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Introduction

The Trans-Pacific Partnership (TPP) is a highly-sophisticated, well-balanced
economic agreement. While the 30 chapters of the TPP cover a wide range of
subjects - from traditional trade liberalisation through to services, environmental
protection and labour standards - this submission addresses Chapter 9, which concerns
investments.

We focus on Chapter 9 of the TPP' because international investment law is our field
of expertise: we work on investor-State arbitrations every day, being members of the
largest Investor-State Dispute Settlement (ISDS) practice in Australia. Our hope is
that the practical insights we are able to offer as specialist ISDS lawyers will help the
Joint Standing Committee on Treaties (JSCOT) assess some of the criticisms that
have been made in relation to ISDS, both generally and as provided for under the TPP.

The specific objectives of our submission are to demonstrate why ISDS-backed
investment treaties like the TPP are good for Australia and how the TPP addresses
particular concerns raised by the public regarding Australia's potential exposure to
ISDS claims.

TPP in context

In order to properly evaluate the ISDS regime of the TPP and recognise the ways in
which the treaty seeks to balance investor and State rights, it is first necessary to
understand the origins of ISDS and how they have influenced the development of the
modem system of international investment law in which the TPP will exist.

(1] Bilateralism and the development of ISDS

The TPP is an embodiment of the revival of multilateralism in the area of investment
promotion and protection that has occurred in recent years. Multilateral efforts were
made in the area of investment during the the post-war period: first with the 1947
Havana Charter and later with the 1967 OECD Draft Convention on the Protection of

International Arbitration Group, Clifford Chance. The views expressed in this submission are the authors'
alone, and do not necessarily represent the views of Clifford Chance.

Unless otherwise indicated, where we refer to a particular article or provision of the TPP, we are referring to
the Investment Chapter.
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Foreign Property. > However, in this period, the views of developed
("northern"/capital-exporting) and developing ("southern"/capital-importing) States
were too far apart for consensus to be reached on the substantive protections to be
accorded to foreign investors and their property.’ As a result, the Havana Charter and
the OECD Draft Convention never got off the ground.

Nevertheless, multilateralism was effective in procedural terms. Although the
community of nations could not agree on substantive norms for investment protection,
a consensus did emerge that international arbitration was the best procedure for the
resolution of investment disputes. It was from this procedural consensus that the 1965
Convention on the Settlement of Investment Disputes between States and Nationals of
Other States (ICSID Convention) was negotiated under the leadership of the World
Bank,”* and finally agreed by both developed and developing States. Australia is an
ICSID Convention country.

When substantive multilateralism failed, capital-exporting States pursued a default
strategy of bilateralism. Negotiating "one on one", States were able to agree
substantive rules for investment protection that could not be agreed by a wider group.
The Bilateral Investment Treaty (BIT) system was thus created. To understand the
current system of investment treaties, which includes BITs as well as multilateral
treaties, it is instructive to look at statistics relating to: (i) the conclusion of BITs and
(i) the commencement of ISDS cases.

In relation to BITs, Figure 1 below shows that a significant increase in the rate of
conclusion of new BITs (also known as International Investment Agreements (ILAs))
occurred in around 1990.

4

The Havana Charter was an attempt to establish the International Trade Organisation and basic rules for
international trade. The OECD Draft Convention on the Protection of Foreign Property sought to give effect
to certain recognised principles.

The multilateral revival began with the North American Free Trade Agreement (NAFTA) — which entered
into force in 1994 — and the Energy Charter Treaty (ECT), which entered into force in 1998. Today, there
are a growing number of multilateral investment treaties — or multilateral trade treaties that include
investment provisions or chapters. The TPP is the latest example, but other examples include the Central
American Free Trade Agreement (CAFTA) and the ASEAN Comprehensive Investment Agreement
(ACIA).

The World Bank at that time was named the International Bank for Reconstruction and Development.
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Source: hitp://unctad.org/en/PublicationsLibrary/webdiaepcb2015d1 en.pdf

The rapid growth in the rate of new BITs in the period 1990-1996 reflects a number of
major political and economic developments, including the collapse of the Soviet
Union (as a result of which many newly-independent and former Soviet client States
needed to realign and promote themselves to foreign investors from the West) and the
formation of the World Trade Organisation (the underlying agreements of which do
not cover investment protection, which, at this time, was treated as a separate agenda
item to trade).

However, it was not until well after the rate of new BITs peaked that investors began
to regularly use BITs to institute ISDS proceedings, and this was ultimately what
brought the ISDS system to the attention of businesses and governments. As Figure 2
below shows, the turning point was 2002:
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Figure 2. Known ISDS cases, annual and cumulative (1987-2014)
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These graphs show that the BIT system cnabled the development of ISDS and the
modern system of international investment law. BITs were therefore highly effective
in structural terms. However, it is precisely because contemporary ISDS owes so
much to the BIT system that it is being criticised today — even in the context of
multilateral treaties like the TPP, which are very different to most BITs.

BITs concluded prior to 2000 usually do not contain the kind of detail that we see in
modern investment treaties like the TPP. Instead, the majority of early-generation
BITs are short — 10 pages or so — and are focused on establishing basic rules for the
promotion and protection of foreign investment, rather than elaborating on limits or
exceptions to those rules.

Further, many pre-2000 BITs were designed to favour the foreign investor over the
host State, for the simple reason that this was what was needed at the time
(particularly in the case of countries transitioning the democratic rule and free market
systems, where foreign investors perceived there to be a high risk of nationalisation).

As a result, when ISDS cases were later brought against States under early-generation
BITs, the arbitrators deciding these claims were required to interpret protections that
were drafted in broad, open-textured terms (and for which the State's main defences
lay in customary international law, rather than the text of the BIT). This open texture
gave ISDS arbitrators considerable flexibility to determine the meaning of the
protections at issue and how they applied to the facts of the dispute at hand.

Under customary principles of international law, treaty terms are to be interpreted in
good faith, in accordance with their ordinary meaning, in their context and in light of
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the object and purpose of the treaty in which they are contained.” Applying this
interpretative approach, particularly the requirement that the object and purpose of the
BIT should be taken into account, the standards and protections afforded to investors
under the broad terms of early-generation BITs were often read by ISDS tribunals (or
at least perceived to have been read) in a way that favoured the claimant investor over
the respondent State.

Thus, the BIT system did generate a body of case law that was arguably "pro-
investor" in certain areas because, in many cases, that was the way the relevant BITs
were intended to work.

Moreover, given the general terms that were used in early BITs, ISDS ftribunals
interpreted similarly-worded investment treaty rules in different and sometimes
controversial ways. Without any doctrine of precedent or central investment appeal
court, divergent lines of jurisprudence developed in some areas.

As the volume of BIT-based ISDS awards increased dramatically (from around 2002),
criticisms that this jurisprudence was "pro-investor" and unpredictable became more
intense, coming from both governments and civil society.

States responded to these criticisms by departing from the broad drafting style of the
early-generation BITs, and started to negotiate new investment treaties — many of
them multilateral — that contained terms formulated to rein-in BIT case law. This
approach has produced a new generation of treaties that give ISDS tribunals less
interpretative discretion and deliver increased predictability of outcomes in ISDS
cases.

(if) The benefits of multilateralism

Many of the current criticisms of the ISDS system (and treaties like the TPP) are
actually criticisms of early-generation BITs. Modem multilateral treaties address
these criticisms by confining and conditioning the protections and standards of
treatment that have been invoked most often by claimant investors under BITs.

Ultimately, multilateralism is positive because it makes for more sophisticated,
balanced treaties — instruments that, unlike most early-generation BITs, contain
provisions specifically designed to balance the objective of foreign investment
promotion and the need for States to regulate for the benefit of their citizens. The
reasons for this positive effect are varied, but two factors are noteworthy: (i)
negotiations for a multilateral treaty involve a far greater number and diversity of
participants (parties and their representatives) and (ii) multilateral treaty negotiations
usually take place over a much longer period than the negotiations that typically led to

s

See Article 31 of the Vienna Convention on the Law of Treaties. See generally, Romesh Weeramantry,
Treaty Interpretation in Investment Arbitration (Oxford University Press 2012).
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the conclusion of early-generation BITs.°

The other advantage is that, in forming regional blocs with common investment
protection rules, multilateralism is starting to have a centralising effect on
international investment law by introducing rules of more consistent and broader
application, and creating permanent institutional infrastructure for their monitoring
and enforcement.’

