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FR: Melanie Foley, Public Citizen, Global Trade Watch division
DT: July 15, 2019
RE: Recommendations for UNCITRAL ISDS Discussions

Public Citizen, a leading U.S. civil society organization with 500,000 members, has engaged in extensive
monitoring and analysis of the international investment agreement (IIA) regime, particularly in the context
of U.S. IIAs enforced by Investor-State Dispute Settlement (ISDS). We have participated in several meetings
of UNCITRAL’s Working Group III on ISDS reform. Our key recommendations for these discussions are:

e Based on Public Citizen’s analysis of ISDS awards and jurisprudence that demonstrates the ISDS
regime’s significant and growing policy and financial liabilities and the body of research showing no
correlation between countries having ISDS-enforced pacts and obtaining increased foreign direct
investment (FDI),! we have urged governments to not sign new ISDS-enforced IIAs and to exit or
renegotiate existing agreements that include ISDS.

¢ Moving away from ISDS altogether is the wisest course for governments because (1) states have not
received tangible benefits from ISDS agreements, while costs have been tangible and substantial,
and (2) proposed procedural “reforms” would not protect governments from mounting ISDS
liability and expansive, over-reaching and vague substantive investor rights or eliminate the
structural unfairness and conflicts of interest inherent in the system

¢ It has become even more politically feasible for governments to eliminate ISDS from their investment
policy frameworks. Even the U.S. government, which historically promoted ISDS, is now exiting the
regime. In the context of North American Free Trade Agreement (NAFTA) renegotiations, the U.S. has
eliminated ISDS with Canada and replaced U.S.-Mexico ISDS with a new approach that eliminates the
extreme substantive investor rights.

e A growing chorus of government officials from across the political spectrum, small business
organizations and businesses, academics, jurists, civil society organizations and trade unions around
the world have publicly proclaimed opposition to ISDS and urge governments to exit it.>2

¢ Interests seeking to save the ISDS regime have promoted procedural reforms while expanding
investors’ substantive rights. This approach, seen in the so-called International Court System (ICS) of
the Comprehensive Economic and Trade Agreement (CETA) and in the EU’s multilateral investment
court (MIC) proposal, do not address the fundamental structural problem inherent to ISDS. The
fundamental unfairness of ISDS is that one already powerful class of interests — multinational
investors/corporations — is granted extraordinary commercial rights not available in domestic legal
systems and is elevated to equal status with sovereign nations to privately enforce public treaties in
extrajudicial venues. The “reform” proposals create new dangers for governments by institutionalizing
problematic substantive investor rights. These discussions should instead focus on the sorts of limits
on substantive rights seen in the revised NAFTA. A mechanism to facilitate this and provide an
orderly change in countries’ previous obligations should be a priority.



e To adequately protect policy space for legitimate public interest regulation, IIAs must not grant
investors rights beyond compensation for direct expropriation of real property. Terms providing
“indirect expropriation” compensation rights and a guaranteed “minimum standard of treatment”
(MST) and related “fair and equitable treatment” (FET) rights as well as compensation related to limits
on transfers of capital and performance requirements must be eliminated — as must enforcement
mechanisms that empower foreign investors to avoid exhausting local remedies in domestic courts
and instead bring claims in extra-judicial international arbitration venues.

Exiting the Unnecessary, Damaging Investor-State Dispute Settlement System

The investor-state dispute settlement system, included in various international investment agreements,
fundamentally shifts the balance of power among investors, States and the general public, creating an
unfair but enforceable global governance regime that formally prioritizes corporate rights and undermines
governments’ ability to regulate in the public interest.

ISDS gives multinational corporations alone greater procedural and substantive rights than domestic firms
or other societal actors by providing only foreign firms access to extrajudicial tribunals and by enabling
them to obtain compensation for government policies and actions that apply equally to domestic firms and
that would not be deemed to violate domestic property rights protections. The ISDS regime undermines
the rule of law by empowering extrajudicial panels of private-sector attorneys to contradict domestic court
rulings, including those in which countries” highest courts interpret domestic constitutions and laws, in
decisions not subject to any substantive appeal by domestic court systems.

