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Mr. Chairman, thank you for this oversight of investor protections in free trade agreements
(FTAs) and bilateral investment treaties (BITs). These agreements have evolved in recent years in
response to the bipartisan mandates of protectlng American investors abroad while granting no greater
substantive rights to foreign investors.'

U.S. negotiators have been responsive to the “no greater rights” mandate, but they are short of
achieving it. The reasons are clear enough. The negotiators at USTR are working under two
competing objectives, each with its proponents. On the “offensive” side, much of corporate Amerlca
asks for investment agreements that use the most robust 1nternat10nal standards of investor protection.?
On the “defensive” side are state and local governments,” with which I work, and environmental and
public interest advocates.* They fear that investors will succeed in challenges that would fail in U.S.
courts. Examples include environmental policies that could have significant business consequences
such as mining reclamation, emergency financial measures or evolving climate policies.” The
defensive side seeks investor protections that align with U.S. constitutional protections for property
rights, which are the strongest in the world.

This is an important time for oversight. During the campaign, candidate Obama pledged to
meet the objective of “no greater rights” for foreign investors and to preserve the sovereignty of
American courts.® Recently, the Administration announced that it will review FTAs and BITs to
ensure that they advance the public interest. As you know, the House would have no vote on proposed
BITs with countries such as China or India unless this committee defines a need for implementing
legislation.

The Congress should care about investor rights because:

e One size does not fit all countries;

e The FTAs and BITs outsource constitutional law; and

* Congress can do more to preserve America’s policy space.

Does one size fit all?

Your hearing notice asks the threshold question: Is it appropriate to give arbitration rights to
investors from all the countries with which we are negotiating? For example, investor arbitration was
not included in the U.S.-Australia FTA because (a) Australia has a well-developed legal system,’ and
(b) Australian investors own substantial assets in the United States. Consider the very different
positions of these three countries:

»  South Korea — South Korea has significant U.S. investments, which are concentrated in
wholesale distribution services. In the five years prior to the current recession, Korean
investments grew by 77 percent.® While U.S. firms raise concerns about regulatory
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transparency, economic reforms are underway (including finance and economic
development zones), and South Korea has a developed legal system that is available to
U.S. investors.” In short, Korea looks more like Australia than the developing countries
with which the United States has investment agreements.

e Panama — Panama has a small economy, but it wants to become the legal domicile of
companies (over 350,000 as of 2006) that seek a tax or regulatory haven.'” For example,
the “Panamalaw” web page advertises the virtues of doing business through a Panama
corporation, with virtual anonymity, and without ever having to travel to Panama."’ So
long as any of these companies do “substantial” business in Panama — including U.S.
companies — they would be able to use their Panama corporations or subsidiaries to
challenge domestic regulations in the United States."

e China - In about 35 years, the Chinese economy is projected to exceed the U.S. economy
in size.”® China’s current ownership of U.S. investments grew by 62 percent over the five
years prior to the recession.'® China has invested its global trade surplus primarily in
foreign exchange reserves such as U.S. Treasury Notes.” Some analysts expect China to
follow Japan’s development path, which would shift from cash reserves to acquiring
foreign firms that are part of its distribution chain.'® For example, China could be looking
for a stake in companies like Wal-Mart, Target or Sears. So in the long run, is it wise to
provide investor arbitration to Chinese-owned firms that are significant actors in the U.S.
economy?

The China numbers underline the broader trend that the United States has begun to import
more capital than it exports through foreign direct investment (FDI). In quantitative terms, the
defensive interests of the United States clearly now matter.'’

Outsourcing constitutional law

Investor protections in FTAs and BITs take questions about governing authority and move
them from U.S. courts to international arbitrators. The literature on this sovereignty shift is
voluminous. Much of it concerns indirect expropriation, or “regulatory takings.” The United States
successfully defended an indirect expropriation claim in Methanex v. United States, and the ruling
provides a model for reforming the language of indirect expropriation in U.S. agreements.

In my limited time, I will focus on the most open-ended investor protection, the duty to
provide minimum treatment under international law. Lets look at two current situations.

Mining and reclamation — the Glamis Gold case

In the early 1990s, Glamis Gold Ltd. acquired dozens of mining claims on public lands in the
Imperial Valley, a desert environment east of San Diego. Glamis proposed digging a large open-pit
mine next to the Indian Pass trails, an area where the Quechen Indians practice their religion and
venerate their ancestors. The site also abuts a wilderness habitat for desert wildlife.”® Glamis uses a
“cyanide heap-leach” process, which extracts 422 tons of ore to produce an ounce of gold. As its
name implies, heaps of contaminated ore would surround the pit. Glamis also proposed to extract 389
million gallons of water per year from the aquifer beneath the desert.