While we are still in the early days of centralisation, at present the two multilateral
treaties that have the greatest centralising potential are the TPP and the Transatlantic
Trade and Investment Partnership, which is under negotiation between the European
Union and the United States.

If the public opposes multilateral instruments like the TPP, the risk is that States will
revert to bilateralism — as they have in the past — and the benefits of multilateralism
will be lost. That is not to say bilateralism does not still have a place in international
investment law; it does, first because many existing BITs will remain in force for
years to come and second because many governments will continue to see BITs as
useful investment promotion tools (discussed below). But multilateralism and (at
least partial) centralisation are more likely to lead to a durable and balanced system of
international investment law for the 21* century, and this is one of the reasons
countries like Australia need to participate in agreements like the TPP.

ISDS

Attached (as Annex I) is a chapter from a book co-written by one of the authors of
this submission ® which provides background on international investment law
(including BIT jurisprudence) and explains the general legal framework of investor-
State arbitration, which is the last-resort process under most ISDS clauses.

(i) Rationale of ISDS clauses

An arbitration-inclusive ISDS clause is the teeth of an investment treaty. The
investor’s right to arbitrate against the State in which its investment is made (host
State) makes the substantive rights and protections of an investment treaty
enforceable. Take ISDS provisions away, and the investor is left with three options
for the enforcement of its treaty rights:

[

As a result of these two factors, the negotiators tend to discuss the content of a treaty in much greater detail
and are more able to secure more balanced rules in the final agreement. Further, the participation of multiple
negotiating governments allows for coliective action, with the effect that a State that may not have sufficient
leverage to secure balancing provisions on its own may be able to do so by aligning itself with other
governments.

BITs, on the other hand, created a system that was (and still is) individualistic and decentralised: the BIT
legal framework is essentially a web of two-way promises enforced by arbitration before tribunals that are
constituted to handle only the dispute at hand.

Simon Greenberg, Christopher Kee, Romesh Weeramantry, International Commercial Arbitration: An Asia-
Pacific Perspective (Cambridge University Press 2011), Chapter 10.
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e first, the investor can commence proceedings against its host State in the host
State’s own courts;

e second, the investor can ask the State from which it originates (home State) to
take steps on its own behalf (either in the form of diplomatic protection or
formal state-versus-state dispute resolution proceedings); and

e third, the investor can try to negotiate a contract with the host State that
includes an ISDS clause.

Option one — action in the local courts — is of little or no use because the sovereign
risk of the decision maker (the court) is essentially the same as the sovereign risk of
the defendant (the host State). Regardless of whether or not the foreign investor
actually suffers from “home town justice” {or bias in favour of the home State) the
perception of this adjudicatory risk is real, and it is this perception that is reflected in
sovereign risk.

Put another way, even if (as in Australia) the courts of the host State dispense a high
quality of justice, the market reality is that the courts of the host State are still
perceived by many foreign investors (and their financiers) to be riskier than a neutral,
international tribunal (like that available under a good ISDS clause). So, when the
investor has only local courts to turn to, the sovereign risk of its investment will be
incrementally higher, and (through the Country Risk Premium (CRP) component of
the cost-of-capital calculation) this will make the financing of its investment more
costly.’

Thus, a country that does not offer ISDS through its investment treaty program may
suffer from a reduced flow of foreign direct investment, particularly from small to
medium sized businesses dependent on debt finance.

Option two — home State assistance through diplomatic channels — is defective for
other practical reasons. The availability of diplomatic assistance depends upon the
willingness of the home State to engage. Few businesses are important enough to
expect their home State to weigh in on their behalf, especially where significant
bilateral (government-to-government) relationships are involved.'® ISDS solves this

9

10

While empirical evidence for the impact of ISDS on the cost of project finance is lacking (for the obvious
reason that such data is private), this is likely to be the subject of significant study in the coming years. At
present, what can be said for certain is that, if the investor does not have access to ISDS at all, it will not be
able to use the availability of neutral international arbitration as a basis for negotiating a lower rate with its
lenders.

Further, the citizens of the home State rarely have an interest in their government fighting on behalf of
specific private entities doing business abroad. It would be wrong, therefore, to think that investors take
comfort in the possible availability of diplomatic protection. Moreover, even if a diplomatic settlement is
reached, the investor still has no direct entitlement to any compensation paid under that settlement. The
payment of the settlement amount is at the home State's complete discretion. In reality, the remote possibility
of home State protection is no substitute for the certainty of direct recourse that ISDS provisions give
Investors.
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access problem by making it possible for the investor to seek redress in its own name,
without the need to involve its home government in the dispute.

Option three is for the investor to conclude a contract with the host State that includes
an ISDS clause. This may be an option for major businesses that have the leverage to
negotiate such a contract with the host State. Small to mid-sized firms, however,
generally lack the leverage needed to secure terms comparable to an investment treaty,
and the transactional costs of such negotiations will often be prohibitive. These kinds
of barriers are eliminated when the investor has available to it an ISDS-backed
investment treaty, and this in turn acts as an enabler of inbound capital flows.

More broadly, it should also be emphasised that, by continuing to participate in ISDS-
backed investment treaties like the TPP, Australia is helping to consolidate and
expand a legal system that has made international economic relations more stable and
peaceful. It is to be recalled here that, in previous centuries, the absence of ISDS led
in some cases to the politicisation and even militarisation of investment disputes. As
the former President of the International Court of Justice, Judge Stephen Schwebel,
said in 2014 (in response to calls to scrap the ISDS system), to cast aside the ISDS
system now would be "one of the profoundest misjudgements ever to afflict the
procedures of peaceful settlement of international disputes."""

Attached (as Annex II) is a paper published by one of the authors that expands on the
points above.'"?

(ii) ISDS as an investment promotion tool

From the perspective of the Australian public, TPP Chapter 9 is beneficial because it
will help Australia attract foreign investment, the benefits of which include expansion
of the tax base.

Attracting foreign investment is a highly competitive business: even countries like
Australia, blessed with vast natural resources and stable government, must actively
sell themselves as investment destinations to capture inbound capital flows. And, as
the mobility of capital increases, so does the competition to attract it.

As an indication of the competition that Australia faces in attracting foreign
investment, we can look at the treaty programs of other countries in the Asia-Pacific:

e Vietnam, Malaysia, South Korea and China have signed or ratified 64, 73, 95
and 134 BITs respectively; Australia has signed or ratified only 22 BITs;

¢ Japan (a TPP signatory) is closer to Australia's BIT tally, having signed or
ratified 28 BITs. However, since 2012, Japan has signed or ratified 12 BITs.

" Stephen Schwebel, "In Defence of Bilateral Investment Treaties", Keynote Address to International Council

Commercial Arbitration, 7 April 2014, available at  http://www.arbitration-

icca.org/media/2/14169776244680/schwebel in defence of bits.pdf

12 Sam Luttrell, "Why ISDS is good for Australia", Brief, December 2015.
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In contrast, during the same period Australia signed and ratified one bilateral
treaty (this being the Investment Protocol with New Zealand); and

Singapore has signed or ratified 26 Free Trade Agreements (FTAs), many of
which include investment chapters; Australia has signed or ratified 17. Given
that Australia faces increasing competition from Singapore in high-value-
added areas such as trade in services (including financial services) Singapore's
treaty program is an important regional signal."?

These figures show that, despite what certain sections of the Australian public think

about the utility or desirability of ISDS-backed trade and investment treaties like the
TPP, these instruments continue to be important components of the economic policies
and strategies of our neighbours.

)

Australia's ISDS experience

One of the stated concerns in relation to ISDS is that, if Australia agrees to ISDS in

treaties like the TPP, waves of investment claims will follow.