Not only have governments been ordered to pay billions to corporations and investors for such claims, but
ISDS cases have also resulted in the watering down of environmental, health and other public interest
policies, and chilled the establishment of new ones: The mere threat of an ISDS case against an existing or
proposed policy raises the prospect that a government will need to spend millions in tribunal and legal
costs to defend the policy, even if the corporation ultimately does not win the case. Thus, increasingly,
investors are employing the filing of ISDS cases as a form of “hard bargaining” to try to escape
environmental, health and other public interest obligations established in host countries” domestic policies.

Public Citizen, along with partners around the globe, has documented the mounting costs of the ISDS
regime to public interest policymaking, rule of law, democratic governance and development.® As the
number of ISDS cases being filed annually has grown rapidly, and the policies and government actions
being attacked expand, governments have rightly begun to reject further expansion of this controversial
system and to exit or renegotiate IIAs that include ISDS.

Various technical reforms to ISDS procedures do not address the fundamental, structural imbalances or
conflicts of interest inherent in the ISDS regime. Moving away from ISDS altogether is the wisest
course for governments, because (1) states have not received tangible benefits from ISDS agreements
while costs have been tangible and substantial, and (2) proposed procedural “reforms” would not be
sufficient to protect governments from mounting ISDS liability and expansive, over-reaching and
vague substantive investor rights or to eliminate the structural unfairness and the inherent conflicts of
interest in the system.



Additionally, technical reforms would do nothing to address this system’s crisis of legitimacy. The
public outcry that spurred UNCITRAL to begin discussions on reform was not about lack of diversity
among arbitrators or the duration of cases. It was and still is about the core imbalance of a system that
privileges the profits of foreign investors over the laws protecting people’s health, safety and environment.
If states do not use this opportunity to address these core concerns, we will see the same outcry again.

The United States, Once a Leading Promoter of ISDS, Is Scaling Back Extreme Investor Rights

The revised NAFTA text that was signed in November 2018 eliminates Chapter 11-B — the Investor-State
provisions — of the original NAFTA. ISDS between the United States and Canada is terminated. After a
three-year phase-in, U.S. and Canadian investors in the other country would only have recourse to
domestic courts or administrative bodies to settle investment disputes with the other government.

With respect to Mexico, ISDS is replaced by a new approach. Annex 14-D, “Mexico-United States
Investment Disputes,” eliminates the extreme investor rights relied on for almost all ISDS payouts.
Altogether eliminated are the Minimum Standard of Treatment and the related Fair and Equitable
Treatment standard, Indirect Expropriation, Performance Requirements, Transfers and pre-establishment
“rights to invest.”

With respect to the ability to peruse any claim using the remaining investor rights, the new process
requires investors to exhaust domestic remedies. Only after doing so may a review be filed and only for
Direct Expropriation and post-establishment discrimination (National Treatment or Most Favored Nation).
Direct Expropriation is defined as when “an investment is nationalized or otherwise directly expropriated
through formal transfer of title or outright seizure.”

The new U.S. approach makes explicit that the expansive substantive rights found in other trade or
investment pacts may not be brought back into NAFTA via Most Favored Nation (MFN) claims, and also
that the MFN treatment required is limited to actual policies and practices of a country with respect to
other foreign investors and “excludes the provisions in other international trade or investment
agreements...”

The new U.S approach also includes significant procedural reforms, such as requiring exhaustion of
domestic remedies for 30 months, and prohibiting tribunalist double-hatting. The approach in this annex
represents a significant scale back of investor power relative to governments.