In January 2001, the U.S. Interior Department rejected the Glamis proposal.]9 Within a few
months of taking office in 2001, the Bush Administration reversed the Interior Department’s legal
opinion. In 2002, the California State Mining and Geology Board, and then legislature in 2003, acted
to protect Native American sacred sites and other sites of environmental or cultural value.”® The
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measure required mining companies to backfill and re-contoured open-pit mines after operations are
completed. When he signed the legislation, Governor Gray Davis said its intent was to stop the
Glamis Gold operation in Imperial County.”!

In July 2003, Glamis filed a NAFTA claim seeking $50 million from the United States
government for expenses and expected proﬁts.22 Glamis alleged violations of U.S. obligations under
NAFTA chapter 11 to provide compensation for expropriation and to provide minimum treatment
under international law.”

When Glamis filed its NAFTA claim, its main office was in Reno, Nevada, and its assets were
in Nevada, California, Mexico, Honduras and Guatemala.” Glamis applied for the mining permit as a
U.S. company.” In 2006, Glamis merged with Goldcorp, Inc., a Canadian mining company with
assets in Canada.® Throughout much of the NAFTA dispute, Glamis was arguably a dual-national.
This illustrates the ease with which companies can establish a corporate domicile to take advantage of
investor rights.

Of the two substantive claims, one being expropriation, I will focus on the minimum standard
of treatment, which includes the right to “fair and equitable treatment.””” In 2001, the NAFTA Free
Trade Commission issued an Interpretive Statement that the minimum standard entitles foreign
investors to only the standard of treatment for aliens that is provided under customary international
law. The two sides of this dispute show how open-ended investor protections produce fundamental
ambiguity: ’

e Glamis Gold argues that the minimum standard requires governments to maintain stable
and predictable regulations in order to protect investments’ expectations.28 In other
words, government should compensate investors if regulatory changes occur after their
expectations are set. Glamis also argues that even after the 2001 Interpretive Statement,
the customary international law standard continues to “evolve” and now includes a right to
a “stable and predictable regulatory environment.” Glamis cites several NAFTA and BIT
cases that support this view.”

o The State Department argues that the minimum standard includes three elements: (1)
compensation for expropriation (not relevant here), (2) “internal security,” and (3) “denial
of justice” where domestic courts or agencies (not legislatures) treat foreign investors ina
way that is “notoriously unjust” or “egregious” such as a denial of procedural due
process.”® Further, the burden should be on the investor, and the expectation of
unchanging regulations is not part of customary international law.>’ According to the
State Department, the narrow language of the Interpretive Statement supersedes the cases
on which Glamis relies.””

The Panama FTA and the 2004 Model BIT both contain language similar to the 2001
Interpretive Statement, which links the minimum standard of treatment (including fair and equitable
treatment) to the customary international law standard of treatment of aliens.® In theory, customary
international law is based on the general and consistent practice of States that they follow from a sense
of legal obligation. In practice, arbitral tribunals have applied an expanding, “evolving” approach of
the minimum standard of treatment that is based on the decisions of other tribunals rather than the
actual practice of States. Accordingly, the language linking the minimum standard to customary
international law does little to constrain arbitrators who want to interpret the standard broadly, as
advocated by Glamis, to include greater rights than those provided to U.S. citizens under the
Constitution.*



Financial services

The Emergency Economic Stabilization Act authorized $700 billion for the U.S. government
to purchase troubled assets (e.g., mortgage-backed securities) and make capltal contributions if
financial institutions have “significant operations” in the United States.” However, the 300 banks to
receive such a551stance are all U.S. institutions, even though foreign institutions also purchased the
toxic assets.*® Other aspects of the bailout are explicitly limited to U.S.-based firms, such as the
participation by hedge funds in the $1 trillion public- prlvate investment program, which matches
private equity investments with government contributions.”

Could foreign investors challenge economic stabilization measures of the United States?
During the 1990s, the Czech Republic confronted a financial crisis as it broke from the orbit of
communist state control. Non—performing loans of the “Big Four” banks had risen in the range of 16
to 34 percent of their portfolios. 3% In 1998, a new government came to power and eventually made
selective bailouts to the Big Four, in which the government held a large equity stake.”” A smaller bank
owned by a Dutch subsidiary (of a Japanese bank) also sustained major loses but did not receive a
comparable bailout. In an investor-state dispute, Saluka v. Czech Republic, arbitrators ruled that the
Czech Republic violated investor rights to “fair and equitable treatment” when it withheld a bad-debt
bailout from the small bank while providing a bailout to the big banks with a comparable problem.
“Too big t4(3 fail” was not a reasonable basis for differential treatment of banks with comparable
problems.