Australia has had ISDS obligations since 1988 (when Australia signed its first ISDS-

backed BIT, with China). Based on publically available information, the ISDS
provisions of Australian investment treaties have been formally invoked in four cases:

Tethyan Copper v Pakistan'®;

Planet Mining v Indonesia® (an ongoing ICSID case in which we are counsel
for the claimants);

White Industries v India’®; and

Philip Morris Asia Limited v Australia’’ (dismissed at the jurisdiction stage).

To this list we can add two other ISDS cases involving Australian companies: African

Petroleum Gambia Ltd (Block A4) v Gambia'® (a claim under an oil exploration
licence) and Lighthouse Corporation v Timor-Leste”” (a claim under a fuel-supply

i3

14

15

For a comprehensive survey of Australia's trade and investment treaty program, see Luke Nottage, "/nvestor-
State Arbitration Policy and Practice in Australia", Final Report after the CIGI Project Symposium of 25
September 2015, available at www.cigionline.org/articles/investor-state-arbitration

Tethyan Copper Company Pty Limited v The Islamic Republic of Pakistan (Decision on the Claimant’s
Reguest for Provisional Measures), (ICSID Arbitral Tribunal, Case No. ARB/12/1, 13 December 2012).
Churchill Mining PLC and Planet Mining Pty Ltd v Republic of Indonesia, (ICSID Arbitral Tribunal Case
No. ARB/12/14 and 12/40, 12 January 2015).

White Industries Australia Limited v The Republic of India (Final Award), (UNCITRAL, 30 Nevember 2011).
Philip Morris Asia Limited v Australia (Award on Jurisdiction and Admissibility), (UNICTRAL PCA Case
No0.2012-12, 17 December 2015).

African Petroleum Gambia Ltd (Block A4) v Republic of The Gambia, (ICSID Case No. ARB/14/7).
Lighthouse Corporation Pty Ltd, IBC v Democratic Republic of Timor-Leste, (ICSID Case No. ARB/15/2).




4].

42.

43.

45.

Treaty tabled on 9 February 2016
Submission 167

contract).?’

The current record is, therefore, five claims by Australian investors to one
(unsuccessful) claim against Australia. This data set does not take into account:

o the significant number of ISDS cases in which Australian majority-owned or
managed companies are making claims under non-Australian BITs (relying on
foreign-incorporated subsidiaries and special purpose vehicles); or

¢ the various other ISDS cases involving Australian parties that have not been
reported (for example, because they settled before they became public or
because they have been resolved by ad hoc arbitration).

On any view, Australia's ISDS record does not support fears as to waves of claims.
Quite the contrary, it shows that Australia is much more often the beneficiary of ISDS
provisions than the respondent to claims under them. And even if such claims are
made against Australia, that does not mean they will succeed (as the Philip Morris
case has demonstrated). In any event, the cost of ISDS claims against Australia can
only amount to a fraction of the benefit Australia enjoys by including ISDS provisions
in its trade and investment treaties.

Based on our day-to-day experience as ISDS practitioners, we can confirm that
foreign investors arc very much aware of the investment treaty system, and do plan
their investments to maximise the protections that ISDS-backed investment treaties
offer, even for investments in countries like Australia where the rule of law is strong.

Further, when a sophisticated international business considers whether or not to make
an investment in a particular country, attention is increasingly paid to how that
country's trade and investment treaty program is evolving. A failure by Australia to
ratify the TPP (and therefore agree to be bound by the ISDS-backed investment
protections offered in Chapter 9) would send a negative message and might cause
some investors to shift their attention to other countries, including States that do ratify
the TPP.

Investment Chapter of the TPP

We turn now to discuss the ISDS regime in Chapter 9 of the TPP, and the substantive
provisions most often relied upon by investors in ISDS cases: "Fair and Equitable
Treatment" (FET) and expropriation. Thereafter, we tumn to Article 9.16 of the TPP,
an important balancing provision of the treaty. We close with a brief overview of
some of the other provisions that the drafters of the TPP have included to limit
member States' exposure to ISDS claims and address some of the criticisms that have
been made of the ISDS system generally.

% For a wider survey of ISDS activity in the wider Asia-Pacific, see Sam Luttrell, "ISDS in the Asia-Pacific: a

Regional Snap-Shot", International Trade & Business Law Review, Volume XIX (2016).

10
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@ FET

In an investment treaty, the FET standard operates as a guarantee fair dealing, its role
being to address host State conduct that is not within the scope of the expropriation
clause but which is otherwise unlawful. In early-generation BITs, FET clauses tended
to be broadly worded. An example of a typical BIT FET clause is as follows:

"Investments of investors of each Contracting Party shall at all times be
accorded fair and equitable treatment and shall enjoy full protection and
security in the territory of the other Contracting Party."*!

When compared to the typical BIT, the TPP's approach to FET is very different. The
FET standard of the TPP is located at Article 9.6(1) of the Investment Chapter. It is
part of a wider article titled "Minimum Standard of Treatment” (Article 9.6).
Importantly, Article 9.6(2) clarifies that the applicable standard of FET for covered
investments is the "customary international law minimum standard of treatment of
aliens".

These words are important because there is a line of case authority to the effect that
the international minimum standard sets a high bar for proving violation of FET, and,
through the TPP's express references to the "minimum standard of treatment" and
"customary international law" (including as the latter is elucidated in Annex 9A), the
respondent (host) State is given the ability to argue that this line of authority should
be applied in the interpretation of the FET standard.

In particular, faced with an FET claim under the TPP, a State could rely on these
references to argue that the ISDS tribunal should follow the 1926 decision in Neer v
Mexico™, in which it was held that violation of the standard of treatment of aliens
(foreigners) at customary international law required conduct amounting "fo an
outrage, to bad faith, to wilful neglect of duty, or to an insufficiency of governmental
action so far short of international standards that every reasonable and impartial
man would readily recognise its insufficiency".

While the Neer case was not decided under an investment treaty, there have been
cases where the ISDS ftribunals have applied the Neer standard, or a close
approximation of it. The most widely-cited example is Glamis Gold v United States™.
which was a dispute referred to ISDS under NAFTA.%*

21
22

23

This example is drawn from Article 3(2) of the United Kingdom-India BIT.

L. F. H. Neer and Pauline Neer (U.S.4.) v. United Mexican States, (1926) 4 RIAA 60 (US — Mexico General
Claims Commission).

Glamis Gold Ltd v United States of America, (Award of 8 June 2009).

The Glamis Gold case related to & mine in south-eastern California known as the “Imperial Project”. The
developer's plan was to create three large open-pit gold mines on the land in question. The project was
controversial because of its proximity to areas used by the Native Quechuan people for ceremonial and
educational purposes. Importantly, the area was also protected as scenic and biologically important public
land, such that mining activities were subject to special regulations and controls. Partly in response to the

11
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It is also important to note that, under Article 9.22(7), the burden is on the investor to
establish the content of the FET standard.”® This means it is for the investor to prove
the standard of FET that prevails at customary international law. On the assumption
that the respondent State argues for a Neer/Glamis Gold standard, the investor’s task
will be to convince the arbitrators that customary international law has evolved since
Neer such that a different (more investor friendly) standard for State conduct should
be applied. If the investor fails to discharge its burden, and the tribunal applies the
Neer/Glamis Gold standard, the investor's prospects of establishing that a change in
law constitutes a breach of the TPP will decline materially.

Another limiting aspect of the TPP's approach to FET is Article 9.6(4), which
provides that "the mere fact that a Party takes or fails to take an action that may be
inconsistent with an investor's expectations does not constitute a breach of [the
minimum standard of treatment, including FET), even if there is loss or damage to the
covered investment as a result”. This text originates from an interpretive note that the
US, Canada and Mexico issued under NAFTA. It reflects concern amongst States that
"legitimate expectations” jurisprudence (in large part generated under broadly-worded
BITs) expanded the FET standard, particularly into the areas of legislative and
regulatory action.