However, one element of the revised NAFTA remains highly problematic. A secondary annex that covers
certain forms of investment between the United States and Mexico should not be replicated. It carves
traditional NAFTA-style ISDS back in for companies that have federal government contracts in certain
listed sectors. This carve-in was designed to protect U.S. oil and gas firms holding contracts with Mexico’s
Hydrocarbons Authority from cancellation of their contracts without cause or compensation were
Mexico’s new government to cancel the contracts related to the previous government’s energy
privatization. Despite listing several sectors and applying to both U.S. and Mexican firms, in practice, only
13 specific contracts held by nine US investors operating in Mexico would be covered. (Neither
government uses contracts on the federal level to make concession agreements in the other sectors, and the
United States does not do so for oil or gas.) Still, this carve-in is unacceptable, as it exposes the Mexican
government to liability far beyond compensation for cancelled contracts given MST claims could be used
to attack Mexican environmental and health policies related to the oil and gas concessions. This carve-in



undermines what is otherwise a significant improvement in limiting extreme investor rights and
protecting governments’ right to regulate.*

Yet, even with this flaw, this improved U.S. government attitude toward ISDS — a system that U.S. Trade
Representative Robert Lighthizer has called “troubling”® — is also reflected in the negotiating objectives
for potential agreements with Japan, the European Union and the United Kingdom. ISDS is notably absent
from these objectives. Especially in the absence of U.S. pressure to adopt and expand ISDS, states
should not further entrench themselves in this system, but should instead work toward the elimination
of ISDS and its extreme investor rights.

States Do Not Receive Tangible Benefits From ISDS Agreements

The purported benefit of ISDS - increased foreign direct investment — remains elusive. Numerous
studies have examined whether countries have seen an increase in FDI as a result of being willing to sign
pacts with ISDS enforcement. Summarizing the studies” contradictory results, the United Nations
Conference on Trade and Development (UNCTAD) concluded, “[TThe current state of the research is
unable to fully explain the determinants of FDI, and, in particular, the effects of [IIAs] on FDI.”¢ UNCTAD
delivered that synopsis alongside its own study finding that “results do not support the hypothesis that
[IIAs] foster bilateral FDI.”” A survey of the 200 largest U.S. corporations corroborated these results,
finding that leading U.S. firms were relatively unfamiliar with bilateral investment treaties (BITs) and
considered such treaties to be relatively unimportant in their foreign investment decisions.® While
countries bound by ISDS pacts have not seen significant FDI increases, countries without such pacts have
not lacked for foreign investment. Brazil, for example, has consistently rebuffed IIAs with ISDS
provisions,’ yet remains in the world’s top 10 most popular destinations for FDI and the leading
destination for FDI in Latin America, where most other countries have signed numerous pacts with ISDS
terms. 10

Governments that have withdrawn from the ISDS system have reduced their liability and protected
policy space without experiencing adverse impacts on investment or development. As promised benefits
of ISDS have proven illusory while tangible costs to taxpayers and safeguards have grown, an increasing
number of governments have begun to reject the investor-state regime. After South Africa conducted a
three-year reassessment of its ISDS-enforced investment treaties and found no correlation to increased FDI
flows but growing liabilities from ISDS challenges, in 2010 it decided to cancel all existing BITs.!! In 2014,
Indonesia announced plans to terminate all 67 of its bilateral investment treaties.'? After already
terminating 10 BITs,'® Ecuador conducted an audit of its remaining pacts, which determined they were not
in the national interest, and subsequently terminated the rest.! India gave notice in early 2016 that it
would terminate 58 BITs.'> Bolivia has terminated 11 BITs thus far.l®* Venezuela, Ecuador and Bolivia have
also withdrawn from the World Bank forum where most investor-state cases are tried."”

Developing countries that have decided to terminate their IIAs have not faced adverse impacts on FDI
inflows. Indeed, even during the period of exiting the system, some countries experienced growth in FDI.
For the five countries that have undertaken the bulk of BIT terminations thus far — India, Indonesia, South
Africa, Ecuador and Bolivia — in the 32 cases of BIT termination for which official FDI statistics are
available, more than half of the time (18) the country experienced larger investment inflows from the former
BIT-partner country after termination as compared to prior to termination.!® Total FDI stock in Indonesia
grew from $228 billion in 2014 to $240 billion in 2016 after it announced plans to terminate all BITs." FDI
flows to Indonesia have increased for four out of the seven partners with cancelled BITs whose investors



no longer have recourse to ISDS through any agreement.?’ Indonesia terminated its BIT with the
Netherlands in June 2015, and thereafter investment from the Netherlands increased from an average
annual $715 million net outflow before termination to a $1.7 billion net inflow after termination.?! Similarly
for Ecuador, overall FDI stock has increased by 38 percent after it began terminating BITs in 2008.22 And
after Ecuador terminated a BIT with Uruguay in January 2008, FDI from Uruguay increased 420 percent,
from an annual average of $6.3 million prior to termination to $32.6 million after termination.?

