one of the most controversial aspects of
the Agreement. Whether the controversy is justified, or whether criticisms of Chapter 11
are grounded in substantive analysis, are common discussion points among
commentators. In fact, subgﬁ?ntive analyses of the provisions and their effects exist on
both sides of the argument.™ The issue is not so much the credibility of the interlocutors
and their arguments, because the investor-state cases handled_to date under the arbitral
process set up under Chapter 11 largely speak for themselves,™ and any interpretation of
them depends primarily on one’s opinion on the larger underlying issue. The issue is
simply one of policy: how to balance investment protection, including the corollary rights
of private investors, with public control over governmental policy making. The mere fact
that Chapter 11 has generated so much widespread commentary — whether based on
deep analysis or pure emotion — indicates that something is seriously wrong with the
status quo and signals pressing unfinished business within the NAFTA framework. Our
hearings emphatically confirmed this message.

% For samples of such analyses, see Howard Mann, Private Rights, Public Problems: A Guide to NAFTA’s

Controversial Chapter on Investor Rights, International Institute for Sustainable Development and World Wildlife
Fund, Winnipeg, 2001; and Michael M. Hart and Wiliam A. Dymond, “NAFTA Chapter 11: Precedents,
Principles, Prospects,” paper presented at the NAFTA Chapter 11 Conference, Centre for Trade Policy and Law,
Carleton University, Ottawa, January 18, 2002.

% For summaries of Chapter 11 cases, see Mann (2001) and Hart and Dymond (2002). As well, the legal

proceedings from many cases are available from Canada’s Department of Foreign Affairs and International
Trade website www.dfait-maeci.gc.ca/tha-nac/NAFTA-e.asp.
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WHAT WITNESSES SAID

... the corporations that wish to limit the power of governments to regulate them are the large
corporations that, virtually by definition, have economic power that takes them out of the perfectly
competitive scenario of economic textbooks and gives them the power to work in their own interest
without aiding at the same time the public interest. The fundamental bottom line, then, is that the
corporations that most want more powers, particularly power over government, and that want less
responsibility towards government are the very corporations that violate the conditions under which a
government can grant a corporate charter assuming that the corporation will serve the public interest.
The conclusion, then, is that rather than getting into trade agreements where we grant more and more
power to corporations to sue governments if the government enacts an environmental or health
legislation that takes profits — or potential profits — away from corporations, we should not be allowing
corporations to do that. We need in fact, with growing power from the corporations, if anything, to
enhance the power of the state to control the creatures that the state in fact has created.

Michael Bradfield, Dalhousie University,
Evidence, Meeting No. 59, February 26, 2002.

... Chapter 11 has so far been a chapter whose reputation has far outrun the reality of the decisions
that have been made by various panels and tribunals.

Michael Hart, Carleton University,
Evidence, Meeting No. 55, February 5, 2002.

... the language was broadened when we moved to NAFTA, largely because of concerns about
expropriation of foreign investment that might occur within Mexico. Because of that, some of the
language was made perhaps too broad. In fact, what a lot of individual companies are doing is
challenging domestic laws by making an argument that the cost of compliance with those laws, even it
the laws are non-discriminatory and they’re enacted for valid public purposes, is tantamount to
expropriation. Some of the NAFTA adjudication panels have agreed with that argument and have
required that compensation be paid to companies. That’s quite troubling to me, partly because domestic
producers who are affected by those same standards don’t necessarily have a claim to compensation.
The compensation could be expensive, but more importantly, that could create a regulatory chill. We
may be reluctant to pass some of the kinds of laws that are needed for environmental or public health
reasons if we fear that down the road it’s going to cost us millions or billions of dollars in compensation.

Kathryn Harrison, University of British Columbia,
Evidence, Meeting No. 76, May 6, 2002.

The dispute settlement mechanisms set up in exchange or as a kind of recompense have on the whole
been very disappointing, and let's not forget to mention the innovation of investor-state dispute
settlement in Chapter 11 of NAFTA. This is now a notorious institution, one that has caused a very high
level of dismay among major NGOs in this country as well as in the U.S. and Mexico. Institutionally, the
big idea did not just fail, it had a sleeper in it. In 1993, when NAFTA was being debated, this investor-
state dispute settlement was virtually invisible. | think it’s pretty clear from research that our negotiators
didn’t understand its significance, the public didn’t understand it, and | don'’t think the government
understood it.