It is significant that Article 9.3 refers only to the investor's "expectations”, and makes
no mention of legitimate expectations. It is strongly arguable that the provision still
permits FET claims based on the latter.”® The effect of this distinction is to place the
burden on the claimant investor to prove that:

o it had a particular expectation at the time it invested; and

25

Imperial Project, the State of California took measures to mitigate the environmental damage from open-pit
mining. Amongst other things, the State required the backfilling of all mines and regarding of any area
located on or near any Native American sacred sites, and financial assurances as to compliance. These costs
would have made the Imperial Project economically non-viable. Glamis Gold commenced arbitration against
the United States under Chapter 11 of NAFTA, claiming that: (i) the State's regulatory measures
{(specifically, the requirement of backfilling) were tantamount to expropriation, as they had resulted in the
Imperial Project being deprived of any economic value; and (ii) the measures taken by the State of California
violated the FET standard because they were arbitrary and targeted the Imperial Project. Both claims were
ultimately rejected by the NAFTA Tribunal. In respect of the FET claim, the tribunal said that the claimant
investor had to meet a high threshold to prove a breach of the FET standard of NAFTA, holding that a
violation “reguires an act that is sufficiently egregious and shocking — a gross denial of justice, manifest
arbitrariness, blatant unfairness, a complete lack of due process, evident discrimination, or a manifest lack
of reasons [...]". The Tribunal found no qualifying conduct on the part of the State of California not least
because, amongst other factors, neither Glamis Gold nor the Imperial Project had been singled out: the
legislation was of general application and was based on the reasoned opinions of professionals.

There is a similar rule in NAFTA, and one of the reasons Glamis Gold was dismissed was that the claimant
investor failed to discharge this burden.

Part of the reason the clause is likely to be read this way is that the term "legitimate expectations” is widely
used in FET jurisprudence, and so an ISDS tribunal would probably view the omission of the word
"legitimate" as intentional — meaning the provision should be read as expressive of the drafters' intention to
distinguish between "expectations" and "legitimate expectations”.

12
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s that expectation was legitimate in the circumstances — from an objective
vantage (i.e. not what the investor subjectively thought to be legitimate but
what third parties would consider to be a legitimate expectation given the
circumstances faced by the investor).”’

If the investor is able to establish that it had a Jegifimate expectation, it will still need
to establish what treatment it was entitled to under the FET provision. At this point,
the State will be able to argue for a Neer-inspired formulation of the international
minimum standard (discussed above). Even if the investor is able to convince the
tribunal not to apply a Neer-type standard, and to instead read the FET standard in a
more "investor friendly” way, the investor will need to show that the measures the
State has taken are objectively unreasonable, unjustifiable and disproportionate — such
that it would be unfair or inequitable for the State to take such measures without
compensating the investor accordingly.

There are, therefore, a number of textually-embedded hurdles that need to be cleared
before a legitimate expectations claim under the TPP will succeed. The discussion
above focuses on the investor's case, and does not include the various defences
available to the State under international law (such as necessity).

FET is the cause of action most often used by foreign investors to combat adverse
regulation. FET is, therefore, at the heart of the "regulatory chill" theory. However,
because the FET regime of the TPP is drafted to favour the host State (at lcast when
compared to the FET regime of a typical early-generation BIT), it is unlikely that a
well informed TPP Government would refrain from regulating for fear of FET claims.
This means that the TPP is likely to have little if any "chilling" effect on a country
like Australia.

(i) Expropriation

Much like its FET regime, the TPP's expropriation regime is conditioned and
elucidated in ways that are intended to limit the liability of the host State.

Like many of the new generation of multilateral treaties, the Investment Chapter of
the TPP contains a special annex on expropriation (Annex 9B). Item 3 of the
expropriation annex sets out the factors that are required to be taken into account in
determining whether an indirect expropriation has occurred, these include:

e a statement that "adverse effect on the economic value of an investment” does

7" In determining whether an investor had a legitimate expectation, an ISDS tribunal might take into account

footnote 37 (in the Expropriation annex), which says that "whether an investor's investment-backed
expectations are reasonable depends, 10 the extent relevant, on factors such as whether the government
provided the investor with binding written assurances and the nature and extent of governmental regulation
or the potential for governmental regulation in the relevant sector". While this footnote is strictly concerned
with expropriation, and could therefore be argued (by an investor) to be irrelevant to an FET claim, many
arbitrators would still take it into account in an FET context.
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not, "standing alone", constitute an indirect expropriation;

e a requirement that account be taken of "the extent to which the government
action interferes with distinct, reasonable investment-backed expectations",
and

e arequirement that the "character of the government action” be considered.

Item 3(b) of the expropriation annex provides that "[n]on-discriminatory regulatory
actions that are designed to protect legitimate public welfare objectives [...] do not
constitute indirect expropriations, except in rare circumstances”. Further, footnote 37
directs that, in considering whether the investor had a reasonable expectation, the
tribunal take into account "the potential for governmental regulation in the relevant
sector”.

Taking these factors together, non-discriminatory government action of a legislative
nature, in a field in which there is historically high potential for regulation (such as
public health or environmental protection) would be unlikely to qualify as an indirect
expropriation under the TPP without Government representations as to legal stability
or clear evidence that the action taken was disproportionate to the stated policy
objective. This too reduces the prospect of the TPP causing "regulatory chill".

(i)  Article 9.16

Finally, in assessing the risk of ISDS claims that Australia will take on by ratifying
the TPP (and, by extension, the prospects of the TPP causing "regulatory chill"), it is
important to note that the Investment Chapter also contains a specific "balancing
clause": Article 9.16.

Article 9.16 reads as follows:

"Nothing in this Chapter shall be construed to prevent a Party from adopting,
maintaining or enforcing any measure otherwise consistent with this Chapter
that it considers appropriate to ensure that investment activity in its territory
is undertaken in a manner sensitive to environmental, health or other
regulatory objectives."

This language has origins in US treaty practice: similar text is found at Article 12(5)
of the US Model Bilateral Investment Treaty; Article 11.10 of the Korea-US Free
Trade Agreement is identical.”® These origins are important because they shed some
light on what the clause is meant to do: Article 9.16 comes from a wealthy, capital-
exporting country with an advanced and stable political and legal system comparable

2 Another example is Article 10.11: of the Investment Chapter of the US-Peru FTA, which is titled

"Investment and Environment” and which provides: "Nothing in this Chapter shall be construed to prevent a
Party from adopting, maintaining, or enforcing any measure otherwise consistent with this Chapter that it
considers appropriate to ensure that investment activity in its territory is undertaken in a manner sensitive to
environmental concerns."
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to Australia — a country where the rule of law is strong and the mostly likely source of
ISDS claims is adverse regulation, rather than direct expropriation/nationalisation.

While the meaning and operation of Article 9.16 is debatable, we are inclined to see
the clause as a quasi-declaratory provision: it communicates to investors that TPP
States place great importance on health and the environment and reserve their rights
to regulate in these areas and signals to incoming investors that these public policy
considerations may inform the way in which the host State administers covered
investments within its territory. Within Article 9.16, the words "otherwise consistent”
work to ensure that the statement of regulatory priorities and prerogatives in Article
9.16 cannot be construed in a way that negates the standards of investor protection set
out in the rest of the Investment Chapter.

The quasi-declaratory quality of Article 9.16 also gives it a general interpretive
function, emphasising that ISDS tribunals need to take into account environmental
and public health considerations when they interpret the other provisions of the TPP
Investment Chapter. This interpretive function was recognised in Al-Tamimi v
Sultanate of Oman®’, a case brought under the US-Oman Free Trade Agreement,
Article 10.10 which is similar to Article 9.16 of the TPP.*

It has been suggested that TPP Article 9.16 negates itself by requiring that the
measures be "otherwise consistent” with the Investment Chapter.?! We disagree. The
words "otherwise consistent” do not negate the balance of Article 9.16 because they
cross-refer to the whole Investment Chapter, meaning they pick up both the
substantive protections contained in the Investment Chapter and its various carve-outs
and clarifications - including those concerning the States' right to regulate, As such,
there are two facets to consistency under Article 9.16: for a positive investment
protection obligation, "consistent” means the measure "does not breach [that positive
obligation]"; for a carve-out or exception to a positive investment protection
obligation, the word "consistent” means the measure "falls within [that carve-out or
exception]"”.

29

30

31

Adel A Hamadi Al-Tamimi v Sultanate of Oman (Award), (ICSID Arbitral Tribunal, Case No. ARB/11/33, 3
November 2015) [387].