Technical Reforms to IIAs Would Not Protect States From Liability or Rectify the System’s Inherent
Conflicts of Interest

Purported safeguards and explanatory annexes added to some IIAs in recent years have failed to
prevent ISDS tribunals from exercising enormous discretion to impose on governments obligations
that they never undertook when signing agreements. The U.S. government’s attempt to “include stricter
definitions ... of what is required for successful claims”?* in recent pacts has failed to stop tribunals from
using increasingly expansive interpretations of foreign investors’ rights to side with corporations in ISDS
challenges to public interest policies. In the U.S.-Central America Free Trade Agreement (CAFTA), the
Parties inserted an annex® that attempted to narrow the vague obligation for States to guarantee foreign
investors a “minimum standard of treatment,” which a litany of tribunals had interpreted as an obligation
for the government to not frustrate investors” expectations, for instance by improving environmental or
health laws after an investment was established. However, in two of the first investor-state cases brought
under CAFTA — RDC v. Guatemala and TECO v. Guatemala — the tribunals simply ignored the annex’s
narrower definition of “minimum standard of treatment.” They also paid little heed to the submissions of
the governments that negotiated CAFTA, which argued that the “minimum standard of treatment”
obligation should be narrowly defined according to State practice.?® Instead, the RDC and TECO tribunals
both skipped any examination of State practice and relied on an expansive interpretation of that standard,
concocted by a previous investor-state tribunal, which included an obligation to honor investors’
expectations.?” Both ISDS tribunals ruled that Guatemala had violated the expanded obligation, and
ordered the government to pay millions.?

The U.S, government also included a “safeguard” provision in recent pacts to dispense with frivolous
investor-state claims. The relevant language in the 2012 U.S. model BIT provides for expedited
consideration of arguments from the government that a case should be terminated because the legal claim
used by the foreign corporation to attack its policies is not permitted under the treaty’s sweeping investor
protections.?? One problem is that tribunalists with financial incentives to continue cases are the ones who
decide whether to accept such arguments for termination. Another problem is that many investor-state
claims do in fact fall within the wide ambit of the investor privileges found in U.S. IIAs. That is because the
pacts grant broad rights to investors and give ample discretion to tribunals to interpret those rights as far-
reaching restrictions on States’ prerogative to regulate in the public interest.

The very structure of the ISDS regime gives rise to conflicts of interest that would not be remediated by
enhancement of the weak “conflict of interest” rules for tribunalists. The actual conflict of interest rules
that apply under many pacts containing ISDS are notably weak. But there are more fundamental
problems. The entire structure of ISDS has created a biased incentive system in which tribunalists, whose
incomes rely on being selected to serve on panels, can boost their caseload by using broad interpretations
of foreign investors’ rights to rule in favor of corporations and against governments. As well, given that
tribunalists are paid by the hour in contrast to salaried judges, they can boost their earnings by dragging



cases out for years, including those they may ultimately dismiss. ISDS is neither fair nor neutral, not
because of a few compromised tribunalists, but due to core design flaws.

Under ISDS rules, only foreign investors can launch cases and also select one of the three tribunalists. (By
contrast, in U.S. domestic courts, judges are assigned to a case, not hired by the plaintiff.) Thus, ISDS
lawyers that create novel, expansive interpretations of foreign investors’ rights while serving as a
tribunalist in one case can increase the number of investors interested in launching new cases and enhance
the likelihood of their selection by investors for future tribunals. (While governments can also select one of
the tribunalists, these individuals do not have the same structural conflict of interest; Interpreting investors
rights narrowly may curry favor with governments, but it would diminish the number of firms interested
in launching ISDS claims in the first instance.) This helps explain why a few lawyers are repeatedly picked
as ISDS tribunalists; Just 15 lawyers have been involved in 55 percent of all public ISDS cases.3’ The absence
of any system of precedent for ISDS rulings, or of governments’ rights to appeal the merits of cases, further
enables tribunalists to concoct ever more fanciful interpretations of ISDS-enforced agreements and order
compensation for breaches of obligations to which signatory governments never agreed.