Stephen Clarkson, University of Toronto,
Evidence, Meeting No. 77, May 7, 2002.
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In many respects | see what my parents built being destroyed, and | put a lot of the blame on our
systems of international tribunals and speculators who make decisions that have an impact on me. And
I have absolutely no ability to influence them. | have to ask, who is on my side? Who is really standing
up for my community? Is there anybody out there who will take on powerful international capital, that
has an agenda not consistent with what | believe we should be pursuing in this country?

Wayne Samuelson, Ontario Federation of Labour,
Evidence, Meeting No. 79, May 8, 2002.

The trouble with Chapter 11, it seems, is it’s really not very transparent. It has to be reformed. We think
of it in Canadian terms, but Canada also has substantial investments in the United States. We may
have to avail ourselves of some similar provision to Chapter 11 too, but I think it has to be reformed to
make it more transparent. | think the rules have to be more clearly specified. Not only corporations but
certain interest groups should have access to that process as well. ... It's not open. The point is, | think
it needs to be updated. It needs to be made transparent, and more people have to have access to it.

Don Barry, University of Calgary,
Evidence, Meeting No. 80, May 8, 2002.

There have been a huge number of investments that have proceeded without any problem whatsoever,
and without resorting to disputes. It’s just like the 95%-plus of our trade with the United States that
proceeds without problem: you never hear about that. But you do hear about the thorny issues that
remain. There are moves under way to clarify and to have more precision in how these agreements are
to work. | get this from several sides, because | also run a committee of Canadian arbitrators who have
been involved with Chapter 11. | hear this from the arbitrators’ side, and some of their concerns are that
they’re not being left to do their job. This can be an issue for another discussion on another day,
because it’s a long, involved discussion, but there are many issues involved in this. This is not a simple,
straightforward situation.

Robert Keyes, Canadian Chamber of Commerce,
Evidence, Meeting No. 89, June 11, 2002.

In the Methanex case we're talking about a balancing of the right of the investor to an expected return
on his investment against the rights of the public to a clean environment and to health and safety. This
is the kind of balancing that goes on every day in normal government bodies, and we have a number ot
complex institutions set up to do that kind of balancing in every government in every industrialized
country in the world. But that kind of balancing cannot be done adequately by an institution that has no
legitimacy, no transparency, and no accountability. I'm certain that this is what we have now in the
arbitration procedures under NAFTA Chapter 11. They are fundamentally unsuited to do a balancing ot
anything other than commercial objectives, and therefore | applaud Robert Pastor’s suggestion that we
need a court specifically set up in the North American context to do that kind of balancing. It's obvious
that we're going to get into these problems in the Chapter 11 provisions. ... [W]hen we are dealing with
questions beyond simple commercial arbitration, which we find ourselves doing over and over again
under Chapter 11, it is not sufficient to have an institution without legitimacy, accountability, or
transparency dealing with those.

Aaron Cosbey,
International Institute for Sustainable Development,
Evidence, Meeting No. 80, May 8, 2002.
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1. How Chapter 11 Works

The aim of Chapter 11 is to liberalize and promote investment, especially foreign
direct investment, by creating a rules-based framework that protects the investment
interests of foreign investors from discriminatory or trade-distorting acts by the
government of the host country where the investment is made. Such rules are nothing
new. They have evolved out of bilateral investment treaties (BITs) — known as foreign
investment protection agreements (FIPAs) in Canada — largely initiated by the United
States in the late 1970s to protect %nerican investments from political, economic
and legal instability in foreign countries.™ Chapter 11 is unique because it builds on this
objective in several respects: it promotes the general liberalization of international
investment, and it does so by being part of a larger trade and investment
agreement — NAFTA — thus enhancing the probability of its provisions being broadly
interpreted.

The most controversial part of Chapter 11 has been the investor-state dispute
settlement process, which enables a private foreign investor to bring an arbitral claim
against its NAFTA government host for an action the investor believes has decreased its
profits or expected profits. Article 1110 of Chapter 11 states that a NAFTA government
may not take measures “tantamount to nationalization or expropriation” of an investment
unless it does so for a public purpose, on a non-discriminatory basis, in accordance with
due process of law, and only if it pays compensation to the foreign investor.