In Al-Tamimi, the ICSID tribunal made the following observation: [Tlhe US—Oman FTA places a high
premium on environmental protection. It is uncontroversial that general principles of customary
international law must be applied in the context of the express provisions of the Treaty. In the present case,
Article 10.10 expressly qualifies the construction of the other provisions of [the Investment Chapter],
including Article 10.5. The wording of Article 10.10 provides a _forceful protection of the right of either State
Party to adopt, maintain or enforce any measure to ensure that investment is “undertaken in a manner
sensitive to environmental concerns”, provided it is not otherwise inconsistent with the express provisions of
Chapter 10.'

For example, the Columbia Centre for Sustainable Development has argued that the words “otherwise
consistent with this Chapter” serve to "negate any protections otherwise purported to be given under
[Article 9.16]". See Lise Johnson and Lisa Sachs, "The TPP’s Investment Chapter: entrenching, rather than
reforming, a flawed system", available at hitp://cesi.columbia.edu/2015/11/18/the-tpps-investment-chapter-
entrenching-rather-than-reforming-a-flawed-system/

15



67.

68.

Treaty tabled on 9 February 2016
Submission 167

Accordingly, Article 9.16 is an important provision and should be taken into account
in any analysis of the TPP's potential to cause "regulatory chill”.

@iv)

Other "BIT reactive" aspects of the TPP

The TPP contains a number of other provisions that are designed to rein-in BIT
practice and case law. These include:

Article 9.1, which requires that, before an investment will be covered by the
TPP, it must have "the characteristics of an investment, including such
characteristics as the commitment of capital or other resources, the
expectation of gain or profit, or the assumption of risk". This qualification,
which follows the approach adopted in Salini v Morocco® (a BIT case), is not
found in most BITs. Its effect is to limit the class of investments entitled to
protection under the TPP, and to give a TPP State a posited basis for objecting
to the jurisdiction of an ISDS tribunal over a claim in respect of an asset or
interest that lacks the "characteristics of an investment";

Article 9.5, which provides that the Most Favoured Nation (MFN) clause does
not apply to international dispute resolution procedures or mechanisms such as
the ISDS provision in Section B of Chapter 9. This means that the principle in
Maffezini v Spain®® (a BIT case) is excluded. In Maffezini, the ISDS tribunal
held that the MFN provision in the Spain-Argentina BIT could apply to
dispute resolution provisions (a number of ISDS tribunals thereafter either
agreed or disagreed with this aspect of Maffezini, creating a body of divergent
jurisprudence);

Article 9.15, which contains a "Denial of Benefits" clause. Provisions of this
kind are rarely found in early-generation BITs, but are now a standard feature
of the new crop of multilateral treaties. They are a response to the practice of
"treaty shopping", which (under certain conditions) allows investors to
incorporate holding companies in a particular State for the sole purpose of
taking advantage of that State's treaty program;

Articles 9.23 and 9.24, which address perceptions that ISDS proceedings are
conducted "behind closed doors" and by "secret tribunals”, even though they
may affect the public at large (for example, in cases concerning measures to
protect public health or the environment). Subject to certain conditions and
exceptions, the TPP requires ISDS pleadings, hearings and decisions to be
accessible by the public, much like national court procedures. Indeed, the TPP

2 Salini Costruttori S,p.A. and lalstrade S.p.A. v. Kingdom of Morocco (ICSID Arbitral Tribunal, Case No

ARB/00/4, Decision on Jurisdiction of 23 July 2001).

33 Emilio Agustin Maffezini v. Kingdom of Spain (4ward) (ICSID Arbitral Tribunal, Case No ARB/97/7, 9

November 2000).

16



Treaty tabled on 9 February 2016
Submission 167

goes further by permitting amicus curiae submissions from persons who are
not disputing parties;** and

e Article 29.5 of Chapter 29 of thc TPP, which excludes tobacco control
measures from the scope of the ISDS arbitration provisions in Section B of the
Investment Chapter. This is a direct reaction to the Philip Morris v Australia
case, which was (unsuccessfully) brought under the Hong Kong-Australia BIT.

69.  If we can be of any further assistance to JSCOT, please let us know.

Submitted on the 15th day of March 2016

Dr Sam Luttrell

Dr Romesh Weeramantry

CLI FFORD
CHANCE

% On the need for transparency in investment arbitration, see Toby Landau QC and Romesh Weeramantry, "A
Case for Transparency in Investment Arbitration”, in Meg Kinnear (ed.), Building International Invesiment
Law: The First 50 Years of ICSID (Kluwer 2016), p.669.
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ANNEXURE II

Why ISDS is good for Australia

Dr Sam Luttrell
Caunsel, Clifford Chance

INTRODUCTION

Investor-State Dispute Settiement (1SDS)
is a topic of growing public debate around
the world. In Austraila, the ISDS debate
galned new Intensity last year foliowing
the introduction of the Thade and Foreign
investment (Protecting the Pubfic Interest)
Bif 2014, a private member's bill moved
by Tasmanian Greens Senator Peter
Whish-Wilson that sought to prohtbit the
Australian Government from entering into
trade and Investment treatles that contain
ISDS provisions. While that Bill did not
progreas, it did serve to highlight some of
the concerns — and misconceptions — that
surround {SDS as a featura of Austraila's
trade and invastment policy. The purpose
of this article is to address some aof thosa
concerns and explain why ISDS is good
tor Austraila,

THE ISDS DEBATE

While the public discourse on ISDS
it new, the ISDS system itsolf is not.
ISDS as we know it has existed since
1986 when the Intemational Centre
for Settlament of Investment Disputes
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(ICSID}, the world's lsading ISDS
institution, was establshed. But the
historical origins of ISDS go back
centurias. Why then is the ISDS system
suddenly attracting so much attention?
Fundementally, the answer s caseload.
Betwaen 1966 and 2000, there were
relatively few reparted ISDS cases.
However, this changed foliowing the
Argentine Economic Crisis of 1982-2002,
following which a diverse range of foreign
investors brought compensation claims
under the ISDS provisions of Bliateral
Investment Treaties (BITs}. To date,

over 40 claims have besn made against
Argentina. Aimost all of these claims have
been refemred to international arblration -
the main method of ISDS,

In retrospect, the Argentine experience
was slgnificant for three main reasons:
first it dramatically incressed the

group of ISDS users, the ‘newcomers',
including both the claimant companies
themselves (some of the world's biggest
businesses} and their lawyers (some

of the world's biggest firms); second,
the widaening of the user group led to a

dramatic proiiferation of knowladge of the
Imvestment trieaty/1I8DS system; third, it
showed the users that ISDS works: not
only did Argentina actively participats in
the ISDS proceedings brought against it
(eucceasafully defending many ciaims), but
the country génerafly compiled with the
ewands made against it.

So, when comparable events occumed
in other countries (both developed and
developing}, the companies and lawyers
cancemed lnaw what to do. They also
had the architecture they neadad: there
gre aimoat 3,000 BITs In force worldwide,
with most of these instruments containing
some form of ISDS clause. With every
ISDS claim brought, public ewareness

of the systam grew — to the point where,
today, a system that wae only a decads
age the realm of specialised legal jounals
Is now covered by mainstream media.

Through this process, [SDS has become
a political Issue. In developed countries
like Austrafia, i tends to come up in the
context of Free Trade Agreements (FTAs),
such as those we have recently signed
with Korsa and China, and the Trans-



Pacific Partnership Agresment (TPP) the
text of which was recently relsased. in
Europe, tha ISDS debate is occurring

in the frame of a wider public discourse
surrounding the Transatiantic Trade

and Investment Partnership (TTIP}, the
proposad economic pact between the
European Union and the United States.
The fact that the ISDS question arlses in
the context of FTAs is ftself intaresting:
it shows how ISDS — with its origins as a
device of the BIT system — has migrated
into the politically-charged realm of free
trade. It Is with this in mind that many
of the criticisms of ISDS should be
censidered.

RATIONALE OF ISDS CLAUSES

One of the most common 'against'
arguments Is that a country like Australia
does not nead ISDS. The prablem with
thie view is that it only considers ISDS
from our perspective and falis to consider
the essential structural role that ISDS
plays in intemational investment law:
ISDS clauses give trade and investment
treaties teeth.