7

Transparency rules cannot hold accountable tribunals that remain unrestrained by precedent, States’
opinions or substantive appeals. Transparency is a necessary, but not sufficient, condition for reining in
investor-state tribunals” ability to fabricate new obligations for States and then rule against public interest
policies as violations of the novel obligations. As investor-state documents have become more publicly
available, tribunals have not indicated greater hesitance to use overreaching interpretations of investors’
rights. Documents were generally made available in the recent Occidental v. Ecuador case brought under the
U.S.-Ecuador BIT. That includes the publicly-available 2012 award in which the tribunalists concocted a
new obligation for Ecuador to respond proportionally to Occidental’s breach of the law, deemed
themselves the arbiters of proportionality, and ordered the government to pay $2.3 billion for violating the
creative obligation. 3 Ecuador filed for annulment of the award by contesting the tribunal’s decision to
grant jurisdiction in the first instance. An annulment committee rejected Ecuador’s arguments, but, noting
a dissenting tribunalist’s logic about ordering the country to pay for the full future earnings of an
investment only partially held by the claimant, reduced damages to $1.4 billion. Ecuador was ordered to
pay $1.4 billion for breaching an obligation to which it never agreed in its BIT to an investor that breached
a contract term to which it had agreed, knowing that doing so would forfeit its investment.

Bilateral or Multilateral Reforms That Attempt to Address the Procedural Shortcomings of the System
Are Not Sufficient

In response to massive public opposition to ISDS in the European Union, the European Commission has
included language in its recent free trade agreement (FTA) negotiations that includes some procedural
“reforms” to the ISDS system and renames ISDS as an “Investment Court System,” (ICS), as included in
the CETA. The European Commission has further received a mandate from its member states to pursue a
“multilateral investment court” (MIC) at the global level. On the one hand, the European Commission’s
ISDS reform proposals demonstrate its recognition that the status quo ISDS is politically untenable.
Unfortunately, however, the Commission’s proposals fail to address the fundamental concerns about the
ISDS regime that have been repeatedly raised by civil society and governments. It is not surprising that the
proposal, which promotes some procedural changes on the margins, has been widely rejected by civil
society, the European Association of Judges, the German Magistrates Association, and the Transatlantic
Consumer Dialogue, among many others.



The ICS and MIC proposals would continue to empower foreign corporations and foreign investors alone
to obtain extraordinary commercial rights and a system to enforce such rights as against governments.
Investors and corporations alone would continue to be empowered to challenge government policies
before international tribunals related to many issues of public interest, including environmental and
climate policies, control of toxic products and substances, food safety and labelling, regulation of emerging
technologies, financial protections for consumers, protecting consumers’ privacy rights, affordable access
to medicines, the safety of drug and medical devices, affordable quality services, and tobacco regulation.
Investors and corporations would have no obligations to host countries or their populations with respect
to human rights, the environment or other public interests. Governments would have no rights to access
extra-judicial venues to obtain compensation from investors or corporations for wrongdoing. Simply
renaming a system that allows one class of interests — foreign investors — to attack public interest policies
that apply to domestic and foreign entities alike in international tribunals does not remedy the
fundamental structural problems of the EU’s proposal or any other ISDS regime. Such public interest
policies simply should not be vulnerable to such challenges.

The EU’s reform proposals do not address fundamental critiques of substantive rights granted to
foreign investors by the current ISDS system. In the CETA “reforms,” the definition of investment
remains extremely broad, which enables challenges to a wide array of public interest policies and allows
firms that have made no real, productive investment to launch a case. The proposals also do not address
the concern that the definition of investor allows firms located outside a pact’s signatory country to launch
cases under the pact.