During his confirmation hearing, USTR Ron Kirk assured the Senate that the U.S. BITs and
FTAs include an exception to safeguard prudential measures.’! However, as phrased in the pending
Panama TPA and the Model BIT, the exception is only available for prudential measures that do not
avoid U.S. obligations under the agreement.42 Looking at parallel language in other agreements, legal
commentators make three possible interpretations of the exception:

» The most favorable meaning is that it requires a rational connection between the objective

of stabilizing the banks and the way a measure is implemented. ®
* A less favorable meaning is that it creates a burden of proof that favors mvestors '
* The least favorable meaning is that it is circular, hortatory or self‘«cancellmg

Should the United States want a prudential exception that works, we need look no farther than
NAFTA, which provides an unambiguous exception with no self-cancelling language

Another important question for congressional oversight is, which agreements can foreign
investors use to challenge U.S. financial measures? Starting with the FTAs and BITs, the Australia
FTA is a notable exception because it omits investor arbitration. The Singapore FTA is of partlcular
interest because its sovereign wealth fund, CIG, has lost billions of dollars in U.S. financial markets.”’
Another option could be the old Frlendshlp, Commerce and Navigation (FCN) treaties that include
most of the BIT investor protectlons % In a 1924 dispute, the Supreme Court ruled that investors
could enforce their treaty rights directly in U.S. courts. ¢

If investors can persuade their home country to press their claim through state-to-state dispute
settlement, they could invoke the WTO’s General Agreement on Trade in Services (GATS). Since its
inception, the WTO’s Secretariat has maintained that Most Favored Nation treatment under GATS
requires countries that have BITs to make investor protections available to investors from all WTO
countries.”” GATS may well provide an option for sovereign wealth funds like the Abu Dhabi
Investment Authority and the China Investment Corporatlon which have lost billions in U.S. banks
without the benefit of BIT or FTA investor protectlons



Preserving America’s policy space

To date, the U.S. defense team has successfully defended against NAFTA investor-state
claims.® Yet behind closed doors, there is significant concern that NAFTA panels will begin to rule
against the United States.*> For example, Abner Mikva, a former congressman and retired DC circuit
court judge, was the U.S. government’s appointed arbitrator in Loewen v. United States. Judge Mikva
recounted a meeting with U.S. officials prior to the panel being constituted. “You know, judge,” they
said, “if we lose this case we could lose NAFTA.” “Well, if you want to put pressure on me,” Mikva
replied, “then that does it.”*

As BITS and FTAs multiply, more investors have arbitration rights. The risk grows that
arbitrators will start to interpret the ambiguity of investor protections in ways that are unfavorable to
the United States. “No greater rights” is still the right mandate for negotiators. But the language in
BITs and FTAs needs to be revised to ensure that it confirms to the conservative interpretation that the
United States has used to defend against the investor claims.

The briefs of the U.S. defense team provide a balanced interpretation of “no greater
substantive rights.” There are also procedural reforms that would align investor arbitration more
closely with U.S. law. I conclude with an overview these reforms. My colleague, William Waren at
the Forum on Democracy and Trade, will submit a more detailed explanation of the options. Thank
you for this opportunity.

Options for Reform of Investor Protections

1. Substantive investor protections

a. Minimum standard of treatment — Narrow the minimum standard to the elements of
customary international law as explained in the US brief in Glamis.

b. Indirect expropriation — Narrow indirect expropriation so that it does not apply to
nondiscriminatory regulations as explained in the Methanex award. :

c. Protected investments — Narrow the definition of investment, which extends beyond the
kinds of property that are protected by the takings clause of the U.S. Constitution.

d. Denial of benefits — Limit “denial of benefits” language so as to preclude claims by
subsidiaries of U.S. corporations.

e. Prudential measures — Use the NAFTA prudential exception as a model to safeguard
emergency stabilization measures.

f.  Transfers — Allow countries to impose capital controls in response to a financial crisis.

2. Procedural reforms

a. Exhaustion of remedies — Follow international law and require investors to exhaust
domestic remedies before using investor-state arbitration.

b. Diplomatic review — Enable a country to block a claim in sensitive sectors or to clarify the
self-judging nature of key exceptions for security and prudential measures.

c. Objective arbitration — Establish stronger conflict of interest standards for arbitrators and
eventually replace private arbitrators with an investment court that uses independent
judges with tenure.

3. Implementing legislation -
a. BITs — Ensure that BITs do not create a private right of action for investors to
enforcing their treaty rights in U.S. courts.
b. Impact on states — Establish protections against federal preemption and unfunded
federal mandates that BITs and FTAs can impose on states as a result of investment
disputes.
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NAFTA's Chapter 11 Investor Suit Rules Has Not Been Fixed in CAFTA, 2004, both available at
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