The investor's right to arbitrate against
the State In which its investment Is made
(host State) makas the substantive rights
and protections of an investment treaty
enforceabls, Take ISDS provisions away,
and the Investor has twa options for the
enforcernant of Its treaty rights: first the
investor can commence proceedings
agalnst its host State in the host State's
own courts; second, the Investor can ask
the State from which it originates (home
State) to take steps on its own behalf
(efther In the form of diplomatic protection
or formal State-versus-State dispute
resolutlon proceedings).

The maln problerns with option one

~ action in the local couris - are that

() the legal aystem of the host State
might not give the investor an effective
remedy (for example, under local law,

it may not be pessible to obtain judicial
review of the measure in question; the
govermnmmen agencies responsible may
also have claims to sovereign immunity
from jurisdiction and execution, the |atter
meaning the kocal court's decision may
not be enforceable in-country even if

the investor prevails) and (il} even if the
aggrieved investor does have a remedy,
the soverelgn risk of the decision maker
(the court) will essantially be the same

as the soverelgn risk of the defendant
{the govemment of the host State).
Regardless of whether or not the foreign
invastor actually suffers from "home town
justice" (or bias in favour of tha home
State) the percaption of this adjudicatory
risk is real, and it is this perception that
is reflected In aovereign risk. Put another
way, even if {as in Australia) the courts of
the host State dispense a high quality of

Treaty tabled on 9 February 2016
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justice, they are still perceived by many
foreign investors (and their financiers}
to be riskier than a neutral, intemational
tribunal. So, when the investor has only
local courts to turn to, the sovereign risk
of its investment is relatively higher, and
tas discussed below) this makes the
financing of its investment more costly,

The efficiency of option two - home State
assistance through diplomatic channsls
— is constrained by other factors.

First and foremost, the availability of
diplomatic assistance depends upon the
willingneas of the home State to engage.
Few businesses are big and important
enough to expect their home State to
weligh in on their behalf, especially where
significant inter-government relationships
are Involved, Further, the peaple of the
Investor's home State rarely have an
Interest in thelr government fighting on
behalf of specific private entities doing
business abroad. It would be wrong,
therefors, to think that investors take
comfort in the possible availabliity of
diplomatic: protection. Moreover, even if
adiplomatic settlement is reached, the
investor still has no direct entitlernent

to any compensation paid under

that settiement. The payment of the
ssttlement amount is at the home State's
discretion. In reality, the remote possibiity
of home State protection is no substitute
for the certainty of direct recourse that
1SDS provisions give investors,

ISDS glves a foreign investor the right

to proceed against its host State in its
own name, in an intemational forum

that the host State does not conirol
(either as a matter of fact or as a matter
of appearances). The need for home
Stete intervention e eliminated. If the
investor needs to go to local courts at all
(which it well may, under the terms of the
applicable investment treaty), it can do
so safe in the knowdedge that, although
an ISDS tribunal will not entertain a
substantive review of the local court's
decision, the arbltrators will review the
procedure followad to ensure that no
denial of Justice occurred. If the investor
prevalls In the ISDS process, the arbltrat
award mads In a favour wilt {subject to
certain conditions) be enforceable against
the hosat Stata in its own territory and in
other countries in which It has susceptible
assets - the partioular enforcement
regime being either that set cut in the
ICSID Convention (if It is an ICSID award}
or the New York Cenvention (if the
process has been conducted ad hoc or
under the auspices of another arbitration
body).

It shouid be noted that an investor may
be able t& obtain ISDS rights even if it is
not covered by an Investment treaty or
ISDE-inclusive FTA. The host State may
offer ISDS through its locat investmant

law or the investor may be able to secure
an ISDS clause in a contract with the host
State {such as a concession or mining
licenca). As to the former method, the
use of host State law to convey consent
to ISDS fell out of fashion during the BIT
surge of the 1930s (afthough there are
some signs it is coming back). As to the
latter, while large-scale foreign investors
may have the leverage needed to secure
an |SDS ¢lause in their investment .
contract or concession, this is less
likely to be the case for smaller forelgn
investors (such as mining exploration
companies). This [s where investment
treaties are useful: they make ISDS
generally available to investors of the
contracting States, making it eesier and
safer for them to do business.

iSDS AND SOVEREIGN RISK

Another reason ISDS provisions are good

for Australia is thet they make it cheaper

for Australian companies to do business

in countries with high soversign risk: by

reducing the adjudicatory {i.e. “foreign

court®) risk of doing business in the |
hast State, the overall sovereign risk of |
the investment is lowered. The foreign b
investor can use the fact of it baing !
covered by an ISDS-backed investment !
treaty as a basis for negotiating better

terms from its lenders (atthough the

impact that such protection will have

on the cost of capital will depend

upon a range of factors, including the
sophistication of the financiers with

whom the investor is negotiating). While

empirical svidence for the impact of ISDS

{or BITs coverage)} on the cost of project

finance is lacking (for the obvious reason
that the data is private), this is likely 1o

be the subject of significant study in the

coming years. At present, what can be
said for certain Is that, if the investor doss

not have access to /SDS at all, it will not

be able to make any such case to its

financiers.

Historically, ISDS provisions have

been intanded to protect investors .
doing business in countries with higher
sovereign risk than their home State.
Where a freaty is signed between two
countries that both have similar and low
sovereign risk, the negotiators may not
conelder it necassary to include an ISDS
clause. An example of an FTA that does
not contaln an [SDS clausa is the United
States-Australia Free Trade Agreement.

But this parity of soveraign risk is the
excaption, not the rule. The far more
common scenario is one in which there
Is a significant disparity in the soverelgn
risk of the Stetes that are negotiating
the treaty. In this situation, the low
sovereign risk State wifl have a strong
interest in obtaining ISDS protection
far ite nationals when they invest in the
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Pacific Partnership Agresment (TPP) the
text of which was racently released. In
Europe, the ISDS debate is occurring

in the frame of a wider public discourse
surrounding the Transatlantic Trade

and Investment Partnership (TTIP), the
proposed economic pact between the
European Union and the United States.
The fact that the ISDS question arises in
the context of FTAs Is itself interesting:
it shows how ISDS — with its origins as a
device of the BIT system - has migrated
into the politically-charged realm of free
trade. it is with this in mind that many

of the criticisms of ISDS should be
considered.

RATIONALE OF ISDS CLAUSES

One of the most common 'against’
arguments is that a country like Australia
does not need ISDS. The problem with
this view is that it only considers ISDS
from our perspective and fails to consider
the essential structural role that ISDS
plays in international investment law-
ISDS clauses give trade and investment
treaties teeth.

The investor's right to arbitrate against
the State in which its investment is made
(host State) makes the substantive rights
and protections of an investment treaty
enforceable. Take ISDS provisions away,
and the investor has two options for the
enforcement of its treaty rights: first the
investor can commence proceedings
against its host State in the host State's
own courts; second, the investor can ask
the State from which it originates (home
State) to take steps on its own behalf
(either in the form of diplomatic protection
or formal State-versus-State dispute
resolution proceedings).

The main problems with option cne
—action in the local courts - are that

(i) the legal system of the host State
might not give the Investor an effective
remedy (for example, under local law,

it may not be possible to obtain judicial
review of the measure in question; the
government agencies responsible may
also have claims to sovereign immunity
from jurisdiction and execution, the latter
meaning the local court's decision may
not be enforceable in-country even if

the investor prevails) and (i) even if the
aggrieved investor does have a remedy,
the sovereign risk of the decision maker
{the court) will essentially be the same

as the sovereign risk of the defendant
(the government of the host State).
Regardless of whether or not the foreign
investor actually suffers from "home town
justice” (or bias in favour of the home
State) the perception of this adjudicatory
risk is real, and it is this parception that
is reflected in sovereign risk. Put another
way, even if (as in Australia) the courts of
the host State dispense a high quality of
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justice, they are still perceived by many
foreign investors (and their financiers)

to be riskier than a neutral, international
tribunal. So, when the investor has only
local courts to tum to, the sovereign risk
of its investment is relatively higher, and
(as discussed below) this makes the
financing of its investment more costly,

The efficiency of option two — home State
assistance through diplomatic channels
- is constrained by other factors.