Furthermore, critics have consistently raised concerns about the vague, broadly-interpreted substantive
rights such as “minimum standard of treatment,” including the right to “fair and equitable treatment” and
a prohibition of “indirect expropriation.” These standards have proven dangerously elastic and favorable
to foreign investors in a series of ISDS decisions in which governments have been ordered to pay
compensation for non-discriminatory public interest policies. The ICS and MIC proposals do not address
these concerns. Lawyers that represent investors in ISDS cases have praised the EU’s inclusion of language
that makes explicit what formerly investors had to convince a tribunal of on a case by case basis: that a
tribunal can take into account whether the investor’s expectations were frustrated. And the expropriation
definition, in combination with the broad definition of investment, would allow for findings of
expropriation violations that would not pass muster in many domestic courts. Annex language allows for
non-discriminatory public interest policies to constitute expropriation violations in “the rare circumstance
when the impact of a measure or series of measures is so severe in light of its purpose that it appears
manifestly excessive.” This “rare circumstance” language gives the tribunal undue discretion in this area.

The ICS and MIC proposals partially address some of the most egregious aspects of the procedures
under which ISDS tribunals have functioned, but do not address fundamental concerns. Partial
procedural improvements include an appeals system, a roster of tribunalists that would be randomly
assigned to cases instead of appointed by the disputing parties, and prohibiting tribunalists from
participating in cases presenting conflicts of interest or serving as counsel in investment disputes.
However, these partial improvements do not address the fundamental concerns about formally
prioritizing corporate rights over the right of governments to regulate. And, if a more formalized “court”
were instituted to enforce such problematic and vague substantive rights for foreign investors,
governments’ sovereign right to regulate may be further undermined than it is under the current system.



Eliminating Problematic Substantive Investor Rights and Standards

The “minimum standard of treatment” (MST) clause and its “fair and equitable treatment” (FET)
standard is the most relied upon and successful basis for ISDS claims, especially against legitimate
public interest regulation. It would be most prudent to eliminate, rather than attempt to “fix” this
clause, in order to fully protect policy space. Of the known U.S. FTA/BIT cases that a government lost, 74
percent were MST/FET violations.?® As explained in previous sections, treaty negotiators from the United
States, European Union, and elsewhere have tried and failed to limit the elasticity of vague MST/FET
language and tribunals’ ever-expanding interpretations by altering the legal language in agreements.

For instance, since CAFTA, U.S. trade agreements have included several annexes that were promised to
narrow vague MST/FET obligations. By defining these foreign investor rights as derived from Customary
International Law that “results from a general and consistent practice of States that they follow from a
sense of legal obligation,” one annex attempted to constrain the MST and FET obligations to the terms to
which the signatory governments agreed and considered themselves bound, such as the provision of due
process and police protection.3* But, as described previously, in both CAFTA cases in which tribunals have
ruled on investors’ use of such provisions, the tribunals ignored the reformed language and the annexes.

The approach taken by the European Union to “fix” the FET standard in the CETA text explicitly lists new
rights for investors, which would formalize the extraordinary rights that past ISDS tribunals have granted
to foreign firms. Rather than constrain FET to basic rights such as due process and police protection, the
FET language in the CETA investment chapter explicitly lists an array of broader rights that foreign firms
could claim as part of FET.3> For example, the FET definition in the CETA states that a government can be
found to violate FET for “manifest arbitrariness,” an open-ended term that ISDS tribunals have interpreted
as part of FET to rule against domestic measures taken in the public interest. In 5.D. Myers v. Canada, an
ISDS case brought by a U.S. firm under NAFTA, the tribunal interpreted FET as including a prohibition of
“arbitrary” treatment.3¢ Using this definition, the tribunal ruled that Canada had violated its FET
obligation by banning the export of a hazardous waste called polychlorinated biphenyls (PCB) that is
proven to be toxic to humans and the environment.?” Though the PCB export ban was enacted to comply
with Canada’s obligations under the Basel Convention, a multilateral environmental treaty,* the tribunal
ordered the Canadian government to pay millions to the U.S. firm.*