The arbitral process is governed by international commercial arbitration rules.EI
The investor and the government each choose one arbitrator, and the third is chosen
together or by a neutral third party. The results of the arbitration are binding on each
party, and there are limited provisions for review or appeal of such awards. The actual
arbitration proceedings are closed to the public unless the parties agree that they be
open. (This has not occurred to date.) On July 31, 2001, the NAFTA Free Trade
Commission released Notes of Interpretation of Certain Chapter 11 Provisions. These
attempt to improve the Eg?nsparency of the Chapter 11 processes and the clarity of
application of the rules.”™ Under the Notes, each country agreed to make publicly
available all documents submitted to or issued by a Chapter 11 tribunal, with the following
exceptions:

% Kenneth Vandeveld, United States Investment Treaties: Policy and Practice, Law and Taxation Publishers,

Boston (Mass.), 1992, p. 22, cited in Aaron Cosbey, “NAFTA’s Chapter 11 and the Environment,” Briefing Paper
for the Joint Public Advisory Committee of the Commission for Environmental Cooperation, Ottawa, June 17-18,
2002.

" The investor may choose either the rules under the International Centre for Settlement of Investment Disputes

(ICSID) — administered under the aegis of the World Bank — or the Arbitration Rules of the United Nations
Commission on International Trade Law (UNCITRAL).

% These Notes are accessible at the following page of the Department of Foreign Affairs and International Trade

website: www.dfait-maeci.gc.ca/tha-nac/NAFTA-Interpr-e.asp.
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= confidential business information;

= information that is privileged or otherwise protected from disclosure under
the State’s domestic law; and

= information that the state must withhold under the applicable arbitral rules.

However, as John Foster of the North-South Institute notes in his forthcoming
assessment of NAFTA, “critics quickly pointed out that lacking actual amendment of the
treaty, international arbitration rules would prevail, anthat ‘the regime of secrecy
provided for by the arbitral rules is both explicit and clear.”

2. Witness Perceptions of Chapter 11

A repeated message the Committee received from witnesses was that Chapter 11
requires reform. For example, Stephen Clarkson of the University of Toronto argued that
the significance of Chapter %awas not fully understood by the negotiators of NAFTA, and
certainly not by the public.=— As he writes in a new book on Canada-U.S. relations,
because of the “supraconstitutional” effect of Chapter 11, “the issue is no longer which
order of government — federal or provincial — should initiate a regulation._t becomes
whether either order of government can initiate such legislation at all.”~— Lawrence
McBrearty of the United Steelworkers of America claimed that NAFTA protects corporate
investor right%ﬁut does not provide equally solid protection for labour, environmental or
human rights.

Various commentators we heard from in Mexico City — including Professor Maria
Teresa Gutierrez Haces and Professor Isidro Morales, both of the Universidad Nacional
Autonoma de México, and Luis Tellez Kuenzler of the DESC Group — also felt that
problems with Chapter 11 had to be resolved so that governments could effectively stand
up to corporate pressures. Antonio Ortiz Mena of the Centro de Investigacién y Docencia
Econdmicas in Mexico City proposed that the three countries conclude a memoran%n
clarifying the scope and coverage of Chapter 11 with respect to environmental issues.

% Foster, p. 10 of pre-publication draft.

1% Fvidence, Meeting No. 77, May 7, 2002.

101 Stephen Clarkson, Uncle Sam and Us: Globalization, Neoconservatism, and the Canadian State, University of

Toronto Press and Woodrow Wilson Press, Toronto, 2002. In a recent discussion paper, Trade Lawyer Jon
Johnson highlights the potential reach of trade agreements and makes the comment that Canada’s medicare
would never have become a reality had NAFTA existed before the Canadian system of healthcare was
nationalized. See Brian Laghi, “NAFTA could increase health costs, study says,” The Globe and Mail,
September 28, 2002, p. A8.

%2 Evidence, Meeting No. 77, May 7, 2002.

1% Submission, “The Future of Integration in North America,” submitted to the Committee during its meeting at the

Canadian Embassy in Mexico City, March 14, 2002.
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Aspects of Chapter 11 directly targeted for serious reform included: transparency,
accessibility, long-term implications for natural resources, and the “regulatory chill” effect.
Don Barry of the University of Calgary argued that the rules should be more clearly
specified and that interest groups should haveh_oiltanding to participate in the process, to
balance the influence of corporate interests.”— Jack Harris, the Leader of the New
Democrat Party for Newfoundland and Labrador, highlighted the Chapter 11 claim that
Sunbelt Water Inc. of California has brought against Canada becauf the cancellation
by the British Columbia government of a licence to export bulk water. He explained that
the Newfoundland and Labrador government had received differing legal opinions on the
export of bulk water: Canadian lawyers concluded bulk water exports by one province
would not create a NAFTA-enforceable precedent with respect to other provinces, while
an American lawyer stated that they would.