First and foremost, the availability of
diplomatic assistance depends upon the
willingness of the home State to engage.
Few businesses are big and important
enough to expect their home State to
weigh in on their behalf, especially where
significant inter-government relationships
are involved. Further, the people of the
investor's home State rarely have an
interest in their government fighting on
behalf of specific private entities doing
business abroad. i would be wrang,
therefore, to think that investors take
comtort in the possible availability of
diplomatic protection. Moreover, even if
a diplomatic settlement is reached, the
investor still has no direct entitlement

to any compensation paid under

that settlement. The payment of the
seftlement amount is at the home State's
discretion. In reality, the remote possibility
of home State protection is no substitute
for the certainty of direct recourse that
ISDS provisions give investors.

ISDS gives a foreign investor the right

1o proceed against its host State in its
own name, in an international forum

that the host State does not control
(either as a matter of fact or as a matter
of appearances). The need for home
State intervention is eliminated. If the
investor needs to go to local courts at all
(which it well may, under the terms of the
applicable investment treaty), it can do
so safe in the knowledge that, aithough
an ISDS tribunal will not entertain a
substantive review of the local court's
decision, the arbitrators will review the
procedure followed to ensure that no
denial of justice occurred. If the investor
prevails in the ISDS process, the arbitral
award made in its favour will (subject to
certain conditions) be enforceable against
the hast State in its own territory and in
other countrles in which it has susceptible
assets - the particular enforcement
regime being either that set out in the
ICSID Convention (if it is an ICSID award)
or the New York Convention (if the
process has been conducted ad hoc or
under the auspices of another arbitration
body).

It should be noted that an investor may
be able to obtain ISDS rights even if it is
not covered by an investment treaty or
ISDS-inclusive FTA. The host State may
offer ISDS through its local investment

law or the investor may be able to secure
an ISDS clause in a contract with the host
State (such as a concession or mining
licence). As to the former method, the
use of host State law to convey consent
to ISDS fell out of fashion during the BIT
surge of the 1990s (although there are
some signs it is coming back). As to the
latter, while large-scale foreign investors
may have the leverage needed to secure
an ISDS clause in their investment
contract or concession, this is less

likely to be the case for smaller foreign
investors {such as mining exploration
companies). This is where investment
treaties are useful: they make ISDS
generally available to investors of the
contracting States, making it easier and
safer for them to deo business.

ISDS AND SOVEREIGN RISK

Another reason ISDS provisions are good
for Australia is that they meke [t cheaper
for Australian companies tc do business
in countries with high sovereign risk: by
reducing the adjudicatory (i.e. "foreign
court”) risk of doing business in the

host State, the overall sovereign risk of
the investment is lowered. The foreign
investor can use the fact of it being
covered by an ISDS-backed investment
trealy as a basis for negotiating better
terms from its lenders {although the
impact that such protection will have

on the cost of capital will depend

upon a range of factors, including the
sophistication of the financiers with
whom the investor is negotiating). While
empirical evidence for the impact of ISDS
(or BITs coverage) on the cost of project
finance is lacking (for the obvious reason
that the data is private), this is likely to

be the subject of significant study in the
coming years. At present, what can be
said for certain Is that, if the investor does
not have access to ISDS at all, it will not
be able to make any such case to its
financiers.

Historically, ISDS provisions have

been intended to protect investors
doing business in countries with higher
sovereign risk than their horne State.
Where a treaty is signed bstween two
countries that both have similar and low
soversign risk, the negotiators may not
consider it necessary to include an iSDS
clause. An example of an FTA that does
not contain an ISDS clause is the United
States-Australia Free Trade Agreement.

But this parity of sovereign risk is the
exception, not the rule. The far more
common scenario is ane in which there
is a significant disparity in the sovereign
risk of the States that are negotiating
the treaty. In this situation, the low
sovereign risk State will have a strong
interest in obtaining ISDS protection
for its nationals when they invest in the

1



high sovereign risk State. To secure that
essential protection for its investors (and
the compstitive bensfits that come with
it), it will almost always be necessary for
the low sovereign risk State to agree to
a reciprocal ISDS clause (i.e. a clause
that allows both contracting States to

be sued, not just the high sovereign risk
State). So Australia must remain open to
the inclusion of ISDS clauses even though
it has low sovereign risk and reliable {and
reputable) courts.

Reciprocity means that there are
necessarily both benefits and detriments
that flow from ISDS clauses. Obviously,
the main detriment Is that Australia may
be subject to ISDS claims by treaty-
covered foreign investors. But even If
such claims are made, that does not
mean they will succeed, and in any event
the cost they represent can only amount
to a fraction of the benefit Australia enjoys
by including ISDS provisions in its trade
and investment treaties.

ISDS AS AN INVESTMENT
PROMOTION TOOL

In addition to the fact that, with ISDS-
backed investment treaties, Australian
companies are protected when they

do business abroad, ISDS ensures

the Australian legal framework for
foreign investment remains aligned with
international norms and standards, which
in turn promotes and attracts foreign
investment in our own territory. Here

it is worth emphasising that attracting
foreign investment is a highly compaetitive
business: even countries like Australia,
blessed with vast natural resources and
stable government, must actively sell
themselves as investment destinations to
maintain inbound capital flows.

Contrary to what critics suggest, ISDS is
an important investment promotion tool.
As an illustration, we can look at two
developing countries nearby: Indonesia
and Myanmar. Indonesia has an extensive
offering of ISDS through its wide-
ranging investment treaty programme.
But, frustrated by its experiences as a
respondent in ISDS cases, indonesla

Is currently reviewing Its BITs (the BIT
with the Netherlands has already been
cancelled). Myanmar, in contrast, has only
a small BiT programme, but is committed
to promoting itself as a destination

for foreign investment — particularly

as a means of commercialising its
considerable endowment of natural
resources. To that end, the Myanmar
Government is drafting a new Foreign
Investment Law, in which it is intended
that an offer of ISDS will be made. This is
an example of a new market using ISDS
as a tool to compete with an established
market. Of course, Australia is not
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Myanmar or Indenssia, but we do have
similar things to sell.

Ultimately, whether or not the Australian
public see the availability of ISDS as
"necessary or attractive” is irelevant:

the fact is many foreign investors {and
their advisors) do. No doubt many
readers will have experience advising
major International businesses on foreign
investments and acquisitions, and will
know first-hand the rigour with which
these actors approach investment
planning and decision making. If ISDS

is not available through the target host
State's treaty pregramme (or its local
law = which is rare), then the question
will be whether the client investor

can secure an ISDS clause in a direct
contract with the Government {.e. State
Agreement). As noted above, this will
depend on the investor's bargaining
power. But, if Australia refuses to accept
the inclusion of ISDS clauses in its trads
and investment treaties and also refuses
to sign State Agreements that confer
equivalent ISDS rights, this last resort will
not be available. Major investors may well
look elsewhere.

In any event, ISDS provisions are
established features of trade and
investment treaty practice. If Australia
stops accepting ISDS provisions in future
agreements, our trade and investment
treaty programme will stall - or, at the
very least, start to "lose its teeth®. While
the Australian treaty programme currently
covers a reasonable range of countries, it
provides only limited protection for other
regions that will be important to Australian
trade in the future. For example, treaty
coverage is currently lacking for certain
emerging markets in Africa, where
sovereign risk tends to be high but there
is real need for foreign capital. i{SDS-
backed treaties are needed to promate
Australian investment in these developing
countries.

REALITY OF AUSTRALIA'S ISDS
EXPERIENCE

One of the key messages of the ISDS
debate is that, if we accept these
provisions in our trade agreements, we
will face waves of claims. However, the
record shows that Australia is much more
often the benefit of ISDS provisions than
the respondent to claims under them.