The example shows how tribunals had to generate creative interpretations of FET under past ISDS-
enforced agreements to claim that FET included such broad obligations as the prohibition of “arbitrary”
policies. But under the FET language in the CETA investment chapter, such broad FET obligations would
already be spelled out for tribunals. Indeed, veteran ISDS tribunalist Todd Weiler expressed appreciation
for the European Commission’s new approach: “We used to just have fair and equitable and we had to
argue what that meant. And now we have this great list. I just love it when they try to explain things.”40

Similarly, the CETA investment chapter explicitly allows ISDS tribunals to consider a foreign investor’s
“legitimate expectation” in deciding whether the government has violated its FET obligations.*! The
obligation to not frustrate investors’ expectations has been one of the most expansive interpretations of
FET, frequently used to challenge nondiscriminatory domestic policies. For an ISDS tribunal to consider
frustrated expectations as a potential FET violation, the European Commission’s definition only requires
that the foreign firm relied on a “specific representation” from the government, which was later frustrated,
in deciding to invest.%



The right to compensation for an “indirect expropriation” has proved to be expansive and problematic
for States as well. Removing the right for investors to obtain compensation for “indirect expropriation”
is the most prudent action for governments. ISDS tribunals have ordered governments to compensate
investors for actions that neither result in government control of a property (an expropriation) nor
extinguish an investment’s value (indirect expropriation), but rather that reduce an investment’s value or
limit an investor’s expected use. This standard has thus allowed compensation for regulatory decisions
and policies that would not be subject to claims for compensation in domestic law and thus provide
foreign investors with greater rights than domestic investors and persons. UNCTAD lists 51 ISDS awards
based on indirect expropriation.*> Most common are disputes over contractual rights. In general, under
domestic law in the United States and elsewhere, contractual rights are only subject to expropriation
claims if the government “appropriates” contract rights, not if it simply “frustrates” them.

An example of an egregious indirect expropriation case is Metalclad v. Mexico, in which a U.S. waste
management firm challenged the denial by the city of Guadalcazar of a construction permit for a toxic
waste facility unless the firm cleaned up existing toxic contamination. The Mexican firm from which
Metalclad had acquired the facility previously was denied the permit unless and until the same condition
was satisfied. The tribunal ruled that denial of the permit constituted an “indirect” expropriation and that
the process leading up to the decision violated MST/FET requirements, because the firm was not granted a
“clear and predictable” regulatory environment. One factor the tribunal relied on was that Mexican federal
officials encouraged the U.S. firm to invest and advised that obtaining the local permit would not be a
problem, despite the Mexican operator having been denied the same permissions by the local government.
Rather than recognizing what the investor knew — that the local government held the permitting authority
— the tribunal effectively imposed an obligation on Mexico not found in NAFTA to ensure that all officials
at all levels provided the same advice to foreign investors.

Moreover, the tribunal defined expropriation in broader terms than expansive U.S. property rights
protections: “[E]xpropriation under NAFTA includes not only open, deliberate and acknowledged takings
of property, such as outright seizure or formal or obligatory transfer of title in favour of the host State, but
also covert or incidental interference with the use of property which has the effect of depriving the owner,
in whole or in significant part, of the use or reasonably-to-be-expected economic benefit of property even if
not necessarily to the obvious benefit of the host State.” Under this expansive interpretation of indirect
expropriation, whether or not a government action resulted in government control of property short of
outright seizure or possession is irrelevant. Also irrelevant is whether a government action extinguished
all value of an investment. Instead, the tribunal imposed its assumptions about what an investor’s
reasonable expectations of gain would be, and then concluded that regulation that interfered with the
investor’s intended use and thus undermined the expected benefit was an indirect expropriation.

In addition to the MST/FET and indirect appropriation standards, other investment treaty substantive
provisions, such as prohibitions on performance requirements and the regulation of capital transfers,
open-ended most-favored nation clauses, the broad scope of the definition of investment beyond real
property, and terms applying substantive right to pre-establishment have also exposed States to
problematic ISDS claims. Hence, reform efforts that focus on procedural changes to the process of
arbitration will not adequately address the concerns about ISDS that have been raised by governments and
civil society. Instead, removing ISDS and these damaging substantive standards is the wisest course of action.
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