Aaron Cosbey of the International Institute for Sustainable Development argued
that there is “no alternative to reform” and used the ongoing Methanex v. United States of
America case to provide a concrete example of the potential for Chapter 11 to cause a
“regulatory chill” for governments:

... a Canadian company, Methanex, is suing the United States over a regulation
propounded by the government in California that bans a gasoline additive that the
government has reason to believe is a carcinogen and has been found to be
leaking in great quantities into California’s groundwater. That sort of regulation
would normally be thought of as undertaken in the proper domestic capacity of
government, and would not normally, according to the international tradition, be
thought of as an expropriation. It's what's called at the international legal level a
police powers measure. However, there is no explicit carve-out in the NAFTA
Chapter 11 for police powers; therefore, Methanex as well as several other
companies have decided to try the system and assert that this sort of regulatory
measure, which has a visible, palpable impact on their investment, is an
expropriation and is compensable. In this case, they're asking for just under
$1 billion Canadian compensation. The money itself is not really the big problem
here. The problem is their objective to try to freeze that sort of regulatory action,
ncﬁjﬁanly in California, but in the other states in the United States that are proposing
it.

Others argued that when critically assessing Chapter 11, its benefits must not be
overlooked. Michael Hart of the Centre for Trade Policy and Law (CTPL) at Carleton
University has written extensively on Chapter 11 and feels that the criticisms of its track
record and-its effects on governmental ability to make policy have been blown out of
proportion.” Nonetheless, he and William Dymond, Executive Director of the CTPL, in
the paper they presented at a January 2002 CTPL conference on Chapter 11, list several
suggestions for reform, including clarification of its scope, increasing transparency, and

% Evidence, Meeting No. 80, May 8, 2002.

Evidence, Meeting No. 58, February 25, 2002.
Evidence, Meeting No. 80, May 8, 2002.
See Hart and Dymond (2002), p. 18-21.
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setting up a permanent tribunal to deal with Chapter 11 claims . Robert Keyes of the
Canadian Chamber of Commerce echoed the theme first noted at the beginning of this
chapter, that the majority of trade and investment activity under NAFTA occurs without
any problems. He acknowledged that there is a need for clarification of the workings of
Chapter 11 but urged the Committee to consider its investment protection benefits and
give it more of a chance to prove itself:

| would hope that in this discussion over Chapter 11 we do not lose sight of basic
principles of investor protection, of non-discrimination, and of fair treatment. That’s
what underlies investor protection mechanisms, be they in bilateral agreements, of
which Canada has twenty-some-odd; be they in NAFTA; be they, as they're going
to be, considered in terms of so-called Singapore issues within the Doha round.
The fundamental core is to protect the rights of investors, and if we want to attract
investors and we want Canadian investors to be abroad — and you’ll have seen
the recent statistics on just how much Canadian investment there is
abroad — then these investors have to be assured they're going to get fair
treatment. Chapter 11 gets blamed for virtually everything, something | don’t agree
with. It is a mechanism where | think the jurisprudence is still being \Aﬁ%téen. As with

any law and any mechanism, | think we’re still finding the boundaries.

The Committee agrees that protection for foreign investors is an important element
of liberalized trade and the promotion of foreign direct investment. However, the
Committee is convinced that there are serious problems with the existing Chapter 11 of
NAFTA, in particular the investor-state dispute settlement process. These concerns are
not new to us. In recent reports on the World Trade Organization and on the Free Trade
Area of the Americas, we recommended that investor-state provisions should be
excluded from any new agreements. Our opinion has not changed, and in keeping with
these recommendations we feel that consideration should be given to a complete review
of Chapter 11 of NAFTA, especially the investor-state process.

We are encouraged by the recent policy shift of the United States with respect to
the protection of American companies from foreign expropriation under investment
provisions like those of Chapter 11. In bilateral trade negotiations with Chile and
Singapore, thEéJnited States is attempting to narrow the scope of what is considered an
expropriation.— For example, the U.S. proposal on investment provisions states that a
“‘mere diminution” in the value of an investment does not constitute an expropriation. In
the ongoing Methanex case, the company is arguing that it