Based on publically available information,
the ISDS provisions of Australian
investment treaties have been formally
invoked in four cases: Tethyan Copperv
Pakistan, Planet Mining v Indonesia, White
Industries v india and Phiflip Morris Asia
Limited v Australia. To this list we can add
two other ISDS cases involving Australian
companies: African Petroleum Gambia
Ltd (Block A4) v Gambia (a claim under

an oil exploration licence) and Lighthouse
Corporation v Timor-Leste (a claim under
a fuel-supply contract).The only recorded
ISDS action against Australia is the

plain packaging case (Philip Morris Asia
Limited v Australia), a matter that has
attracted a great deal of attention due to
the questions of public health involved.

The current record is, therefore, five
claims by Australian investors to one
claim against Australia. And this is without
taking into account:

* the significant number of ISDS cases
in which Australian majority-owned
or managed companies are making
claims under non-Australian BITs
{relying on forelgn-incorporated
subsidiaries and special purpose
vehicles); or

*  other ISDS cases involving Australian
parties that have not been reported
(for example, because they have
been resolved by ad hoc arbltration).

in policy terms, it would be a mistake

to make too much of one case against
Australia, especially given that it is yet

to be decided. It is also significant to

note that, of the five claims brought by
Australian investors against forsign host
States, all claims related to activities in
the energy and resources sector —an area
in which a significant number of Australian
companies {including many managedfrom
Perth} operate internationally.

IMPORTANGE OF THE ISDS SYSTEM
TO THE INTERNATIONAL RULE OF
LAW

One of the less obvious benefit of the
ISDS system is that it contributes to the
international rule of law. The very fact that
there is a growing dialogue about ISDS
and State rights shows how effective the
system has been at promoting respect for
the intemationial rule of law - if this was
not the case; States would simply ignore
awards against them.

On any view, the current system is a lot
better than what we had before. We all
have an interest in promoting the rule

of law and leaving behind the days of
gunboat diplomacy - when countries
used the threat of military force to obtain
reparations for measures taken by forsign
powers against the property of their
nationals. As the former President of

the Intemational Court of Justice, Judge
Stephen Schwebel, said in 2014, to cast
aside the ISDS system now would be
"one of the profoundest misjudgements
ever to affiict the procedures of peaceful
settlement of international disputes”.

It is critical that countries like Australia
remain active participants in the ISDS
system {and, in the rare event they



are sued, the ISDS process), both for
the broader reason Judge Schwebel
identified and for reasons of their own
national interest. If Australia opposes
ISDS, we will place ourselves in the
unlikely company of a small group of
countries that have rejected the ISDS
system (examples being Venezuela,
Ecuador and Bolivia). Doing so would
also put us at odds with our major
regional trading partners, including the
Association of South East Asian Nations
{ASEAN) and the People's Republic

of China, whose current practice is to
include ISDS clauses in their trade and
investment treaties.

No system of justice Is perfect, nor

will it ever be. The ISDS system has

its issues, but it is still relatively young.
Many of the aspects of the ISDS

system that critics identify as flaws are
actually structural consequences of
decentralisation: variation In the case law
oh key investment protection standards,
divergent approaches to procedural
issues that bear on the transparency

of the ISDS process, the absence of

a standing corps of arbitrators (and
problems arising out of the party-
appointment system for arbitrators), the
lack of an appeliate jurisdiction. These
structural features have origins in the fact
that, for the last three decades or so,
States have tended to rely on bilaterat
instruments (namely BITs) to convey their
consent to ISDS procedures (and to set
out the substantive rules of the game).
The result has been the development

of an international investment law

system in which there are thousands of
'constitutions’ (some similarly worded,
others very different), each with its own
‘court'. But multilateral instruments {such
as FTAg) are taking over from BITs as
the preferred means of engagement in
the area of investment promotion and
rule-making. In this process, the age of
bilateralism/decentralisation is ending and
anew era of multilateralism/centralisation
is beginning, in which the iSDS system
will be consolidated and improved. The
TPP is a good example. Countries like
Australia have important roles to play in
this renovation process.

THE WEAKNESS OF THE
REGULATORY CHILL THESIS

Ancther common argument against the
ISDS system is that it limits a State's right
to regulate, causing regulatory chill. In his
second reading speech in support of the
Trade and Foreign Investment (Protecting
the Public Interest) Bill 2014, Senator
Whish-Wilson made direct reference to
this theory:

The influence of ISDS goes
beyond the direct impact of
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cases. Iri their 2010 report the
Proauctivity Commission identify the
phenomenon of ‘regulatory chilling.'
In other words ISDS provisions
mean governments second guess
themselves on whether a public
policy initiative will cause an
arbitration claim to be made against
them by a foreign corporation.

Regulatory chill is a complex thesis and
is, as many of its proponents would
concede, still being developed. Although
studies in the field have moved on
considerably from when the Productivity
Commission released its report in 2010,
empirical evidence for the phenomenon
is still lacking. But that does not mean

it should be dismissed, only that more
work needs to be done before regulatory
chill can be considered a reliable policy
premise.

At the moment, the best evidence for
regulatory chill is anecdotal. There have
been cases where, faced with claims
under ISDS clauses, States have backed
down, and arguabily legitimate measures
have been - rightly or wrongly - reversed
(Australia is not an example, as the plain
packaging claim is being defended).

But settlements are a feature of every
dispute resolution system, and the terms
of settliements naturally vary from case
to case. It would be wrong to suggest
that settlements necessarily represent
victories for the investor.

Further, as the 42% rate of State victory
cited by Senator Whish-Wilson in his
second reading speech shows, States
have good chances of successfully
defending legitimate public interest
measures in an ISDS process (especially
when they are represented by skilled
counsel, of whom Australia has no
shortage). In defending measures

they have taken in the public interest,
States have a range of international law
principles and doctrines at their disposal,
including rules against abuse of process,
limitations on the types of investments
given protection, the defence of
necessity, pleas based on police powers
{i.e. the sovereign right to regulate),
State-friendly readings of the fair and
equitabie treatment standard and rules
for the review and annuiment of ISDS
tribunal decisions. It is open to Australia
to continue to negotiate for the inclusion
of provisions that clarify, codify or expand
these rules and principles In future

trade and investment treaties - as the
Government did in the FTAs with Korea
and China and as it has in the TPP.

COSTS OF ISDS FOR THE
RESPONDENT STATE

Another criticism levelled against [SDS
is that it costs States vast amounts

of money to defend meritless claims.
Where a State has to defend itself in an
ISDS procedure, legal fees represent a
significant {if not dominant) part of the
fees it will incur. But the host State is
likely to incur significant legal expenses
even without ISDS, because it will either
have to defend itself in its own courts
(where, in contrast to ISDS, there will
likely be muitiple levels of appeal) or
respond to measures taken by the
investor's home State, or both. So, for
the host State, investment disputes carry
cost consequences in any event, and
these costs are higher when the dispute
plays out in multiple forums. ISDS Is, in
contrast, a single procedure.

However, the main cost-benefit of ISDS
is macrosconomic. As a procedure, ISDS
allows the dispute to be resolved in a
way that does not require its escalation
to the inter-State plane. This is important
because, when a dispute does play out
on the inter-State plans, the bilateral
trade and diplomatic relations of the
host State and the home State may be
damaged. ISDS allows States to avoid
this risk and the shorter-term costs of
intervening on behalf of their investors.
This cost saving is, by its nature, hard

to measure, but it should ba taken into
account.

Finally, it must also be remembered that,
when an investor brings an iISDS claim
and fails, the tribunal has the power to
order that the investor pay some or all of
the host State's costs of defence. Such
costs orders are common.

CONCLUSION

At present, the Federal Government

has a policy of considering the inclusion
of ISDS provisions on a case-by-case
basis. This pollcy should be maintained
because ISDS is good for Australia. The
Government has a range of negotiating
strategies available to address the
concerns that certain sections of

the public have voiced in relation to
ISDS - many of which stem from the
decentralised nature of the system. In
particular, the Government can (as it has
with the TPP) negotiate for the inclusion
of interpretive provisions that clarify the
substantive protections and standards
of treatment granted under the treaty or
condition access to ISDS procedures; the
Government may also back proposals
for the establishment of an International
Investment Court or regional ISDS
appeals body, the centralising effects

of which would be positive for the ISDS
system. Imposing a blanket ban on ISDS
clauses is neither sensible nor necessary.
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